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STATEMENT OF DAVID 8. RUDER, CHAIRMAN, SECURITIES AND
EXCHANGE COMMISSION

Mr. Rupkr. Chairman Riegle and members of the subcommittee:
I am particularly pleased to be here today to testify concerning the
Commission’s revised proposal to define and prohibit insider trad-
ing. I ask that my written statement previously submitted to the
subcommittee be included in the hearing record.

Senator RiecLE. It will be done.

Mr. Ruper. At the outset, I would like to commend the subcom-
mittee for its important leadership in working toward legislation to
define and prohibit insider trading. Additionally, let me note my
concurrence with those who continue to support a statutory defini-
tion even after the Supreme Court's decision in United States v.
Carpenter. The Court’s decision in that case was an important vic-
tory for the Government and for the Commission since it leaves
standing the 2nd Circuit's affirmance of the misappropriation
theory. Nevertheless, the Commission continues to support insider
frading legislation in order to promote clarity and certainty in the
aw,

Prior to my becoming Chairman of the Securities and Exchange
Commission, Chairman Riegle asked Harvey Pitt to form an ad hoc
committee to draft insider trading legislation. The work of this ad
hoc committee resulted in proposed legislation introduced by Chair-
man Riegle and Senator D’Amato previously referred to, S. 1380,
introduced in June of this year.

At the subcommittee’s request, the Commission submitted its
own proposal for a statutory definition in early August. One of my
first tasks when I became Chairman was to work through the Com-
mission’s staff with members of the ad hoc committee to produce a
reconciliation draft between the draft submitted by the Commis-
sion in August and 8. 1380, which couid then be submitted to the
subcommittee.

As a result of these efforts, the Commission has submitted a re-
vised legislative proposal to the subcommitiee on November 18.
The Commission’s proposal differs in only one significant respect
from the reconciliation draft submitted by members of the ad hoc
committee,

The Commission’s support for its proposal depends in part upon
the development of proposed legislative history which will amplify
and describe certain provisions contained in its proposal. The Com-
mission hopes shortly to submit that proposed legislative history to
the subcommittee for its consideration.

I should note as important that the Commission’s proposal has
been formally adopted by the Securities and Exchange Commission,
the agency charged with administration of the Nation's securities
laws, and therefore represents the policy of that agency.

The Commission’s written testimony sets forth at some length
the provisions in the Commission’s proposal. Let me highlight just
a few of them.

THEFT OF INFORMATION

First, it utilizes a wrongfulness approach in the general trading
prohibition that reaches the theft of information and the use of
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confidential information. It includes the terms “misappropriation
and conversion,” which are soundly based upon breach of duty
theory. No violation will exist under our proposal unless the person
knows or recklessly disregards that the information has been ob-
tained wrongfully or that the purchase or sale would constitute a
wrongful use.

Second, the Commission’s proposal prohibits trading while in pos-
session of material nonpublic information, The Commission rejects
requiring the use of such information for trading since the use test
makes enforcement extremely difficult. The possession test, which
we advocate, is not harsh in view of the knowing or reckless disre-
gard standard which appears in the general provision.

Third, the proposal contains a general tipping prohibition that
expressly imposes liability based upon reasonably foreseeable trad-

ing.

Fourth, the proposal creates private rights of action for contem-
poraneous traders and additionally for other persons who can
prove that they have been injured in their securities transactions
by the insider trading violation.

Fifth, although the proposal does not contain an express exemp-
tion for communications made by or to analysts, it offers substan-
tial protection for good faith communications. The Commission rec-
ognizes that an ingider trading bill may interfere with the impor-
tant analyst function of disseminating information to the market.
To ensure that the analyst function is not impaired by the pro-
posed legislation, the Commission’s proposal contains both a wrong-
fulness concept and a foreseeability provision in the general tip-
ping prohibition. An analyst must know that information has been
communicated to him in a breach of duty, or the analyst must him-
self violate his duty in communicating the information.

The proposal contains a provision pursuant to which the Com-
mission would have authority to exempt certain persons from the
provisions of the bill. This provision is of particular importance to
the Commission which anticipates, for example, that it will use the
exemptive authority to exempt certain communications to and by
market analysts that are consistent with the purposes of the act.

POSSESSION OF CONFIDENTIAL INFORMATION

Finally, as I noted earlier, there is only one substantive area in
which the Commission differs from the ad hoc committee. That
area concerns communications relating to a person’s own plans to
acquire an issuer. The Commission’s proposed legislation would
continue existing law by generally codifying Commission rule 14e-
3, a rule that makes it unlawful to trade while in possession of ma-
terial nonpublic information relating to a tender offer. This provi-
sion does not depend upon wrongful conduct. By contrast, the ad
hoc committee would extend the nonfault provisions to any acquisi-
tion or disposition of an issuer or a material portion of the issuer's
securities or assets.

The Commission believes that Congress should endorse the ap-
proach of rule 14e-3. Experience has shown that trading and the
potential for trading while in possession of confidential information
relating to tender offers can result in significant market disruption
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and abusive practices. However, the Commission does not believe
that there has been a demonstration that similar exf)ress prohibi-
tions are necessary for other types of transactions. In most cases
that will arise involving transactions other than tender offers, the
persons obtaining material nonpublic information will owe duties
of confidentiality; and, thus, their trading or tipping would be pro-
hibited by the general trading and tipping proscriptions in the
Commission’s proposal, and a nonfault provision is not necessary in
that regard.

