
INSIDER TRADING BY CORPORATE MANAGERS
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INTRODUCTION

Classic economic theory claims that corporate managers, if left alone,
tend to cash in on their "inside" knowledge by trading in the stocks of the
corporations they manage. Experience teaches that in practice this theory
is to some degree valid.' However, no moral stigma necessarily attaches to
trading by corporate managers since, again in economic theory, profits
from this source may be considered additional incentive compensation
which causes managers to strive for corporate betterment in order to en-
hance stock values.2

In 1934 Congress, as a matter of policy, decided that certain trading by
corporate managers should not be sanctioned. For that reason, it enacted
section 16(b) of the Securities Exchange Act, which provides for recapture
to the corporation of any profits made by a corporate "insider" from trades
in his corporation's stock occurring within a six months' period.3 It has
been said that the congressional intent was to curb "the misuse of impor-
tant corporate information for the personal aggrandizement or unfair profit
of the insider."4 Recapture of profits under section 16(b) is provided, how-
ever, even though a trading insider makes no actual use of inside informa-
tion. Rather, subject to certain exemptive rules and judicial relaxation,
section 16(b) applies mechanically whenever a six months' purchase and
sale (or vice versa) is present.

When Congress enacted section 16(b), it considered it to be at least the
principal, if not the exclusive, means of reaching insider trading.5 Of
course, Congress left a gap in control of insider trading if the mechanical
requirements of section 16(b) were not met (e.g., a sale six months plus
one day after purchase). Thus, a purchase or sale made on the basis of
actual use of inside information was left undisturbed under section 16(b)
if no offsetting transaction occurred within six months.'
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6. However, it is possible that a sale by an insider might have been subject to section 17(a)
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In 1942 the SEC moved to fill this hiatus by adoption of Rule 10b-5
under the Securities Exchange Act.7 Section 10(b) of that Act authorizes
the SEC to prescribe rules or regulations applicable to "the purchase or
sale of any security" in which "any manipulative or deceptive device or
contrivance" is used.' So far as can be gleaned from the sparse legislative
history, the purpose of this section apparently was to cover any "new
manipulative devices" not covered by specific sections of the Securities
Exchange Act!-which deal essentially with interference with supply and
demand.

In any event, the SEC-faced with an asserted problem of insiders re-
purchasing corporate stock by inducing the holders to sell to them through
false information-adopted Rule 10b-5 (apparently somewhat hurriedly).
According to the Commission, it was merely remedying the gap left by the
applicability of section 17(a) of the Securities Act to sellers only and not
to buyers."' As is now well known, the SEC's precipitous act has stamped
an enduring mark upon the securities laws.

Rule 10b-5 has been applied by the courts and the SEC to insider trading
by corporate managers; attempts to assert the exclusivity of section 16(b)
to control insider trading have been repulsed." Unlike section 16(b), Rule
10b-5 applies only in circumstances where there has been actual use of
inside information to profit in trading in the stock by the insider. Also
unlike section 16(b), no six months' "swing" is required; the rule can be
applied to a purchase or to a sale alone.

However, like section 16(b), as judicially construed, the Rule 10b-5 pro-
hibition against insider trading requires no affirmative misrepresentation
by the insider. A purchase or sale with knowledge of undisclosed material
information has been held sufficient to bring Rule 10b-5 into play.

Against this background, this article will review the current status of
federal insider trading controls under section 16(b) and Rule 10b-5 as
applied specifically to corporate managers. Since the latter rule has as-
sumed primary importance, it will be considered first.

of the Securities Act of 1933, 15 U.S.C. §77q(a) (1964), which generally prohibits fraud and
misrepresentation in the offer and sale of securities.

7. 17 C.F.R. §240.10b-5 (1973).
8. 15 U.S.C. §78j(b) (1970).
9. See Hearings on Stock Exchange Regulations before the House Committee on Inter-

state and Foreign Commerce, 73d Cong., 2d Sess. 115 (1934) (testimony of Thomas C. Cor-
coran); Ruder, note 5 supra at 657-58; 1 A. BROMBERG, SECURITIES LAW: FRAUD §2.2 (300-40)
(1973).

10. Rule 10b-5, 17 C.F.R. §240.10b-5 (1973); SEC Exchange Act Rel. No. 3230 (May 21,
1942). For discussion of circumstances of adoption of Rule 10b-5, see Conference on Codifica-
tion of the Federal Securities Laws, 22 Bus. LAW. 793, 922 (1967).

11. See, e.g., SEC v. Texas Gulf Sulphur Co., 258 F. Supp. 262, 278 (S.D.N.Y. 1966), aff'd
in part and rev'd in part, 401 F.2d 833 (2d Cir. 1968), cert. denied, 394 U.S. 976 (1969).
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RULE lOb-5 APPLIED To INSIDER TRADING

Rule 10b-5 provides:

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

(a) To employ any device, scheme, or artifice to defraud,
(b) To make any untrue statement of a material fact or to omit
to state a material fact necessary in order to make the statements
made, in the light of the circumstances under which they were
made, not misleading, or
(c) To engage in any act, practice, or course of business which
operates or would operate as a fraud or deceit upon any person.
in connection with the purchase or sale of any security. 2

Unlike the prevailing common law rule as to fraud and deceit, Rule 10b-
5 requires no affirmative misstatement, misrepresentation, or half-truth to
render an insider trading transaction actionable. Rather, it is now clear
that insider trading is actionable in the context of non-disclosure of mate-
rial information.

While the decision in SEC v. Texas Gulf Sulphur Co.' 3 has become
virtually synonymous with insider trading, that decision was presaged as
early as 1951 in Speed v. Transamerica Corp.'4 The latter case involved a
written offer by the largest and controlling stockholder of a corporation to
purchase the stock of the remaining stockholders, to whom had been sent
a financial statement for 1941. The offer contained no representations as
to operations, value, *or other matters. The gist of the complaint filed by
stockholders who had sold their stock to the defendant was failure to report
that the corporation's inventory had a market value greatly in excess of the
cost value shown in the 1941 financial statement, that the corporation's
earnings trend had improved subsequent to that financial statement, and
that defendant intended to liquidate or merge the corporation in order to
realize the true market value of the inventory. The court found that there
was an intent on the part of the controlling stockholder, at the time of its
purchase offer, to liquidate or merge the corporation and capture the in-
ventory profit. Under these circumstances, the failure to disclose was ac-
tionable as a violation of Rule lOb-5; the defendant had breached its duty
to disclose all material facts which would be likely to influence persons
receiving the offer in their decision to accept or decline the offer, and
further, the offer at a specific price implicitly represented that the price
offered was a fair price at that time.

12. 17 C.F.R. §240.10b-5 (1973).
13. See text at note 16 infra.
14. 99 F. Supp. 808 (D. Del. 1951), aff'd, 235 F.2d 369 (3d Cir. 1956); see also Ward La

France Truck Corp., 13 S.E.C. 373 (1943).
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In Cady, Roberts & Co.' the SEC applied Rule 10b-5 to insider trading
in an open-market transaction. The Commission disciplined a brokerage
firm for the sale of securities made by the firm after one of its partners
learned in his capacity as a director that the corporation was cutting its
dividend but before that information had been publicly disseminated. The
SEC held that the sale, in the absence of disclosure of the factual informa-
tion, violated Rule 10b-5.

The high point of Rule 10b-5's application to insider trading is now
considered to be SEC v. Texas Gulf Sulphur Co., 6 which involved insider
purchases of securities prior to the public dissemination of information of
a mineral strike. On November 12, 1963, a Texas Gulf Sulphur ("TGS")
exploration group completed drilling the first hole in an area thought to
contain mineral deposits; examination of the drill core revealed significant
mineralization. This information was kept confidential, and drilling was
suspended while TGS embarked on a land acquisition program in sur-
rounding areas. On March 31, 1964, drilling was resumed and a substantial
mineral strike was confirmed by the succeeding drill cores. On April 16,
1964, news was released to the public confirming the ore strike. 7

The SEC's complaint challenged trading activities engaged in by TGS
insiders before the April 16 press release. Between the time of the first drill
hole and the issuance of the press release, certain directors, officers, and
employees had purchased shares of TGS common stock and calls upon the
stock. Additional shares and calls were purchased by "tippees" outside the
company who had received their information from corporate managers.
During the same period, TGS had granted stock options to certain officers
who had access to the information concerning the potential strike, while
the members of the TGS stock option committee were unaware of the
information. The SEC sought rescission of all of these purchases and op-
tions as well as an injunction against future violations.

In an opinion by Chief Judge Waterman, speaking for a majority of the
Second Circuit, it was held that the purchases by some of the corporate
managers and tippees, and the acceptance of the stock options, between
the time of the first drill hole and the issuance of the press release, violated
Rule 10b-5. The court of appeals (as had the district court) readily ac-
cepted the basic principle involved:

[A]nyone in possession of material inside information must either dis-
close it to the investing public, or, if he is disabled from disclosing it in

15. 40 S.E.C. 907 (1961).
16. 401 F.2d 833 (2d Cir. 1968), cert. denied, 394 U.S. 976 (1969). See text at note 57 infra

for decisions upon remedies.
17. The Texas Gulf Sulphur case included as a separate question issuance by the corpora-

tion on April 12 of a press release found to be materially misleading in understating the
significance of the mineral discovery. Inasmuch as the issue does not directly relate to trading
by corporate managers, it will not be discussed herein.
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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. So, it is here no justification
for insider activity that disclosure was forbidden bthe legitimate corpo-
rate objective of acquiring options to purchase the land surrounding the
exploration site; if the information was, as the SEC contends, material,
its possessors should have kept out of the market until disclosure was
accomplished.