Mr. irman, the task which you and this subcommittee have
undertaken is an important and challenging one, and I look for-
ward to continuing to work with this subcommittee in its efforts to
develop insider trading legislation.

If I may, Mr. Chairman, I would like to respond to your question
regrding Commission resources,

nator RIEGLE. Please do.

Mr. Ruper. Between 1980 and 1987, the securities markets elx})e-
rienced phenomenal growth. For example, trading volume on US.
securities markets during that period more quadrupled.
During that same period, registered brokers increased from 6,750 to
13,000. The number of investment advisers increased from 4,580 to
13,000. The number of investment companies increased from 1,461
to 3,300. And the number of initial public offerings increased from
710 to 2,220. :

Additionally, during that period, the enforcement efforts of the
Commission have increased markedly.

Nevertheless, during these same years, from 1980 to 1987, the
Commission’s personnel resources shrank by 111 staff years, from
2,041 to 1,930. At present, in addition to the Commisgion’s ongoing
regulatory responsibilities, it is engaged in a series of major initia-
tives relating to strengthening the integrity of our capital markets.
Those include not only the insider trading and other enforcement
efforts, but also internationalization of the securities markets, and
gnalisis of the causes and implications of the October market

President Reagan has recommended a fiscal year 1988 Commis-
sion budget of $145 million, a significant increase over the Commis-
sion's $114.5 million 1987 appropriation. Both the Senate and the
House have passed appropriations approximating $142 million. An
appropriation in this range, while still not ideal, would permit the
Commission to keep pace with the increasing scope of ite responsi-
bilities. It would also continue the Commission’s status as a Gov-
ernment profit center, since $142 million of spending would only
absorb approximately % of the fee revenues generated by the Com-
mission.

I am, however, deeply concerned that as a result of the ongoing
budget negotiations, the Commission's 1988 appropriation may be
significan less than the President’s request—funding which
would result in a level of Commission activity, as we understand
mandatory expenditures which we must make, at or below 1987
levels. This level would be extremely unfortunate in light of the
dramatic growth of our responsibilities.

For these reasons, I urge that the 1988 budget legislation appro-
priate at least $142 million for the Commission and that the Com-
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w mission be authorized to reprogram certain funds appropriated for
e certain purposes to other pressing agency obligations.
b Chairman Riegle, I appreciate the opportunity to address these

budget considerations. I recognize that my suggestions in this
regard represent somewhat of a deviation from my predecessor’s,
but I would tell you that I came to the Commission and found a
Commission which is well-staffed and able to meet its regulatory
duties. The problem is that we have now reached the limit of our
ability to deal with the expanded securities markets and the mat-
) ters which are before us, and it is essential that we be able to
hE expand our resources in order to meet our new responsibilities.
. Thank you.

¢ [The complete prepared statement of David S. Ruder follows:]



STATEMENT OF DAVID S. RUDER,
CHAIRMAN, SECURITIES AND EXCHANGE COMMISSION,
BEPORE THE SUBCOMMITTEE ON SECURITIES OF THE
SENATE BANKING, HOUSING AND URBAN APPAIRS COMMITTEE

CONCERNING THF COMMISSION'S REVISED PROPOSAL
TO DEFINE INSIDER TRADING

December 15, 1987
Chairman Riegle and Members of the Subcommittee:

The Securities and Pxchange Commission is pleased to testify
concerning its revised proposal for a statutory definition of
insider trading, which was transmitted to the Subcommittee on
November 18, 1987, The Commission's Proposal would expressly
define and prohibit insider trading through provisicns carefully
crafted to preserve and protect the fairness, integrity, and
efficlency of the nation's securities markets. This statement
describes the Commission's Proposal, discusses significant
differences between that proposal and §. 1380, legislation in-
troduced on June 17, 1987 by Chairman Riegle and Senator D'Amato,
and discus the one substantive difference between the Commis-
sion's Proposal and the "Reconciliation Draft® recently submirted
by Harvey L. Pitt, Chairman of the Ad Boc Legislative Committee
to Défine Insider Trading {the “Ad Hdoc Committee").

I. Background

Luring an oversight hearing before the Subcommittee on
February 24, 1987, Chairman Riegle requested Barvey Pitt to form
a committee of securities law practitioners to draft statutory
language to define and prohibit insider trading. The work of
this group, the Ad Hoc Committee, resulted in proposed legisla-
tion that was introduced by Chairman Rieqle and Senator D'Amato
as S. 1380, the "Insider Trading Proscriptiona Act of 1987," on
June 17, 1987,

The Commission testified before the Subcommittee on June 19,
1987, concerning the desirability of a statutory definition of
insider trading, and in particular, the merits of the approach
adopted in S. 1380. In general, the Commission stated that it
could support a definition that preserved its authority and
flexibility, although it did not believe a statutory definition
was necessary for the continued success of its enforcement program.
With respect to S. 1380, the Commission stated that, although
there was much in the bill that the Commission could endorse, it
could not recommend adoption of the proposed legislation due to
concerns about certain of its provisions. Therefore, the Commis-

sion stated that it would develop and submit to the Subcommittee
its own proposal for a statutory definition of insider trading.

The Commission submitted {ts original proposal for a defini-
tion on August 3, 1987, and the Subcommittee held hearings on
this proposal on August 7, 1987. At that hearing, and thereafter
by letter, the Subcommittee requested that the Commission assist
in the process of developing a consensus proposal for legislation
defining insider trading., 1In response to that request, members
of the Commission's staff met with representatives of the Ad Boc
Commjttee to discuss a potential compromise., Following those
meetings, and as a result of further Commission consideration of
the definition, the Commission, acting by & majority, determined

that it could support legislation that differs in certain respects

from the Commission‘'s original proposal and includes certain
provisions adopted from S. 1380. On November 18, 1987, the
Commission submitted to the Subcommittee its revised proposal for
compromise legislation. 1/ It bears emphasis that, although the
Commission's Proposal differs from the Ad Hoc Committee's in only
a few areas, the Commission's endorsement extends only to its

own proposal.

II. pPurpose of the Commission’'s Proposal

The law of insider trading has developed pursuant to judicial

and administrative lecisions construing the antifraud provisions
of the federal securities laws, especially Section 10(b) of the
Securities Exchange Act and Rule 10b-5. Onder this body of law,
“insider trading" refers generally to the act of purchasing or
selling a security, in breach of a fiduciary duty or other rela-
tionship of trust and confidence, while in possession of material

1/ Chairman Ruder's letter of November 18, 1987, transmitting

- the Commission's Proposal, stated that the propcsal would be
acceptable to the Commission, provided that certain inter~
pretive positions are clearly set forth in the legislative
history. (A copy of that letter is attached as Appendix A.)
Chairman Ruder's letter set forth those areas in which the
Commission believed clarifying legislative history was
necessary and indicated that the Commission’s staff had been
requested to prepare suggested Committee Report language
addressing these issues., This report language will be
transmitted to the Subcommittee as soon as it is completed.

Commissioner Grundfest's position on the Commission's Proposal

is contingent on his approval of this legislative history.

Commissioner Fleischman did not join in accepting the proposed

legislation or the proposals Eor legislative history.

Ll
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nonpublic information relating to that sequzrity. The law prohibits
such trading by corporate officers and dlrectors and other paraons
having a telationahlp of trust and confidence with the issuer or
its sharsholders. 2/ UOnder a theory developed in the Second
¢ireuit Court of Appeala, such trading by parsona who missappropriate
aaterial nompublic information from sources other than the lssuer

¢ im protibived. 3 Tipping -- tha wrongful commynication of
material, nonpubliic Information — by such parsons Lz alsoc pro-
hibited, and the tippess of such persona are almo probibited from
trading or tipping. 4/

The prohlbitions against insider trading play an extremsly
important role in the proper functioning of tha sscurities markets.
Although they rest on legal concepts of brasch of fiduciary duty
and minsppropriation, they also serve to improve confidence in
ess and integrity of the sscurltiss marksts. The
incentlv for legltimate inforsmacion gat
ination, activitl that are essent
cpe. sacuricies markets, are diainlshed when
cthers may wrongfully obraln or use confidential information.
Tnaidar trading may undermine lonvestor confidence in tha fairness
and integrity of the markets, and thecaby impalt tha markets'
ability to further capitsal development and sconomic growth. The
Commimsicon recognizas that market participants will naturally
swek an informational edge and that it im desirable for securities
prices to reflect value in light of all relevant information, The
cosmismion is not, however, prepared to condone the exploitation
of informatlonsl advantages dishonestly acquired.

2/ The Commission first articulated the prohiblelon against much
insider trading in g;glt_%-&%f.'_ou 40 B.E.C. 907 (1961},
stating that corporate inslders Rave an ebligation to abstain
from trading in the shares of thelr corporation unless thay
have first discleded te the shareholders any material non-
public information known to them. Tha Cady, Robarts "abstain
or dlaclose” doctrine was subsaguently sndorse 1y the Second
Cleewit Couct of Appeals in T Gulf Sulphur Co,,

401 .24 831 (24 Cir. 1%68), cart 196%) .

oFulieWs .13 . ] ’
F.24 197 {28 Cir. 1984), cusl denied, [ {1985) ;
Onited States vi Nawman , . (24 cie. 1981), aff'd
a “f im A . 729 (24 cir,), cert. denied, 4%% 0.5.
« The "misapproprlaticn™ thecry was previously
discusaed in the concurring and dissanting opiniona in

Chiazells v, United States, 445 U.8. 222 (1380).

4/ Sem Dirkm w. SEC, 483 D.5. &46 (1983); SEC v, Texas Julf
Fulphor 6., ¥.24 at B52.

invelving manipolation or false or misleading corporate disclosure
could still be brought under Saction 10{b) or other appropriate
provisions of thu ecurities laws, where the elements of such
other violations are met, aven 1f trading ln eecurities alao
occurred, Purther, proposed Secticn 16A would be exclusive only
with respect to the faderal securities laws. Actlons currently
cegnizable under etate law, or othar federal atatutes, such aa
the mail and wire fraud statutes, would be unaffected.