The court stated that it was not holding that a corporate manager's
closer familiarity with the corporation's operations disqualifies him from
trading in its stock, nor is he required to share his analytical skills with
outside investors. Rather, Rule 10b-5 requires disclosure only of basic facts,
not the evaluative expertise of the insider."9

In Investors Management Co., 20 the SEC, in considering the liability of
tippees for the use of inside information, stated the requisite elements of
a Rule 10b-5 violation in a particular case. Paraphrased to apply to a
corporate manager, these elements are:

(1) The insider effected a stock transaction while knowing of corporate
information.
(2) The information in question was (a) material, and (b) non-public.
(3) The insider knew, or had reason to know, that the information was
non-public.
(4) The information was a factor in the insider's decision to effect the
transaction.

These elements will be discussed below.

Materiality of Information

In Texas Gulf Sulphur, the court did not frame any single standard of
materiality, but rather scattered several general observations. The district
court had adopted a "conservative" approach as to what information is
material, reasoning that conservatism was most appropriate where hind-
sight was being applied.2 The court of appeals, construing this reasoning
as meaning materiality was to be measured by the probable effect of the
information, had it been disclosed, upon "prudent or conservative inves-
tors," rejected this approach; rather, said the court of appeals, the question
is the effect which knowledge of the facts would have upon a "reasonable"
investor, which, the court indicated, included speculators.22 The court ap-
peared to recognize the difficulty of setting out useful standards in the
area:

18. 401 F.2d at 848.
19. Id. at 848-49; cf. Cady, Roberts & Co., 40 S.E.C. 907 (1961).
20. CCH [1970-1971 Transfer Binder] FED. SEC. L. REP. 78,163 (July 29, 1971).
21. 258 F. Supp. 262, 280 (S.D.N.Y. 1966).
22. 401 F.2d at 849.
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In each case, then, whether facts are material within Rule 10b-5 when
the facts relate to a particular event and are undisclosed by those persons
who are knowledgeable thereof will depend at any given time upon a
balancing of both the probability that the event will occur and the antici-
pated magnitude of the event in light of the totality of the company
activity."

At another point, the court appeared to sanction the more specific stan-
dard that materiality encompasses "those situations which are essentially
extraordinary in nature and which are reasonably certain to have a sub-
stantial effect on the market price of the security if disclosed."24 But the
court finished with the observation that the TGS discovery information
was material because the information "would have been important to a
reasonable investor and might have affected the price of the stock."2 5

It may be that materiality, like obscenity, is hard to define but readily
recognized when seen. Perhaps the courts and SEC can do little more for
future guidance than to indicate a general approach. To many commen-
tators, the Texas Gulf Sulphur decision has the effect of establishing a low
threshold of materiality.2 6

In Investors Management Co., a "tippee" liability proceeding, the SEC
said that information is material where it is of such significance that it
could reasonably be expected to affect the judgment of investors as to the
merits of the stock and, if generally known, to affect materially the market
price of the stock. The Commission further said:

Among the factors to be considered in determining whether information
is material under this test are the degree of its specificity, the extent to
which it differs from information previously publicly disseminated, and

23. Id.
24. Id. at 848, quoting from Fleischer, Securities Trading and Corporate Information

Practices: The Implications of the Texas Gulf Sulphur Proceedings, 51 VA. L. REv. 1271, 1289
(1965).

25. 401 F.2d at 850 (emphasis added).
26. See 2 A. BROMBERG, SECURITIEs LAW: FRAUD §7.4(3)(c) (1973). For review of judicial

statements regarding materiality in general, see Feit v. Leasco Data Processing Equip. Corp.,
332 F. Supp. 544 (E.D.N.Y. 1971). In Gerstle v. Gamble-Skogmo, Inc., 478 F.2d 1281 (2d Cir.
1973), a proxy statement disclosure case, the panel, per Chief Judge Friendly, indicated that
a "might" standard "sets somewhat too low a threshold" and stated that whether the fact
was material depended upon whether it "would" be considered important by the investor.
Chief Judge Friendly said that a "might" standard "is too suggestive of mere possiblity,
however, unlikely. When account is taken of the heavy damages that may be imposed, a
standard tending toward probability rather than mere possibility is more appropriate." 478
F.2d at 1302. But see Affiliated Ute Citizens v. United States, 406 U.S. 128, 153-54 (1972);
Sonesta Int. Hotels Corp. v. Wellington Associates, 483 F.2d 247 (2d Cir. 1973).

The stock exchanges have adopted disclosure policies which provide examples of material
information which require immediate public disclosure, and specify the manner and timing
of disclosure. AMERICAN STOCK EXCHANGE COMPANY GUIDE (May 15, 1973), §§401-04; NEW
YORK STOCK EXCHANGE COMPANY MANUAL at A20-21.
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its reliability in light of its nature and source and the circumstances under
which it was received."

The threshold of materiality, or general approach, of the Commission in
Investors Management Co. appears to be more favorable to insiders than
the Texas Gulf Sulphur language. 2s Thus, the Commission said that its test
would encompass neither "information as to minor aspects or routine de-
tails of a company's operations" nor "information which is obtained by
general observation or analysis" 2 ' In the case before it, however, the SEC
found the undisclosed information-an unanticipated month's loss and
downward revision in annual earnings projection-to be of high and imme-
diate significance; thus, "it was not merely one link in a chain of analytical
information.""

The complaints filed and decisions rendered to date generally have in-
volved information which rather clearly was out of the ordinary course of
business, or was striking in its significance. The mineral strike in Texas
Gulf Sulphur would bring little debate as to its materiality.:" Acquisitions
and mergers have been a prime source of allegations of insider trading.32

Here again, because of the historical importance of such corporate changes
to investors, any proposed merger or acquisition of more than de minimis
size probably will be considered material. The principal topic of debate
probably will be at what point during the negotiations the transaction
becomes sufficientlv fixed to have investment significance. (The point of
"agreement in principle" is frequently used as a general rule, but the
corporate manager may find a court picking an even earlier point.) U

Dividend increases or decreases, needless to say, definitely will be
deemed material."' Operating results (revenues, expenses, and earnings)

27. CCH 11970-1971 Transfer Binder FED. SEC. L. REP. 78,163 at 80,519 (July 29, 1971).
28. Id. at 80,523 (Smith, Comm'r, concurring). See also SEC v. Lum's, Inc., 365 F. Supp.

1046 (S.D.N.Y. 1973).
29. CCH 11970-1971 Transfer Binder] FED. SEC. L. REP. 78,163 at 80,519 and n. 18.
30. Id.
31. The only disputed point as between the district court, 258 F. Supp. 262 (S.D.N.Y.

1966), and the court of appeals was the time at which the information was sufficiently definite
to become material. The court of appeals noted, without emphasizing the point, that the
market price of the Texas Gulf Sulphur stock had doubled between the time of the discovery
and the press release, and almost doubled again in the month following the release. 401 F.2d
at 847.

32. E.g., Kardon v. National Gypsum Co., 73 F. Supp. 798 (E.D. Pa. 1947); Childs v. RIC
Group, Inc., 331 F. Supp. 1078 (N.D. Ga. 1970); SEC v. Golconda Mining Co., 291 F. Supp.
125 (S.D.N.Y. 1968) (consent order).

33. See List v. Fashion Park, Inc., 340 F.2d 457 (2d Cir.), cert. denied, 382 U.S. 811 (1965);
SEC v. Shapiro, 349 F. Supp. 46 (S.D.N.Y. 1972); cf. James Blackstone Memorial Library
Ass'n v. Gulf M. & 0. R.R., 264 F.2d 445 (7th Cir.), cert. denied, 361 U.S. 815 (1959);
Radiation Dynamics, Inc. v. Golmuntz, 464 F.2d 876 (2d Cir. 1972).

34. Cady, Roberts & Co., 40 S.E.C. 707 (1961); cf. Cochran v. Channing Corp., 211 F.
Supp. 239 (S.D.N.Y. 1962); SEC v. Lum's, Inc., 365 F. Supp. 1046 (S.D.N.Y. 1973) (consent
order).
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are more difficult to assess since they are the product of the corporation's
on-going business. Once operating result projections have been publicized,
any significant deviation from those projections clearly would be mate-
rial2 5 If a corporation does not publicize projections, nevertheless any ob-
served unusual departure, upward or downward, from historical operating
results might be deemed material.3

' Thus, internal estimates could dis-
qualify the knowledgeable manager from trading until the operating
results have been achieved and publicized.3 7

Use of Information

Not only must undisclosed material corporate information be extant,
but also, for Rule 10b-5 liability to be imposed, the particular corporate
manager must know of and use the information. It should be clear that the
corporate manager must have either actual or constructive knowledge be-
fore he may be held liable. Thus, "it must be established that the defen-
dant was to some extent cognizant of the misstatement or omission ...
It is not enough for plaintiff to show that defendant failed to detect certain
material facts when he had no reason to suspect their existence. ' 3 In
theory, therefore, the mere opportunity for a corporate officer to have
learned of material inside information prior to effecting a stock transaction
is insufficient to impose liability. However, the higher in the corporate

35. Investors Management Co., CCH [1970-1971 Transfer Binder] FED. SEC. L. REP.
78,163 (July 29, 1971); SEC v. Lune's, Inc., 365 F. Supp. 1046 (S.D.N.Y. 1973).