A. General Prohibitien Against Trading =~ Subsection

Subsection {b){l), which contains the basic trading prohibi-
tlon, ia targeted againat the wrongful trading abuses that have
a direet, slgnificant effect on our mecurities markets, This
provislon would make it clear that a permon is prohibited from
puarchasing or selling a security while in pomsemsion of material
nonpublic information relating tc the security, 1f that person
knowa of reckl ly disregards that the information has been
"wrongfully obtained,” er that such purchase or sale would
sonstitute a "wrongful use® of the information. &/

The prokibition would clearly reach not only any person whe
purchases of sells a mecurlty for hia own sccount, but also ary
person who ®causea® another parson's purchase or fale of a segurity
in,these cizcuratances. The concept of "causing® a purchase or
sals, which is not included in S. 1380, would, among ather thinga,
clarify the spplication af the prohibition t¢ the situatlon where
ane person makes an lnvestmant deciaion for the account af ancther
person -- for sxample, a broker exercialng discreticnary invastment
authority for a client, a trustes acting for the acecunt of a
beneficiary, or an investment adviser making investment decialons
for its clients. In thia aituation, the person who “"caused” the
trade to be made would be a primary violater of the law == f.€.r

5/ Cne of the proposed legislative findings would reflect the

= intention to exercise federal jurisdiction in thia area to
the Fullast extent possible, in light of the subatantial
wffect lnslder trading has on intearstate cosmerce, Thus, as
under aslisting law, subssctlon [h) would provide that the
pronibitions against trading and tipping apply to any trans-
action in connaction with which use is made of any means or
iastrumentalities of iateratate commercs, or of the sails,
or of the facilitles of any national securities exchange, or
of the facilities of any sutomatad quotation syster mmincained
for the trading of securities.

e rmim e i e e e e

The Commission‘'s Proposal is a carefully tailorsd insider
trading prohibition that will promote the fairness, efficlency,
and inteqrity of the sscurities markecs, without impeding the
iaportant functions of those marketa or the free flow of infor-
mwatlon to the marketplace. While the Commiaxion would not
aupport leglalation intended tao i a "parity of infoermation”
ntandard, 2/ the Cosoissicn beli
continae to prohibit pe
io the securities markets through sromgful conduct.
wion's Proposal, supplemented by its proposed legislative history,
is designed to distinguish soch wrongful conduct from legitimate
let,i‘vlétin, and thereby to protect the lategrity of the aecuritiss
markets.

III, Discossion of the Commission's Proposal

The Commisnion's Proposal would add & new Section 16A to the
Eacuritiss Exchange Act and make related conforring awendments to
that Act, Bection 16A would expressly prohibit condoot commonly
referred to as "insider trading,” utflizing and clarifying the
concepts of bresch of duty and misappropriation sabodied in the
existing law of insider trading. ¥y making use of existing
theories, the Commissfon's Propos avoids the interpretational
uncertaisnties that a defipition an more novel notions would

- inevitably entail.

Enactsent of this leginmlation would esphasize the signifi-
cance of proscriptions against insider trading in the rejulation
of the patlon's securities markets and would represent express
Congressicnal approval of the important principles underlying
these prohibitions. The Commisaion's FProposal would set farth
within one provision of the securities Laws the lav governing this
cobduct, It wonld provide the investing public and securitiss
industry with additional guidance in ordering their conduct. It
alao would resolve cartain guestions that may interfare with
affective enforcement of the lawv,

One of the propowed legislative findingsm would reflect the
intention that propossd Bection léA be the sxclusive provislon in
the federal securities imwa under shich conduct Xnown as “insider
trading” will be address 0f courss, the fact that insider
trading cases weuld be brought under Section téA would not affect
the application of the sacuritiss lLavs to other typas of viola-
cione that mmy involve similar conduct. For exanple, cases

5/ Eme qenerally, Chiarelia v. Gnited States, 443 0.6, at 233;
¥ Blrks v, .'GH 0.5. at 657, '

the broker, trustee or investment adviser. 7/ The persco for
whose account the transaction was made would not be a violator of
the prohlbition, asauming such person did not otherwise participate
in the violative conduct. B/

The critical element of the prohibition would be that the
information ham been "wrongfully® obtaipnsd or umed. Twoe separats
categeries of such “wrongful® conduct would be met forth, encom—
passing those actlvities by which persons improparly obtaln or
use information, The Firat category, in subsectlon {b)(1)(A], would
cover four spacific types of wrongfol conduct by which confidential
information is cbtained cor used -- thaft, bribery, misreprasenta=-
tion, or esplenage. Thue, for axasple, if a competitor were to
obtain meterial, nonpublic information about an lssuer by indusatrial
sspionage, he would be precluded from trading that issnar's securi=
tiea. 9/ Moresover, & third pecrson who posE es such information
and knows or recklexsly disregards that it vas obtained ae a
rasult of mnother's theft, bribery, misTepresentation or espionage,
would also be precluded froa traging.

The second categery of wrengful gonduct, in subsection L&)
[11{B}, would addrsss thome situatloens Ln which information ia
obtained or used in violation of mome exprese or implied gbligation
of confideatiality. The wrongfol ronduct coverwd by this category
would include eonversion, misappropriation, and any other breach
of B fiduciary dusv, a personal or other relationship of trust
and confldence, of & contractusl or employment nlu\:ioulhip..
®hos, for erample, if material, nonpublic informatisn relating to
an issuer is properly disclosed to a peraon, such as & lawyer or
an accoustant, with the reasonable erpectation that it will bel
xept confidential, and that petrson trades the issuec's securities,
liability would result ander this provision., In addition, it
that psrion tips the information, and the tippes trades, the
tippee would ba liable if he knew or recklessly disregacrded that

1/ Por axample, where an adviser to an investment eomRpAnY

- directs trades on behalf of the investment company while
in possession of material monpublic informatipn, the adviser,
Aot the investment company, would be the wiolater. Cf. H.R.
Rep. No, 155, 93th Cong., lat Sess, 11 {1383},

B/ Bowever, under wall-: tablished principles of equity, suchk

perssnh would io mos be required to disgorge any
profits gainad or losses avoldad from the trading.

9/ Cf. Iavestors Management Co., Ihs., 44 S.E.C. 633, 642 &
AL AL == -
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the {nfOrmatlon was obtained ag & result of the tipper'a breach
of duty. Similarly, any subtippees who know or reckleasly dis-
regard that the {nformation was wrongfully obtained wauld be
laple for trading,

The broad provismlons of gubsection (b) (1) (B) would expressly
prohibit all conduct that la unlawful under #xisting principles
of liabfliky, ineluding traditional insider trading doctrine
and the wsappropriation® theory. By employing the terms "min-
appropriation® and “conversion,® the provision would reach
situations in which information is used in a manner lnconsistent
with a duty of trust and confidence owad to the person providing
the information. Onder the Commimsioa’s Fropomal, casss could be
PEemised not only upon the breach of formal fiduciary duties, but
also upon the breach of dutles that may arise ftom perscnal or
other relationships, 10/ or the breach of any contzackual or
®Aployment relationahlp.

Tt ls anticipaked that, s% under cucrent law, the applica-
tlon of tha prohibiticn would focus on activicies with a signifi=
cant ralationship eo tha secyrities mackers. 7he Commisslon's
Proposal is intended to proscribe wrongful conduct in connec-
ktlop with the nation's securities marketn, but not otharwise to
enforce duties Of trust and confldence of to reach conduct that
is remote from the securities markets, To the extant this pro-
vlaion, which would also provide a basis for private actions.
would inappropriataly extend to cases In which a substantial
nexus to the securitl matkers is lacking, the Commisgioa would
?;P!ct to uee the broad exemptive authority provided by subsecticn

HIIY.

Onder wubsection (b} (1), proof of trading "while in possession
of" material nonpublic information would astablish & vielstion
where the other elements of the prohibltion are met. Thip provisien
thue would not regquirs proof that a dsfendant "used” Etha nonpublie
information for trading, of traded "on the bawis of" such informa-
tloh. The “"possession” test would represent a significant dif-
ference from 3, 1380, which would require "use” of the information
#nd create a rebuttable presumption that &4 persen who traded “while
in pos mion of* erial, nonpublic information had "used™ that
information. The Commisslon supports the "posgession™ standard.
The Commission's experience demonstrates that individuals who
bave actually traded on ths basls of I[naide infarmaticn Erequently

10/ Bea United States v. Resd, £01 F. Supp. 685 (S.D.N,Y, 1985).

offar == may be matarial for purposes of trading in the corpora-
tien's securities, 13/ .

Information mest also be "nonpublic® for a vislatien o
oceur. It {5 well established that informarion is nonpublic if
it has not baen disseminated in a manner making it availabls to
in ters generally. 14/ Mo liability weold result under the Com=
migsicn’s Proposal whare a parscn sngaging in a face-to-faca
transaction discloses material inforsation to the other party to
the transaction. In such & case, the inforsation would ba konown
to both parcties and thus would not be neapublic for purposes of
tha particular tranaaction.

B. Institutional Trading Defense —- Subsection 16A(bI(2}

The Commission's Propowal would provida a defense for insti-
turions, much ag mulriservice securities firms, in circumstances
in which one Sndividual in the firm has material, nenpublic ia=
formation about & security and anothar lndividual in the firm
trades in that jgsuer’s securitiss for the firm's aciount. The
defense would be similar to the defense contained in Commission
Rols 14e-3, regulating transactions in secorities while in possea-
#lon of tandar offer information. That rule containg an institu-
tional defen: from its trading prohibitions when the institation
<af descnstrate: (1} that the individual or individuala making
the trade did not know the informstion; and {2) that the fira haa
ioplemented resscnabls procedures, suych as Chineme Walla and
ceptricted lists, to ensurs that indlvidvuals msking ipvestmant
decisions do not violate the trading prohibition in the rule, L5/

1is 8. 1380 apd the Reconciliation Draft refer to aaterial
nonpublie information relating o the security “or the mar=
ket tharefor.® The Commission’s Proposal does not laclude
this additicnsl language.

‘_../ See, ®=.q., Investors Management Co0., Inc., 44 S,E.C. 633, 643

13/ The subatance of the lostitneional safe harhor in Rule Tde-3
eurcrently applises equally eto lnaider trading casss bdrpoght
under Secrion 10(b) of the Securities BExchange Act and Rule
10b~5. fss Letter from Chalrsan Johs S.A. Shad te¢ Honorable
Timothy ¥, Wireh (June 2%, 15831, ngrinﬂ! in B.R.-Rep,

Wo. 355, 98th Cong., lat Sess. 28 .