36. See SEC v. Glen Alden Corp., CCH [1967-1969 Transfers Binder] FED. SEC. L. REP.

92,280 (S.D.N.Y. Aug. 8, 1969) (consent injunction against selectively disclosing to favored
persons five-year sales, earnings, and cash flow projections and plans for future acquisitions);
Pappas v. Moss, 303 F. Supp. 1257 (D.N.J. 1969) (improved quraterly earnings); Complaint,
SEC v. Topper Corp., CCH [1973 Transfer Binder] FED. SEC. L. REP. 94,209 (S.D.N.Y.
Nov. 12, 1973) (adverse information as to sales and collections); Dolgow v. Anderson, 438 F.2d
825 (2d Cir. 1970) (cost and sales data); SEC v. Lum's Inc., 365 F. Supp. 1046 (S.D.N.Y.
1973) (consent order-agreed statement of policy against use of inside information includes,
as examples of material information, earnings estimates, or changes in published estimates,
and significant acquisition proposals). As to SEC policy on earnings projections and forecasts,
allowing discretion to management whether to publicly release. See SEC Exchange Act Rel.
No. 9984; Address by then-Chairman Cook before New York Society of Security Analysts,
Mar. 27, 1973, CCH [1973 Transfer Binder] FED. SEC. L. REP. 79,301 at 82,914 ("Projections
are clearly material to an investment decision").

37. There may also be occasions, as pointed out in the dissenting opinion of Chief Judge
Moore in Texas Gulf Sulphur, when a development could not be effectively publicized-e.g.,
it is in an early stage and any meaningful announcement might itself be misleading, and thus
corporate managers might be absolutely precluded from trading. 401 F.2d at 870.

38. Cohen v. Franchard Corp., 478 F.2d 115, 123 (2d Cir. 1973); cf. Lanza v. Drexel & Co.,
479 F.2d 1277 (2d Cir. 1973) (director's duty of disclosure to persons purchasing stock from
corporation); Gold v. Sloan, 486 F.2d 340 (4th Cir. 1973) (dismissing section 16(b) complaint
because of lack of access to information about merger); but see SEC v. Lum's, Inc., 365 F.
Supp. 1046 (S.D.N.Y. 1973) ("negligence" sufficient basis for granting relief in SEC enforce-
ment action).
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echelon a particular manager, the more likely the inference that he had
access to material information, and the more permissible the further infer-
ence that he had knowledge of the information. No decision to date has
suggested that a corporate manager has an affirmative duty of inquiry
prior to effecting a stock transaction." But the corporate manager might
well anticipate that any transaction falling outside his established trading
pattern may shift the burden of justification to him if it develops that
material undisclosed information then existed.

The SEC in Investors Management Co. recognized as one of the elements
of violation that the undisclosed information must be "a factor" in the
manager's decision to effect the transaction. 0 It is doubtful, however, that
this subjective element will be of much significance where the manager's
transaction does not fit an established pattern. The SEC proceeded to
state that, from the fact that trades occurred after receipt of the informa-
tion, "an inference arises that the information was such a factor [in the
manager's investment decision].". The Commission went on to state: "The
recipient of course may seek to overcome such inference by countervailing
evidence.""

Thus, knowledge of the information serves to establish use. And, further
limiting the scope of proof needed, the SEC also stated in Investors Man-
agement Co. that use of the information (which was proved by showing
knowledge) "is itself evidence of its [the information's] materiality.""2 In
Texas Gulf Sulphur, the court similarly found the very fact of the unusual
and otherwise unexplained trading activity to be "highly pertinent evi-
dence and the only truly objective evidence of the materiality of the K-55-
1 discovery;" this virtually compelled the inference that the insiders were
influenced by the discovery results."

39. In the Texas Gulf Sulphur cases, several individuals were dismissed as defendants for
failure to show knowledge on their part of the mineral strike without inquiry into whether
they should have investigated before trading; SEC v. Texas Gulf Sulphur Co., 258 F. Supp.
262, 281 (S.D.N.Y. 1966), aff'd on this point, 401 F.2d 833, 852 n.14 (2d Cir. 1968), cert.
denied, 394 U.S. 976 (1969); Aston v. Texas Gulf Sulphur Co., 306 F. Supp. 1933 (S.D.N.Y.
1969). But cf. Kohler v. Kohler Co., 319 F.2d 634 (7th Cir. 1963). In Faberge, Inc., 11973
Transfer Binder] CCH FED. SEC. L. REP. 79,378 (May 25, 1973), the SEC took the occasion
to "emphasize the gravity with which we view violations that arise from the misuse of mate-
rial non-public information to the detriment of the investing public," (Id. at 83,101), and "the
importance and necessity of broker-dealers, investment advisers and institutional investors,
as well as issuers instituting and implementing effective procedures calculated to deter and
detect the misuse of inside information." (Id. at 83,106). See also SEC v. Liggett & Myers,
Inc., CCH [1973 Tranfer Binder] FED. SEC. L. REP. 94,204 (S.D.N.Y. Oct. 24, 1973).

40. CCH [1970-1971 Transfer Binder] FED. SEc. L. REP. 78,163 at 80,522 (July 29, 1971).
41. Id. See also SEC v. Shapiro, 349 F. Supp. 46 (S.D.N.Y. 1972).
42. CCH [1970-1971 Transfer Binder] FED. SEC. L. REP. 78,163 at 80,519. The SEC

noted in passing that the price of the stock dropped 15 percent after the tipping had begun,
and had dropped a total of one-third within a few days after the adverse news was released
to the public.

43. 401 F.2d at 851. See also Faberge, Inc., CCH [1973 Transfer Binder] FED. SEC. L.
REP. 19,378 at 83,104 and 83,105 (May 25, 1973).
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In short, the crux of the matter is the manager's knowledge, coupled with
trading activities. This probably places upon the manager the burden of
explanation of his trades, which explains why it has been recommended
that a manager establish a regular trading pattern which will be self-
explanatory. The stock exchanges, for example, have suggested timing
transactions to follow the public release of regular corporate annual and
quarterly reports, or maintaining a regular scheduled trading program.',
While strict adherence to such suggestions takes from the corporate man-
ager his investment flexibility and may have the undesirable effect of
bunching management transactions, certainly it offers the safest trading
mechanism.

Adequacy of Dissemination of Information

As stated by the SEC in Investors Management Co., a "tippee" liability
case, one of the questions to be answered is "whether the recipient knew
or had reason to know that the information was non-public."'1 In the case
of corporate managers, this question undoubtedly will have little signifi-
cance, if any, because of their position of access to corporate information
generally.

In the Investors Management Co. proceeding, the SEC indicated that
information is public when it is disseminated in a manner making it avail-
able to investors generally. It strongly implied that only a press release
from the corporation would suffice for this purpose."

In Texas Gulf Sulphur, the court indicated that a belief, reasonable
under the circumstances, that news had already become public at the time
the corporate manager traded might constitute a defense in a Rule 10b-5
action. However, the court refused to accept an asserted belief based upon
"lack of diligence, constructive fraud, or unreasonable or negligent con-
duct."4 7 Furthermore, the court said that the time of placing an order for
a stock transaction (rather than the time of execution) determines whether
the information is public, so that an insider cannot utilize advance orders
to beat the news. Moreover, the information "must have been effectively
disclosed in a manner sufficient to insure its availability to the investing
public."" Thus, the placing of an order a few minutes after the release of
information to the press was premature. The court said that where news
is of a sort which is not readily translatable into investment action, insiders
may not take advantage of their advance opportunity to evaluate the infor-

44. NEw YORK STOCK EXCHANGE COMPANY MANUAL A-24 to A-36; AMERICAN STOCK Ex-
CHANGE COMPANY GUIDE (May 15, 1973), §403 at 111-12. See Dolgow v. Anderson, 53 F.R.D.
664 (E.D.N.Y. 1971) (transactions pursuant to individual programs for increasing holdings
of stock through exercise of stock options probably not violative of Rule 10b-5).

45. CCH [1970-1971 Transfer Binder] FED. SEC. L. REP. 78,163 at 80,515 (July 29, 1971).
46. Id. at 80,519 and 80,520.
47. 401 F.2d at 855, 856.
48. Id. at 854.
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mation by acting immediately upon dissemination. The court thus implied
the necessity for a reasonable waiting period for outsiders to absorb and
evaluate the disclosures.'"

In Faberge, Inc.,/, a corporate officer's disclosure to some security ana-
lysts and institutional investors of an unanticipated and unusual quarterly
loss and a revised annual earnings estimate, which resulted in sales of the
stock by the tippees prior to public announcement, was held to be a Rule
lOb-5 violation in an SEC disciplinary proceeding against the tippees. The
SEC indicated that the information was not generally available to the
investing public until the corporation's "press release appeared on the
broad tape," and rejected a contention that dissemination over a broker-
dealer's private client wire was sufficient disclosure. 5' Rather, said the
Commission:

In order to effect a meaningful public disclosure of corporate informa-
tion, it must be disseminated in a manner calculated to reach the securi-
ties market place in general through recognized channels of distribution,
and public investors must be afforded a reasonable waiting period to react
to the information. Obviously, what constitutes a reasonable waiting pe-
riod must be dictated by such surrounding circumstances as the form of
dissemination and the complexity of the information, i.e., whether it is
"readily translatable into investment action .. " Proper and adequate
disclosure of significant corporate developments can only be effected by a
public release through the appropriate public media, designed to achieve
a broad dissemination to the investing public generally and without favor-
ing any special person or group.52

SEC Inquiry into Insider Trading

The Texas Gulf Sulphur court invited clarification from the SEC in the
area of insider trading. Thus, it stated that the timing of insider transac-
tions after disclosure "is one of the many areas of expertise for appropriate
exercise of the SEC's rule-making power, which we hope will be utilized
in the future to provide some predictability of certainty for the business
community." :'

Apparently accepting the suggestion of the Texas Gulf Sulphur court,
the SEC began a staff inquiry "into the circumstances under which mate-
rial information of a previously undisclosed nature may be utilized in

49. Id. The American Stock Exchange recommends a 24-hour treading delay after the
general publication of a news release in a national medium, with a longer period where
publication is not so widespread. AMERICAN STOCK EXCHANGE COMPANY GUIDE (May 15, 1973),
§40:3 at 111.

50. CCH [1973 Transfer Binderl FED. SEC. L. REP. 79,378 (May 25, 1973).
51. Id. at 83,104-05.
52. Id. at 83,105. See also Correspondence, Bass & Co. CCH [1971-1972 Transfer Binderl

FED. SEC. L. REP. 78,663 (Feb. 10, 1972).
53. 401 F.2d at 854 n.18.
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connection with the purchase or sale of securities." 54 On August 1, 1973,
the Commission solicited comments and views from the public on the
subject of the inquiry, including (a) whether appropriate guidelines can be
established to determine when information concerning an issuer is mate-
rial, and (b) when information should be considered to have been publicly
disseminated. As to the latter point, the Commission said:

Among other things, the Commission's staff is seeking to determine
whether guidelines can be established concerning appropriate waiting pe-
riods to be applied after material information about an issuer has been
disclosed in various available ways before any person in possession of such
previously undisclosed information may trade in reliance upon that infor-
mation. Views are also solicited regarding the efficacy of existing proce-
dures that are followed, both by corporations and financial analysts, con-
ceming information which has been disclosed on a limited basis-for ex-
ample, information filed with governmental agencies.55

The comment period has closed, and a considerable number of com-
ments of varying persuasions were received. It is understood that the staff
is in the process of evaluating the comments and other information with a
view to formulating recommendations to the Commission. 5

1

Remedies

In Texas Gulf Sulphur, in addition to an injunction against future viola-
tions, the purchasing insiders were required to pay to the corporation the

54. SEC Exchange Act Rel. No. 10316 (Aug. 1, 1973).
55. Id.; see also Address by then SEC Chairman Cook before New York Society of Secu-

rity Analysts, Mar. 27, 1973, CCH [1973 Transfer Binder] FED. SEc. L. REP. 79,301 at
82,913-14. (Other aspects of the inquiry relate to issuer disclosure policies and procedures,
disclosure to and use of information by securities professionals, and the category of persons
who should be restricted in their use of information.)

56. See SEC File No. S7-491. Approximately 60 letters of comment were received by the
SEC, of which the bulk related to the impact of insider trading rules upon broker-dealers,
professional investors (e.g., banks and insurance companies), and investment analysts and
advisers (generally speaking, the so-called "tippee" liability question), and upon the flow of
corporate information. A number of these comments urged a distinction between inside
information, emanating from within the corporation, and "market" or outside information
concerning the corporation but not derived from corporate sources. Many comments focused
upon the problems the small corporation encountered in seeking to obtain adequate dissemi-
nation to the public of its information in view of the selection-of-news processes of the wire
services and financial and business publications. Probably the most comprehensive com-
ments, from the standpoint of the corporate manager, were submitted by the American Bar
Association Sub-Committee on Rule lOb-5 and Broker-Dealer Matters, which dealt with
standards of materiality, methods of dissemination of information, and waiting time before
trading. See also comments of Financial Analysts Federation. Of course, some comments
suggested the inappropriateness or impracticality of any fixed guidelines in the area of insider
trading. Indeed, SEC Chairman Garrett recently expressed "skepticism" about whether the
insider trading rules can be made "more specific in any helpful way. The more specific you
get, the more arbitrary." He indicated, nevertheless, that some areas, e.g., the time of disclo-
sure, might be susceptible to specification by rules. 89 FoRTUNE 44 (Jan. 1974).
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difference between the prices they paid for their stock and the market
value of the stock on April 17, 1964, the day following the press release
disclosing the mineral discovery. In effect, this put the insiders in the
position of being purchasers at the April 17th price. 7 Liability was imposed
upon managers who tipped persons outside of the corporation to the same
extent, i.e., the profits made by their direct tippees. 8 The funds were
ordered to be held by the corporation for satisfaction of judgments by
private plaintiffs against the insiders, with any balance remaining at the
end of five years to become the property of the corporation .59 Subsequently,
the private class actions against the trading insiders were settled by pro-
viding for payment by the corporation, out of the fund, to stockholders who
sold their TGS stock during the period when insiders purchased stock and
calls."'

The Texas Gulf Sulphur case was instituted by the SEC, and thus estab-
lishes the proposition that disgorgement of profits is an appropriate rem-
edy in such an action. In actions by private plaintiffs who purchased or
sold in the open-market during the period that the manager was trading,
however, the remedies have not been firmly established. Questions have
been raised as to (a) whether the insider's trades can be matched against
plaintiffs' open-market transactions so that "privity" is present, and (b)
whether the plaintiffs' damage was caused by the manager's acts.' While

57. SEC v. Texas Gulf Sulphur Co., 446 F.2d 1301 (2d Cir.), cert. denied, 404 U.S. 1005
(1971). Similarly, the stock option exercise price was revised to the April 17, 1964 market
price. SEC v. Texas Gulf Sulphur Co., 331 F. Supp. 671 (S.D.N.Y. 1971).

58. The court recognized the hardship involved in tipper liability, as a departure from the
disgorgement of profits principle, but found it necessary to prevent evasion of Rule lOb-5. The
court, however, limited responsibility to trades of direct tippees, so that the manager was not
responsible for spread-out of the information beyond those tippees. Other decisions upholding
tipper liability include SEC v. Lum's Inc., 365 F. Supp. 1046 (S.D.N.Y. 1973) (injunction);
Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 353 F. Supp. 264 (S.D.N.Y. 1972);
Schein v. Chasen, 478 F.2d 817 (2d Cir.), cert. granted on other issues, 42 U.S.L.W. 3333 (U.S.
Dec. 4, 1973) (state law case).

59. See also consent order in SEC v. Golconda Mining Co., 291 F. Supp. 125 (S.D.N.Y.
1968) (insiders ordered to pay profits to trustee, based upon difference between purchase price
and market price on the date of public release, for benefit of sellers during relevant period);
SEC v. Shapiro, 349 F. Supp. 46 (S.D.N.Y. 1972) (same).

60. Cannon v. Texas Gulf Sulphur Co., 55 F.R.D. 308 (S.D.N.Y. 1972).
61. See Reynolds v. Texas Gulf Sulphur Co., 309 F. Supp. 548, 558-59 (D. Utah 1970),

aff'd on other issues sub nom, Mitchell v. Texas Gulf Sulphur Co., 446 F.2d 90 (10th Cir.),
cert. denied, 404 U.S. 1004 (1971); cf. Astor v. Texas Gulf Sulphur Co., 306 F. Supp. 1333
(S.D.N.Y. 1969) (denying defendants motion for summary judgment but indicating that
recovery depended upon proof of damage from defendants' conduct). Assertedly because of
the uncertainty of remedial action in private Rule lOb-5 suits, and the improbability of SEC
action in every possible case, state courts have acted to require disgorgement of profits by
trading managers. In those cases, the responsibility is based upon fiduciary principles-i.e.,
not to profit from corporate knowledge-and the resulting liability for profit gained from stock
transactions based upon inside information runs in favor of the corporation, just as it does
under section 16(b) of the Securities Exchange Act. See Schein v. Chasen, 478 F.2d 817 (2d
Cir.), cert. granted on other issues, 42 U.S.L.W. 3333 (U.S. Dec. 4, 1973) (applying Florida
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apparently only one private suit thus far has resulted in recovery for plain-
tiffs who purchased in the open market,6 2 the trend is toward judicial
relaxation of the asserted impediments to private recovery.