{footnote contlnued)

L

artempt to invent arqumants thak they have traded tor other reasons,
Onder a "poxsessicn” standard, such peat hoc rationalizations

would be icrelevant, and could not be uged to impede snforcement

©f the law. Concerns that the “possesyicn® standard would lead

to inappropriate limbility are unwacranted, in view of the fact

that the problbition would require knowing or reckleas conduct as

4 predlcate e any violation,

The Coemizsjon’s Proposal would continue exlating law by
encompassing within [ts proacriptions “material, noapublic”
information “relating” to & #ecurity. The terms "marerisl” gnd
"wonpublic® are not sspazately defined in the Commisaion's Pro-

. Posal, These rerms have been the sublect of much judicial inter-

Pretation, and are best lefr to devalopment on a casa-by-cage
basis. 1Tn genezal, information relating to a security is material
“iF there is a substintial 1ikellhood that 4 reasonable shareholdet
#ould consider it Important® in making an investment decision or
12 it wonld have “significantly altaced the 'total mix' of informa-
tion made avallable® te the sharehcider, 11/ The Commissian's Fro-
Posal is intendad to reaffirm this srandatd, and would nelither
broaden nor narrow the seope of what is material infaormatior in
the context of an insider trading case.

Moregver, the language of the Comigaion's Proposal --
information “relating® ®o m security -—— is eccnslstent with this
standard, and would not alter existing law concerning "market”
Iinformation and *c_iporate” {nformation, "Corporate inside
information® i{& infarmation from within a corporation bearing on
its axpected earnings or uksets. “Market information” concetns
events and traneactione outside of the corporation that could
atfect the price of cocporate securitles, 12/ It is well settled
under curr#nt law that certaln types of information external to a
carporation -- for example., informaticn about an impending tender

11/ TSC Industries Inc. v. Northway, 426 U.5. 438, 449 (1876)
Tfoctnote cmitted) although Hort?ua* Lnvolved proxy
violations, that t hag been applled in insider trading

cases as well, Ses, #.9., Doited States v, Carpenter, 791

F.2d at 1032 n.9.

12/ ges pirks v, 8EC, 463 0.5, 4t 660 n.15. See generall
Brodfiey, Insiders, Outsiders snd IntormatTomal Advantages

Under the Fe. Securities Laws, 93 Harv. L, Rev, 322,
329-330 (1379),

SN——. J—
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5. 1380 would afferd a dafanse when the £irm could prove

that the purchase cr sale was not influanced by material, nonpublic
iafornation. apd that the individual affecting the trade did not
kaow the information. The presance of institutional proceduras
designed to prevent violatjons would not be an sntial elament
of defense. Rather, fuch proceduras atated %o be "relevant
wvidence® In this regard This provision apparently would breaden
the institutional de by not veguiring the implamentation of
Taasonable procedurss as an slsment of the defense. 16/

The Connigsicn’s Propossl adopts & more rigorous standard.
Under subsection (b)(2) of the Commission'a Proposal, an
inatitution would have to sustain the burden of proof on two
issues, FiEst, it would h. to ahow that "no individual
iavolved in making the investpent decisicons® on behslf of the
institution kuwew or was influenced by the information. This
language recognizes that mors than one individual may be lnvolved
in making a decision to trade for the firm, 1n such 3 Zaae,
none of those lpdividuals would be permitted to know or be
influanced by the information. 17/ Second, the firm would have
to show that it had implemented EeasOnadble procadurss designed to

[ footnots continued)

The question of what procedures are *reasonable® depends on
the na of the person’s bu Ses Securitiss
Exchange Act Ra No, 17120, [1%B0) rad., Sac.” L. Rep. (CCR)
4 82,645 at 93,451 (September 4, 198Q), Entitjes which do
not regularly come lnto possession of material, nonpublic
information but which do have investment portfoliom (®.g..
collegas, charitable foundatlions) would pot be sxpscted to
maintain "Chinese Waj}ls® or "reatrlcted 11sta® such a3 a
nultisetvice securities firm might. In some circumstances,
no procedurss at all could be reasonable.

16/ Ses Statement of Charles {. Cox, Commissioner, Securitiss and
= Exchange Commimsion, Before the Subcommittes on Securities of
" the Senate Banking, Housing and Urban Affairs Comnittee at @

{June 1%, 1987) {“Cox Testimony”).

the individusls actually involved in making the invest-
L2/ ﬁ:{ decision ars covered by this language. It would not
reach persons with purely supervisory authority with respect
te investment decisis or a complianze officaz who,. in the
proper axerc of tha firm's procedurss govarning axceptlions
to trading restrictisns, avthorizes a trade initiared by
another person in the fimm.