The concept of privity has been rather soundly dismissed as an element
in a private suit. 1 With respect to causation or reliance, in Affiliated Ute
Citizens v. United States," involving misrepresentation and non-
disclosure by bank employees engaged in "market-making" type activities,
the Supreme Court recently said:

Under the circumstances of this case, involving primarily a failure to
disclose, positive proof of reliance is not a prerequisite to recovery. All that
is necessary is that the facts withheld be material in the sense that a
reasonable investor might have considered them important in the making
of this decision . . . . This obligation to disclose and this withholding of
a material fact establish the requisite element of causation in fact .... 11

The Affiliated Ute Citizens case involved face-to-face transactions,
rather than those effected in the open-market. However, in Shapiro v.

law); Diamond v. Oreamuno, 24 N.Y.2d 495, 248 N.E.2d 910, 301 N.Y.S.2d 78 (1969); Brophy
v. Cities Serv. Co., 31 Del. Ch. 241, 70 A.2d 5 (1949). In the Diamond case, the court rejected
defendants' contention that the imposition of state remedies would interfere with the corol-
lary federal scheme, and expressly pointed to the difficulty of enforcing the federal scheme
by private plaintiffs. The court in Diamond also dismissed the possibility of double liability
under federal and state laws as remote and subject to judicial protection. Accord, Schein v.
Chasen, note 58 supra; see Pappas v. Moss, 303 F. Supp. 1257, 1281 (D.N.J. 1969) (double
damages for Rule 10b-5 and section 16(b) violation not allowed). However, Professor Louis
Loss has indicated that some consideration should be given to elimination of the possibility
of double liability. Remarks, 27 Bus. LAw. 86, 92 (Special Issue, February, 1972).

62. Financial Indus. Fund, Inc. v. McDonnell Douglas Corp., 315 F. Supp. 42 (B. Colo.
1970) (rejecting motion to set aside verdict), rev'd on other issues, 474 F.2d 514 (10th Cir.
1973). In a pre-trial opinion, the court earlier had expressed doubts about whether the plain-
tiffs' damage was caused by defendants' trading, but determined to leave this issue to the
jury. 315 F. Supp. 42 (D. Colo. 1970).

63. Cochran v. Channing Corp., 211 F. Supp. 239, 243-45 (S.D.N.Y. 1962) (denying mo-
tion to dismiss); Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 353 F. Supp. 264
(S.D.N.Y. 1972); Financial Indus. Fund Inc. v. McDonnell Douglas Corp., 315 F. Supp. 42
(D. Colo. 1970), rev'd on other issues, 474 F.2d 514 (10th Cir. 1973).

At least to date, however, it has been almost universally held that one who did not purchase
or sell the corporation's stock during the period that the corporate insider is trading has no
standing to sue for damages. Sanders v. Merrill Lynch, Pierce, Fenner & Smith, Inc., CCH
11971-1972 Transfer Binderl FED. SEC. L. REP. 93,226 (S.D.N.Y. June 29, 1970); Feldman
v. Hanley, CCH [1973 Transfer Binderl FED. SEC. L. REP. 93,913 (S.D.N.Y. Mar. 15, 1973);
Edelman v. Decker, 337 F. Supp. 582 (E.D. Pa. 1972); cf. Joseph v. Farnsworth Radio &
Television Corp., 99 F. Supp. 701 (S.D.N.Y. 1951), af'd per curiam, 198 F.2d 883 (2d Cir.
1952) (plaintiffs purchased during time period when defendants were not selling). However,
this standing requirement is being subjected to increasing attack and erosion. E.g., Kahan
v. Rosenstiel, 424 F.2d 161 (3d Cir. ), cert. denied, 398 U.S. 950 (1970) (non-seller held to
have standing to obtain injunction).

64. 406 U.S. 128 (1972).
65. Id. at 153-54.
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Merrill Lynch, Pierce, Fenner & Smith, Inc.,6" the court, in refusing to
dismiss the complaint, held that the plaintiffs properly alleged "causa-
tion" when they pleaded that they would not have purchased the corpora-
tion's stock on the open market had they had access to the information
which defendants possessed. It was not necessary to allege that their in-
vestment decision was affected by defendants' trading activities, or that
such trading activities in and of themselves damaged plaintiffs. In fact,
said the court, on the basis of Affiliated Ute Citizens, "no allegations other
than those of materiality and omission are necessary to establish causation
in a nondisclosure case under Rule 10b-5. '" 7 The court refused to treat open
market transactions differently than face-to-face transactions, stating that
the fraud is the failure to disclose while trading, and not merely the trading
itself.

A key remaining issue is whether a trading insider should do more than
disgorge his profits. It makes little sense to hold the trading insider respon-
sible for all damage attributable to lack of knowledge by persons trading
in the open-market. The Supreme Court in Affiliated Ute Citizens rejected
a disgorgement theory in favor of total damages, i.e., restitution. That
case, however, involved a defined number of face-to-face transactions, as
have other cases which have applied a restitution theory. 9 A restitution
theory applied to insider trading in the open market would be arbitrary
and would create enormous potential liability out of all proportion to the
violation.","

SECTION 16(b)

At the opposite pole from Rule 10b-5, section 16(b) in wording is quite

66. 353 F. Supp. 264, 273 (S.D.N.Y. 1972). Accord, Financial Indus. Fund Inc. v. McDon-
nell Douglas Corp., 315 F. Supp. 42 (D. Colo., 1970), rev'd on other issues, 474 F.2d 514 (10th
Cir. 1973). See also Hawk Indus., Inc. v. Bausch & Lomb, Inc., CCH [1973 Transfer Binder]
FED. SEC. L. REP. 93,997 at 94,007 (S.D.N.Y. May 18, 1973); cf. Grad v. Memorex Corp.,
CCH [1973 Transfer Binder] FED. SEC. L. REP. 94,029 (June 19, 1973).

67. 353 F. Supp. at 275.
68% The Court said that the measure of damages was the difference between the fair value

of what the seller received and the fair value of "what he would have received had there been
no fraudulent conduct ... except for the situation where the defendant received more than
the seller's actual loss. In the latter case damages are the amount of the defendant's profit."
406 U.S. at 155.

69. See Chasins v. Smith, Barney & Co., 438 F.2d 1167 (2d Cir. 1970); Ross v. Licht, 263
F. Supp. 395, 410 (S.D.N.Y. 1967).

70. See Mitchell v. Texas Gulf Sulphur Co., 446 F.2d 90 (10th Cir.), cert. denied, 404 U.S.
1004 (1971), where the court refused to apply a restitution theory to liability for a misleading
press release, pointing to the potentially enormous damages under that theory. The court said
plaintiffs could have reinvested after correct information was disseminated and their damages
were limited to the difference between the putative reinvestment cost and the highest market
price within a reasonable time thereafter. It has been held that punitive damages are not
recoverable for Rule lob-5 violations, Green v. Wolf Corp., 406 F.2d 291 (2d Cir. 1968), cert.
denied, 395 U.S. 977 (1969), and a restitution theory applied to insider trading in the open
market certainly could be considered punitive.
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definite in its proscription. It provides that "[flor the purpose of prevent-
ing the unfair use of information which may have been obtained," any
profit realized by an officer, director, or ten percent beneficial stockholder
from any purchase and sale, or any sale and purchase, of any equity secu-
rity of his corporation within any period of less than six months, shall inure
to and be recoverable by the corporation, "irrespective of any intention on
the part of such beneficial owner, director, or officer in entering into such
transaction of holding the security purchased or of not repurchasing the
security sold for a period exceeding six months."' Suit may be instituted
by the corporation or by a stockholder suing on its behalf.

In ordinary cash transactions, the mechanistic simplicity of section
16(b) leaves little room for debate. The elements of proof-a purchase and
a sale, both occurring within six months-are not complicated. Neither the
existence nor knowledge of any undisclosed information needs to be
proved.

Section 16(b) is limited to corporate managers who fit within the defini-
tion of directors or officers. The Exchange Act defines a "director" as "any
director of a corporation or any person performing similar functions with
respect to any organization whether incorporated or unincorporated. '7

The term "officer" is not defined in the Act. The Commission, by rule,
has defined "officer" to mean "a president, vice president, treasurer, secre-
tary, comptroller, and any other person who performs. . . functions corre-
sponding to those performed by the foregoing officers."" However, it is
possible that a person not bearing one of the enumerated titles may be held
to be an officer. In Colby v. Klune,71 the court stated that the term "offi-
cer" might include "a corporate employee performing important executive
duties of such character that he would be likely, in discharging these
duties, to obtain confidential information about the company's affairs that
would aid him if he engaged in personal market transactions. ' 7"

5 In theory,
also, a person bearing one of the enumerated titles might escape section
16(b) liability on the ground of lack of access to confidential information,
but no court has so held. 7

71. 15 U.S.C. §78p(b) (1970). Section 3(a)(1) of the Exchange Act, 15 U.S.C. §78c(a)(11)
(1970), defines equity security to mean "any stock or similar security; or any security convert-
ible, with or without consideration, into such a security, or carrying any warrant or right to
subscribe to or purchase such a security; or any such warrant or right.

72. Section 3(a)(7), 15 U.S.C. §78c(a)(7) (1970).
73. Rule 3b.2, 17 C.F.R. §240.3b-2 (1973).
74. 178 F.2d 872, 873 (2d Cir. 1949). But see Lockheed Aircraft Corp. v. Rathman, 106 F.

Supp. 810 (S.D. Cal. 1952); Lockheed Aircraft Corp. v. Campbell, 110 F. Supp. 282 (S.D.
Cal. 1953).

75. 178 F.2d at 873.
76. See, however, Morales v. Holiday Inns, Inc., 366 F. Supp. 760 (S.D.N.Y. 1973); cf.

Gold v. Sloan, 486 F.2d 340 at 351, n.24 (4th Cir. 1973); Correspondence, Associated Madison
Co., CCH [1971-1972 Transfer Binder] FED. SEC. L. REP. 78,705 (Feb. 7, 1972) (Advisory
Council members not subject to section 16(b)); Lee Nat'l Corp. v. Segur, 281 F. Supp. 851
(E.D. Pa. 1968) (refusing to impose liability upon officer of subsidiary).
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It has long been held that a transaction effected prior to becoming a
director or officer may be matched against a transaction effected after
taking office." More recently, it was held that a transaction after leaving
office can be matched with a transaction effected while in office.7 , Thus,
only one side of a transaction need be effected at the time an individual
holds the position of officer or director.

Needless to say, the application of section 16(b) is not dependent on the
order of purchase and sale of particular certificates. Section 16(b) applies
to any purchase and any sale of any shares of the same class during the
six months period, without regard to the time that shares represented by
a particular certificate have been owned. In computing recoverable profits,
the courts match the shares purchased at the lowest price against an equal
number of shares sold at the highest price within six months of such pur-
case."

It is principally "unorthodox" transactions which have generated the
most dispute under section 16(b). In those transactions-principally merg-
ers and conversions-the mechanistic character of section 16(b) has
brought forth some judicial relaxation. The courts' opportunity to take this
approach comes principally through construction of the terms "purchase"
and "sale," since both elements must exist to render a transaction actiona-
ble. Thus, the courts have held some transactions not to be subject to
section 16(b), either because not a purchase or sale or because of the timing
thereof. However, the courts condition this holding upon a finding that the
transaction is not within the "intent" of section 16(b) because it does not
create the opportunity for reaping speculative profit from the unfair use
of information.

The courts did not come to this approach until some time after the
enactment of section 16(b). Indeed, early decisions took an inflexible ap-
proach. Thus, in Park & Tilford, Inc. v. Schulte," it was held that conver-
sion of preferred stock which had been called by the corporation for re-
demption, at a time when the redemption price was substantially below
the equivalent market price of the underlying common stock, was never-
theless a purchase of the common stock received upon conversion. The
coui't dismissed the argument that the purchase was involuntary and that
its timing was beyond the control of the purchasers. Thus, a sale of com-
mon stock within six months after the date of the conversion (but more

77. Adler v. Klawans, 267 F.2d 840 (2d Cir. 1959).
78. Feder v. Martin Marietta Corp., 406 F.2d 260 (2d Cir. 1969), cert. denied, 396 U.S.

1036 (1970). But where both the purchase and sale took place after the resignation of the
officer, the court held section 16(b) inapplicable. Levy v. Seaton, 358 F. Supp. 1 (S.D.N.Y.
1973).

79. Smolowe v. Delendo Corp., 136 F.2d 231, 239 (2d Cir.), cert. denied, 320 U.S. 751
(1943).

80. 160 F.2d 984 (2d Cir.), cert. denied, 332 U.S. 761 (1947); accord, e.g., Heli-Coil Corp.
v. Webster, 352 F.2d 156 (3d Cir. 1965).
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than six months after the purchase of the convertible preferred) came
within section 16(b).

Exchanges of securities of two different corporations in mergers and
similar acquisition transactions might also be subject to section 16(b). In
such a case, it is possible that the exchange may be held to be a sale of
the stock exchanged and a purchase of the stock received. For example, a
merger within six months after the corporate manager purchases stock
might be held to be a sale of his shares and thus subject him to section
16(b), notwithstanding that the merger might be an involuntary sale from
his standpoint. As in the case of conversions, early decisions adopted a
strict approach. Thus, in Marquette Cement Mfg. Co. v. Andreas,8 pur-
suant to a plan of reorganization, the assets of North American Cement
Corp. were sold to Marquette in return for Marquette stock. The defen-
dant, a North American stockholder, received stock in the exchange and
also became a Marquette director. The court held that the exchange was
a purchase of Marquette stock, and that a subsequent sale of some of the
stock within six months thereafter came within section 16(b).

However, the courts began to retreat from the initial inflexible approach
in cases where it appeared inequitable to require the insider to disgorge his
profits merely by reason of a technical violation. The retreat began first in
conversion cases, the courts holding the conversion merely to be a substitu-
tion of economic equivalents, and where no possibility of abuse existed, not
a purchase or sale.2 Similar reasoning was extended to mergers, and this
approach recently received Supreme Court imprimatur in Kern County
Land Co. v. Occidental Petroleum Corp., 3 where an unsuccessful take-over

81. 239 F. Supp. 962 (S.D.N.Y. 1965); accord, Blau v. Hodgkinson, 100 F. Supp. 361
(S.D.N.Y. 1951); Blau v. Lamb, 163 F. Supp. 528 (S.D.N.Y. 1958), rev'd on other grounds,
363 F.2d 507 (2d Cir. 1966), cert. denied, 385 U.S. 1002 (1967); Stella v. Graham-Paige Motors
Corp., 232 F.2d 299 (2d Cir. 1956).

82. E.g., Ferraiolo v. Newman, 259 F.2d 342 (6th Cir. 1958), cert. denied, 359 U.S. 927
(1959); Blau v. Lamb, 363 F.2d 507 (2d Cir. 1966), cert. denied, 385 U.S. 1002 (1967); Petteys
v. Butler, 367 F.2d 528 (8th Cir. 1966), cert. denied, 385 U.S. 1006 (1967); cf. Roberts v. Eaton,
212 F.2d 82 (2d Cir.), cert. denied, 348 U.S. 827 (1954) (reclassification of stock). In 1966,
the SEC substantially resolved the question as to conversions by adopting a rule providing
that the conversion of convertible securities is not a sale of those securities nor a purchase of
the underlying securities, subject to the condition that no cash payments are made or received
in excess of 15 percent of the value of the securities received upon conversion. 17 C.F.R.
§240.16b-9 (1973).

83. 411 U.S. 582 (1973). Accord. e.g., Del Noce v. Jomarco, Inc., CCH [1973 Transfer
Binder] FED. SEC. L. REp. 93,954 (S.D.N.Y. Apr. 19, 1973); Morales v. Arlen Realty & Dev.
Corp., 352 F. Supp. 941 (S.D.N.Y. 1973). See also Mueller v. Korholz, 449 F.2d 82 (7th Cir.
1971); Provident Sec. Co. v. Foremost-McKesson, Inc., 331 F. Supp. 787 (N.D. Cal. 1971).
Some courts, however, have expressed adherence to the more flexible view, but have neverthe-
less found section 16(b) liability because there existed the possibility of abuse of inside
information. Newmark v. RKO Gen., Inc., 425 F.2d 348 (2d Cir.), cert. denied, 400 U.S. 855
(1970) (possibility that shares of merged corporation might have been sold at a profit prior
to merger); American Standard, Inc. v. Crane Co., 346 F. Supp. 1153 (S.D.N.Y. 1972) (hold-
ing, as seeming alternative theory, that cash purchases of merging corporation's stock could

[Vol. 25
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bidder (Occidental) wound up with over ten percent of the stock of the
target company (Kern), which as a defensive tactic negotiated a sale of its
assets for stock to a third corporation (Tenneco). To extricate itself from
a minority position, Occidental, in June 1967 (the same month that it had
completed its purchases of Kern stock), granted to Tenneco a call option
to purchase all the Tenneco stock that Occidental would receive if and
when the Kern exchange with Tenneco was completed. The call, which was
accompanied by a down-payment of almost ten percent of the call price,
was not exercisable until a date six months and one day after completion
of Occidental's tender offer. The Kern-Tenneco exchange took place on
August 30; Tenneco exercised its call almost as soon as it became exercisa-
ble; and a section 16(b) suit by Tenneco (through its subsidiary) against
Occidental followed for recovery of Occidental's profit of some $19.5 mil-
lion.

The Supreme Court, by a 6-3 vote, declined to impose liability. It held
that Occidental did not "sell" its Kern stock (a) when it granted the call
to Tenneco, nor (b) when the Kern shares were exchanged for Tenneco
shares. Thus, no "sale" took place within six months after the purchase
by Occidental of its Kern stock.

The Court expressly rejected the so-called "objective approach" in favor
of a "pragmatic approach," said to represent the greater weight of author-
ity." The Court said:

In deciding whether borderline transactions are within the reach of the
statute, the courts have come to inquire whether the transaction may
serve as a vehicle for the evil which Congress sought to prevent-the
realization of short-swing profits based upon access to inside informa-
tion-thereby endeavoring to implement congressional objectives without
extending the reach of the statute beyond its intended limits. The statute
requires the inside, short-swing trader to disgorge all profits realized on
all "purchases" and "sales" within the specified time period, without
proof of actual abuse of insider information, and without proof of intent
to profit on the basis of such information. Under these strict terms, the
prevailing view is to apply the statute only when its application would
serve its goals."5

be matched against sale of stock of surviving corporation received in exchange); cf. Champion
Home Builders Co. v. Jeffress, CCH [Current] FED. SEC. L. REP. 94,347 (6th Cir. Jan. 11,
1974).