12
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parsons kaking the type of Lnvestment decision at imsue

prevent
from pa saing the ilnformation. Under this provislon, the [irm
would meet this alsment of the defense Lf it could demonstrate
that [t had establimhed and maintsined reamcnabls procedures
relevant to the particular violation. The availabllity of the
dafense would not be affected by seldence that other unrelated
aspacts of the firm's procedures were flaved,

¢. General Prohibition Agalnst Tipping -— Subsection 16Ai{c)

Subsectiocn (¢)] contains the genaral prohihition sgalnse
tipping sacerial nonpublic information, As the Suprems Court
has recognized, tipping, as wall as insider trading, must be
prohibited in order to protact the securities markets. 18/ The
Commineion's Propesal endorses the lsportant principle that 2
tipper im liabla for the trading of reasonably foresssable
tippeas and subtippees. Subsection (¢) would sxpcessly prohibit
a parson whoss own trmding of & security would be prohibited from
wrongfully communicating information relating to the security,
which the person knows or recklesaly disregards la saterial snd
nonpubkic, to another person who trades or cacses trading, if the
trading is rsasonably foresessble. In addition, if the tip
comsunjcates the information to subtippess who engage in re
forssesable trading or cause sach trading, the original tipper
would be liable. L3/

Significantly, this provision would make Lt clear that “per—
sonai bensfit® is not s required element of tipper liability.
GUndar existing law, it has besn nec £y to demonetrata that a
tipper asticipated or receivad a A4 or indirect “parsonal
bensfit® from the disclosurse, 20/ Bowever, the "par 1 bana-
#{t" test, by requiring Lngquiry into the subjective
the tipper through the ugqregratisn of ciremmatanti v
bas introduced unnscessary issues and complexities in insider
trading cases,

nably

18/ Dirks v, SBC, 483 U.B. at 659,

19/ The Commission's Proposal would not define "comsunicacing.”
Bince a "communication® for purposss of tha tipping pro-
seription would continue to include conveying material non+
public information or its lmsport, by verbal or other conduct,
tha application of this concept would be assentially a
factoal question requiring a flexible .approach bast left to
cana-by-case development.
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Instead of "personal benefit,” the Commission’s Proposal would
focus on the "wrongful® communication of a tipper. In ceguizing
a "wrongful® communication as an element of the violation, the
Commiszsion's Proposal would recognize that curtain communications
made £Or A PrOper purpose are not unlawful and should not cesuit
in tipping liabflity even if those comsunications lead to trading.
One example of this is a communication properly made by & corporste
official to & market aRalyst. Macket analysts play & ccucial
role in facilitating the disseminatlion-of {nformation to the
marketplace, and thereby promoting healthy and sfficient mackets.
The Commission Proposal would protect routine comsunicstions to
and from analysts {i.e.., communications mot in breach of duty), 21/
ot cokmunications othetwise usde to publicly disseminate infor- =
wation. Indesd, given the importance of their activitiam, the
Commi{ssion would consid instituting rulsmaking proceadings to
:n:l:;: udn: the legitimate functloms ¢f analysts will mot be
n ted.

Conzistent with curremt law, the Commission’s Proposal would
impose liability wpon & tipper for tha tradax of tippeas who are
not themselves liabla. Por example, Lf a tippee neither knows
nor recklessly disregardse that information was wrongfully conveyed ,
the he tippee would not violate the statuts by trading while in
pos! sion ©f the information, 7The tipper would nevertheless be
1lable for making a wrongful communic
resulted [n reasonably foreszesable tr:
Proposal thus recognises that a tippec's liabilicy must not
depend on whether the tippess broke the law, E. 1380 does not
clearly impose liability upon the tipper in such & cams. 22/ The
Commisslen's Proposal also would not regquire that a person who
communicates infar jon be }iable in order for the recipient of
the informstion to be prohibited from wrongfully trading while in
PORBE Thus, Lf & person communlcstes
matecinl nonpublie inform a in which
trading by the recipient is not rsasonably for ble, the
reciplant would be llable if his trading (or tlrpl.nq] ware
weongful, although the person who provided the lnformation la not
lisble for making the communication,

21/ Although the Conmission's Proposal would sliminate the “per-
sonal benefit® test, the Commission does not belleve it
would Teverse the result In 2 case such as Dirks v, SEC,
supra. DLrks did not recelve information from s parkch

hing & !nty.

poasession of Material, Wospublic Information
Relating to & Tender Offer -- Subsection 1EA{d)

The Commission's Proposal includes a separate prevision
addressing insider trading and communication in the contezt of
& cender offer, Bubsectien (d) would reaffirm existing law in
this ares by generally codifying the prenibitions contained in
Commission Rule lde-3. The separate treatment of this category
of transactions continues to be warranted, in 1ight of the special
opportunitiss for abuse they pranent, and the substantial iopact
to tha market that can result from them. 13/ The Cotmi
Propesal wonld sake it yniawful, after mubstantial steps have
been taken to comotnce a tender offer, to trade while lp posaes-
slon of material, nonpublic laformation relating to the tender
offer; if the trader knows or recilessly disreqards that
the information has besn acquired directly or indirectly from the
affering person, the target, or their agepts, Cowmmunications of
material, nonpublic infeormation relating to a tender cffer by
specified persons, including the offering perscn, the target, cr
thelr agents, also would be probibited (with the axcepticn aof
certain good faith communicatiaons).