The SEC in its Rule 16b-7, 17 C.F.R. §240.16b-7 (1973), has exempted the acquisition or
disposition of securities of a corporation in mergers or consolidations between the corporation
and its 85% owned subsidiaries. The exemption applies only to the securities of the parent
corporation owned prior to the transaction; thus, any acquisition or disposition involved in
the corporate manager's ownership of securities of a subsidiary would not be exempted. For
merger exemption for certain securities acquired upon the exercise of a stock option, see Rule
16b-9, discussed in note 95 infra.

84. 411 U.S. at 594 n.26.
85. Id. at 594-95.
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The Court concluded that in the circumstances Occidental neither had,
nor was likely to have at the time of its purchase or any time subsequent,
such access to inside information "as to afford it an opportunity to reap
speculative, short-swing profits from its disposition within six months of
its tender offer purchases. ' 86 The granting of the call option was not
deemed to be the equivalent of a sale, the Court noting that the decision
to exercise or not exercise the call was completely up to Tenneco, that the
price received for the option was not unreasonably high, and that Occiden-
tal retained the incidents of ownership. 7 Furthermore, the Court said that
the speculative possibilities were limited by the option exercise date, since
the statutory period is presumed to dissipate whatever trading advantages
might be expected.

The dissenters, in an opinion by Justice Douglas, argued for strict liabil-
ity within the literal terms of section 16(b), irrespective of the non-
existence of any actual or potential use of inside information to gain a
trading advantage. The dissenters believed that the majority had re-
introduced evidentiary problems in section 16(b) by substituting a non-
misuse defense in place of a conclusive statutory presumption.,8

The Fourth Circuit has recently applied the Kern County Land rule in
a decision involving corporate managers. In Gold v. Sloan,8" Atlantic Re-
search Corporation ("ARC") merged into Susquehanna Corporation. Each
of the four defendants was an officer and/or director of ARC prior to the
merger, and became an officer and/or director of Susquehanna after the
merger. Each exchanged his ARC stock (which generally had been held for
a number of years) for Susquehanna stock at the time of the merger, and
sold Susquehanna stock within six months thereafter. The court construed
Kern County Land as calling for an examination of the negotiations for and
consummation of the merger to determine if a defendant had or was likely
to have had access to inside information so as to afford him an opportunity
to reap speculative, short-swing profits from the transaction. The court
dismissed as to three of the defendants on the ground they were not privy
to the merger negotiations. The court held the other defendant, Sloan,
ARC's chief executive officer who had been involved in the merger negotia-
tions, liable because he had access to detailed information about Susque-
hanna which other ARC stockholders did not have until receiving the proxy

86. Id. at 596.
87. Id. at 602-04. The Court thus distinguished Bershad v. McDonough, 428 F.2d 693 (7th

Cir. 1970), cert. denied, 400 U.S. 992 (1971), which held the granting of a call option to be a
sale. Cf. Silverman v. Landa, 306 F.2d 422 (2d Cir. 1962) (put and call options not sale or
purchase).

88. The dissenters pointed out that the Court had recently read section 16(b) literally in
Reliance Elec. Co. v. Emerson Elec. Co., 404 U.S. 418 (1972), in holding that a two-step sale
by a more than 10 percent owner-the first sale reducing ownership to 9.9 percent-avoided
section 16(b) liability for the second sale since the seller was not then a 10 percent shareholder
and thus not subject to the statute.

89. 486 F.2d 340 (4th Cir. 1973).
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statement for the merger. The court said there thus existed the possibility
for abuse by Sloan of inside information; it was immaterial whether or not
he actually used such information for his personal benefit.

In the Gold case, there was no showing that Sloan gained any advantage
over any other ARC or Susquehanna stockholder. He neither purchased
nor sold any ARC or Susquehanna stock at any time before full public
disclosure had been made. The court focused upon the "purchase" via the
merger as the relevant transaction, and the sale was ignored except as a
matching transaction; the court seemed to concede that full information
about the merger and Susquehanna's business was made public prior to
the sale." Had Rule 10b-5 standards been applied, it seems clear that
inquiry must have focused on the circumstances of the sale as the relevant
transaction. Further anomaly is shown by the fact that, even with -the
possibility of abuse in the purchase, Sloan presumably would have com-
pletely avoided section 16(b) liability by not becoming a Susquehanna
officer or director."

It thus appears that in section 16(b) cases involving "unorthodox" trans-
actions the courts in essence are applying a variation of the Rule 10b-5
standard. The court in the Gold decision candidly recognized "the some-
what paradoxical, but unavoidable, situation in which apparently identi-
cal transactions made by Sloan and the other defendants are deemed in
one case a 'purchase' and in the other cases not 'purchases.' "2 But, said
the court, the transaction were not identical because "the actual knowl-
edge possessed by an insider at the time of a given 'unorthodox transac-
tion' is an essential element to be considered in determining whether a
16(b) 'purchase' has occurred ... ' "9

Probably the transactions most important to corporate managers are
those involving executive compensation plans, and stock options in partic-
ular. To date, the courts have not applied the more flexible approach
exemplified by Kern County Land to stock options and similar executive
compensation plans.

Stock options (or warrants) not only constitute a class of equity securi-
ties in and of themselves, so that acquisitions and dispositions within that
class can be matched, but also constitute part of the class of securities to
which they relate. Thus, options (or convertible securities, which comprise
an option) may be matched against the underlying securities. 4 Upon exer-

90. Id. at 351.
91. The holding of Feder v. Martin Marietta Corp., note 78 supra, would not appear to

be applicable because Sloan had not previously been a Susquehanna officer or director.
92. 486 F.2d at 352.
93. Id.
94. See section 3(a)(11) of the Exchange Act, note 71 supra; Falco v. Donner Foundation,

Inc., 208 F.2d 600 (2d Cir. 1953); Chemical Fund, Inc. v. Xerox Corp., CCH [1964-1966
Transfer Binder] FED. SEc. L. REP. 91,653 (W.D.N.Y. 1966), rev'd on other grounds, 377
F.2d 107 (2d Cir. 1967); Truncale v. Blumberg, 80 F. Supp. 387 (S.D.N.Y. 1948). However,
the receipt and disposition of stock purchase warrants issued to all stockholders pro rata has
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cise of an option, the stock subject to the option is purchased. A sale of
stock of the same class thus may be matched against its acquisition via
the exercise of the option.",

Furthermore, the receipt of an option to purchase common stock at the
time the option becomes exercisable may be considered as a purchase of
the underlying common stock. This would mean that any prior or subse-
quent sales of the common stock within six months could be matched
against the stock subject to the options.9" This leaves the somewhat anom-
alous situation that common stock subject to option might be "purchased"
twice-when the option is received, and again when the option is exercised.

The SEC's Rule 16b-3, 97 however, exempts from section 16(b) the receipt
of non-transferable options which meet the criteria for "qualified," "re-
stricted," or employee purchase plan options under the Internal Revenue
Code. Options which do not meet the tax criteria are not exempt under
Rule 16b-3, even if non-transferable." Under present conditions, particu-
larly the growing popularity of non-qualified options in executive
compensation plans, this limits the flexibility for executive compensation.

Rule 16b-3 also exempts the acquisition of stock pursuant to a stock
bonus, profit sharing, retirement, incentive, thrift, savings, or similar plan.
Rule 16b-3 requires stockholder approval of any plan and contains
provisions regulating the method of selection of recipients. An election to
receive compensation in the form of stock, in lieu of cash, and the crediting
of the stock, is exempt, provided that the stock cannot be delivered until
after termination of employment and certain other conditions are met.

The courts and the SEC have modified somewhat the standards relating
to the amount of recoverable profits in section 16(b) cases involving stock
options. The courts have computed profits by using as the "purchase
price" the market value of the stock on the date the option first became
exercisable if higher than the option price. The theory is that the discount

been held not to be a purchase. Shaw v. Dreyfus, 172 F.2d 140 (2d Cir.), cert. denied, 337
U.S. 907 (1949).

95. Blau v. Ogsbury, 210 F.2d 426 (2d Cir. 1954); but see Consolidated Eng'r Corp. v.
Nesbit, 102 F. Supp. 112 (S.D. Cal. 1951) (estoppel theory apparently applied to negate
liability).

The SEC's Rule 16b-9, note 82 supra, does not exempt the exercise of a stock option as a
"conversion," even if the option price is less than 15 percent of the common stock value.
Brenner v. Career Academy, Inc., 467 F.2d 1080 (7th Cir. 1972). Rule 16b-9 does contain an
express exemption, however, for securities acquired through an option held for more than six
months, where the securities are subsequently exchanged in a merger or similar transaction.
The Rule provides that the exchange will not be considered a "sale" of the securities. This
permits a corporate manager to exercise an option in contemplation of a merger.

96. See Shaw v. Dreyfus, 172 F.2d 140 (2d Cir.), cert. denied, 337 U.S. 907 (1949); Trun-
cale v. Blumberg, 80 F. Supp. 387 (S.D.N.Y. 1948). But see Levy v. Seaton, 358 F. Supp. 1
(S.D.N.Y. 1973).

97. 17 C.F.R. §240.16b-3 (1973).
98. See Correspondence, Ralston Purina Co., CCH [1971-1972 Transfer Binder] FED.

SEC. L. RFP. 78,420 (Sept. 23, 1971).
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represents compensation not subject to section 16(b) recaptureY' This
modification is particularly useful where an option is exercisable in stages
over a period of time.

In addition, the SEC has adopted Rule 16b-6 which mitigates damages
in the case of options which have been held for more than six months."'
Where Rule 16b-6 applies, the purchase price of the stock obtained is set
upon exercise of the option as the lowest market price of the stock within
six months before or after the date of sale (i.e., a one-year period), except
that the Rule does not operate where it would increase recoverable profits.
Thus, an option (whether or not tax-qualified) held for at least six months
in a rising market serves to narrow recoverable profits.

It is seen that while the SEC has granted some relief, by exemptions in
areas of particular interest to corporate managers, nevertheless section
16(b) still places significant restraints upon corporate managers, particu-
larly in the areas of stock options and corporate reorganizations.

CONCLUSIONS

Insider trading controls have grown with little thought to an integrated
scheme. Consequently, the corporate manager is faced with section 16(b)
and Rule 10b-5-both having the same essential purpose but with diver-
gent approaches-and with the state courts taking a third approach for
asserted failure of the federal scheme."" At present, the policy against
insider trading is firmly established; the question, then, is how best to
implement that policy.

Some commentators have suggested that the Rule 10b-5 right of action
should inhere in the corporation, by means of a stockholder's derivative
suit where necessary, to eliminate the obstacles to successful private recov-
ery."'2 This presumably would place a private Rule 10b-5 action upon the
same footing as an action brought by the SEC, and would make it similar
to a section 16(b) action. While the recovery would benefit the corporation
and its shareholders, rather than the purchasers or sellers, it would sim-
plify the action, and leave as the only issues those specified in Texas Gulf
Sulphur and Investors Management relating to the conduct of the insider.

This approach appears not unreasonable. However, it seems that adop-
tion of such an approach should be accompanied by (a) elimination of

99. See B. T. Babbitt, Inc. v. Lachner, 332 F.2d 255 (2d Cir. 1964); Steinberg v. Sharpe,
95 F. Supp. 32 (S.D.N.Y. 1950), aff'd per curiam on opinion below, 190 F.2d 82 (2d Cir. 1951);
Levy v. Seaton, 358 F. Supp. 1 (1973).

100. 17 C.F.R. §240.16b-6 (1973).
101. See note 61 supra.
102. Note, A Suggested Locus of Recovery in National Exchange Violations of Rule 10b-

5, 54 CORNELI L. REV. 306 (1969). However, the present law as to standing to sue for a Rule
10b-5 violation, i.e., limited to purchasers and sellers, Birnbaum v. Newport Steel Corp., 193
F.2d 461 (2d Cir. 1952), apparently prevents suit by the corporation. Haberman v. Murchison,
468 F.2d 1305, 1312 (2d Cir. 1972).
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section 16(b) and (b) federal pre-emption of insider trading regulation, to
eliminate state actions and the prospect, however remote, of double liabil-
ity.1113

The continued necessity for section 16(b) is doubtful in view of the
broader coverage of Rule 10b-5 and its basis in the actual use of inside
information. What does section 16(b) add to Rule 10b-5's proscription of
actual misuse of actual inside information? The answer, of course, is that
section 16(b) carries a lighter standard of proof in cases fitting its mechani-
cal rule-that is, no proof of actual knowledge or misuse of inside informa-
tion is required. Perhaps section 16(b) also adds a possible deterrent effect
because of the ease of detecting violations and the preclusion of short-term
financing for stock transactions.

On the other hand, section 16(b) tends to inhibit legitimate transactions.
It makes difficult the implementation of employee benefit plans using
securities, and tends to sweep up transactions, such as mergers, having no
real relationship to the basic purpose of the section. Section 16(b)'s easier
burden of proof is little justification for its continued existence.

To those who may argue that repeal of section 16(b) would lead to
uncontrolled in-and-out trading, the answer is that Rule 10b-5 and public
scrutiny would be sufficient deterrents. Public scrutiny is possible because
of the insider-trading reports required to be filed with the SEC by officers
and directors (and 10 percent beneficial owners).'"' At present, there proba-
bly is insufficient access to these reports by investors generally, although
information is disseminated among the brokerage community. To make
this information more readily available, with the repeal of section 16(b)
should come a requirement that the stock transactions of corporate manag-
ers be included in the corporation's annual report, together with a graph
or chart of market prices of the corporation's securities during the period
of time covered by the report. This would permit investors to compare
insider transactions against the general market movement, and thus to
make some judgment as to the possibility of use by management of infor-
mation in stock transactions.

It appears that legislative action will be necessary to effect any signifi-
cant change in the area of insider trading, since it is doubtful that the SEC
has sufficient authority for this purpose. The current American Law Insti-
tute project to review all the federal securities laws and integrate them into
a single code is an opportune time for revision. 05 Tentative Draft No. 2 of
the proposed Federal Securities Code, approved at the American Law In-
stitute annual meeting in May 1973, includes a codification of Rule l0b-5

103. See note 61 supra, as to the possibility of double liability.
104. Reports are required to be filed initially, and monthly thereafter to report changes

in ownership of equity securities. Section 16(a) of the Exchange Act, 15 U.S.C. §78p(a) (1964),
and the SEC rules, 17 C.F.R. §§240.16a-1 to 16a-10 (1973), and forms 3 and 4, thereunder.

105. See Loss, The ALI Federal Securities Code Project, 25 Bus. LAW. 27 (1969).
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and section 16(b).""
Section 1303 of the ALI Tentative Draft continues the affirmative Rule

10b-5 obligation of corporate managers to disclose facts before trading or,
alternatively, to refrain from trading. However, the Tentative Draft ap-
pears to raise the threshold of materiality for this purpose, by substituting
for "material fact" the concept of "a fact of special significance with re-
spect to the issuer or the security that is not generally available ... .

The draft goes on to state that a fact is of special significance if

(1) in addition to being material it would be likely on being made gener-
ally available to affect the market price of a security to a significant
extent, or (2) a reasonable person would attach decisive importance to it
in determining his course of action in the light of such factors as the degree
of its specificity, the extent of its difference from information generally
available previously, and its nature and reliability."'"

The Tentative Draft provides that a fact becomes "generally available"
when contained in an SEC filing or press release or other form of publicity,
and one week (or such other period as may be prescribed by the Commis-
sion) has expired since the disclosure. However, because this provision
would not be exclusive, a defendant could attempt to prove general availa-
bility of a fact even in the absence of compliance with the specified proce-
dures."'"

Section 1402 of the Tenative Draft provides for private enforcement in
the case of insider trading in violation of section 1303. In open-market
transactions, any person who traded in an opposite transaction between
the first day the insider traded and the day the facts of special significance
became generally available would have a cause of action.""0 The plaintiff
would not be required to prove privity, reliance, or causation, but the
defendant may attempt to mitigate damages to the extent that he can
prove that his violation did not cause plaintiff's losses."' Plaintiffs gener-
ally would be entitled to recover as damages the difference between their
sale or purchase price and the value of the security at the time when the
facts of special significance became generally available." '2 However, the
damages recoverable from trading insiders would be "limited . . . to the
extent of the securities that the defendant sold or bought."" 3 While this

106. See AMERICAN LAW INSTITUTE, FEDERAL SECURITIES CODE, TENT. DRAFT No. 2 (1973),
Reporter's Introductory Memorandum reproduced in CCH [1973 Transfer Binder] FED. SEC.
L. REP. 79,363.

107. ALI TENT. DRAFT section 1303(a).
108. Id. section 1303(c) (emphasis supplied.) Section 256 of the Tentative Draft states:

"A fact is 'material' if a reasonable person would attach importance to it under the circum-
stances in determining his course of action."

109. ALI TENT. DRAFT section 1303(d).
110. Id. at section 1402(b).
111. Id. at section 1402(f)(2)(A); see also ALI TENT. DRAFT section 215A.
112. Id. at section 1402(f).
113. Id. at section 1402(f)(2)(B).
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language might be read as rendering the defendant liable to the extent of
his entire purchase or sale price, the Tentative Draft's illustrations show-
ing computation of damages appear to limit his liability to the extent of
his "profit" (i.e., the difference between his purchase or sale price and the
value of the security at the time when the facts of special significance
became generally available.)" 4 The amounts thus computed as damages
would be pro-rated among the plaintiffs (or paid to the corporation if pro-
ration would be unduly expensive in relation to the amounts to be awarded
individual plaintiffs)." '

The Tentative Draft continues section 16(b) with clarification in certain
areas which generally give little relief to corporate managers."' One possi-
ble exception is a specific provision to protect against possible double
liability for the same transaction."7

The general approach of the ALI Tentative Draft with respect to insider
trading appears to be a reasonable middle course, although some of the
details undoubtedly will be subject to further refinement. The major de-
ficiency, therefore-at least to this observer-is the retention of the section
16(b) concepts.

114. Id. Comment (1) to section 1402(f)(2); see also ALI TENT. DRAFT Comment (4) to
section 1401(d). The settlements in actions brought by the SEC, of course, have measured
damages by the insider's profits. See notes 57 and 59 supra.

115. ALI TEr. DRAFT section 1409(0).
116. Id. at section 1413.
117. Id. at section 1413(i).
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