Both 5. 1380 and the peconciliation Draft, by contrast,
depart From current law. Thewe proposals include & special
provisfon -that would apply in the context of any acquisition or
disposition of an lssuer or a matarial portion cf its securitles
or assets -- net snly in connection with tender ofters. (nder
these proposals, a parson planning much a transaction would be
prohiblited from comsunicating material nonpublic inforasation
caoncerning such plans for the purpcas of influencing of sncouraging
trading, sxcept if the compunication is made to members of the
permon‘s group (withia the meaning of Section 13(d})(3) of the
Exchange Act) ar {n the course of & good falth solicitation to
join wuch & group. Thase provisions would prohibit enly the
compunication, and would not probiblt the recipient of the
communication frem trading.

The Commisslen believes Congreas ahould andorss the approach
of Rule lia— Security holders who purchase frem cor sell to

23/ Unlike the general prohibitions against tipping and trading,

subsectlon (d) would not requirs hawing that there Las
baen & breach of & duty. tonsequently, altheugh in many cases
1liabillty might arise under both the ganeral proxibition and
gobsection (4}, Ln some cases liability could arise only
gndet the lLatter provisien.

20/ Dirks v. 8EC, 453 0.5, at €62. 12/ ses Cor Testlsony at 10,
. T — -~ -
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B, Prohibition Against Trading and Tipping While In parsons in posssssion of information relating to & tender ofier

are affsctively denled the protections of the williams Act.
Moreover, racent experience has shown that trading and the poten-—
tial for trading while in pos sion of confidential information
relating to a tender offer can ult in significant earket
dimruption and abusive practices. Buch conseguencas have a
detrimental impact on shareholder protection. tender of.
ces, and the sscorities markets. Accordingly, the Comm.
continues to believe that the cosmanication, and trading while in
possession of such inforsaticn shouid be prohibited by the faderal
securities la The Comminsion doas not believa, howevar, that
similar prenibitions « warranted when transactlons other than
tender offsrs are invelved. In most cases that will arise invole-
ing these other transactions, parsons obtaining material nonpublic
inforsation will owe duties of confidentiality toc & party involved
in the transaction, and thelr tradiog or tipping would give rise
to liabliiey under the genaral prohibiticas of Bection 1l6A. In
addition, the broad appiieation of the prohibitions of 5. t300
would extend to transactions such as block purchases of securities,
which could create uncertainties as to the statos of ocdinary
parket tranasctions and exposs market participants to potential
liability in the absence of impropriety.

E. Darivative Lisbility =-- Subseition 16A{e)

Subsection ‘<} would address the lssue of derivative llabi-
1ity for coeatrolling persons and epploysra of other peraons who
violate Sectlen 16A. The subsection would atate that, sxcept as
pravided in Section 20{a) of the Exchange Act, 24/ nc person
is liable solely by reason of employing or controliing snother
person who viclates the section, *if such eentrolling peraon or
smployer did not participate in, profit from, or directly ar
Lndirectly lmduce the acts constltutlng the violation.®

lvery parson who, directly
ny provision
hall

24/ Saction 20(a) prevides that "
=" or Indirectly, contrcls any person liable unde
of this title or of any rule or regqulation thersunde al
alge be liable jointly and severally with and te the -
extent as such controlled parson to any person to whom such
controlled persan is llable, uolesd the coptralling person
acted in qood falth and dld not directly or lndizectly induce

the act or scts constituting the violstion or causs of
action.® T"Controlling person® inclodes not only amployers,

But any person with power to influsnce of control the direction
of the managenment, policies, or activitien of another parson.
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The Commisaion’s Proposal diffscrs from 5. 1380 on this
imsue, S, 1380 provides that an esfloyer or centrolllng person

would be derivatively liable only if it has participatec in, ar
directly or indirectly induced ths violation, Bowever, 8. 1380,
as the sxclusive prohibition of inslder trading, could be
interpreted to exclude controlling parson liability under Section
20(a). Thersfore, tha Commission’s Proposal expressly provicea
that Baction 20{a} will coatinue to be applicabla to Lnsidar
trading casas.

The imposition of derivative liabiliry on enployers and
contrelling persona under Section 20{a} provides an incentive
for smployers and controlling persons to take © monabis steps
to prevent violatioas by persons acting on their behalf and wlthin
their dirsction or cantrol. It is also appropriate that controllling
persons and employers who participate in or profit from a violation
be mubject to liabllity. The Commisslon's Proposal would not,
bowaver, axpose an employer or controllimg person to poteatial
litigation or liakility in the evant @f insider trading vieclaticna
by errant employess or sgents which cannct reasonably be prevented
and do oot operate to benafit them. Thus it would rule out Causss
of action based on respondeat superior im insidet -trading cases. 1%/
ction LSA(L

P. BEasspticne —— So

Subsaction (£)1{1) weuld give the Commisalon authority to exempt,
by rule or ordér, apy pecson, mecurity, or transacticn (or class
of perman, security, or transaction), from the pravisions of the
Legislation, whare such wkesption is not inconaistent with the
purposes of the saction, As noted above, the Commission's
axperience aftar snactment of this legislation may lodicate that
it is necessary to coneldar exemptions in certaln ar
azample, for certain communicationa to and by marks
== and proposal would give tha Commission wuffie
bility to address such issuss an they arise.

The Commission's Proposal would not spacifically qrant the
{on authority to make general regulations under Baction
Such acthority is ponecessary in view of the Commission's
sxisting anthority under the Exchange Act. For example, Bactlon
23(a) of tha Act provides broad general rulemaking authority,
and Bection 1(b) of the Act provides authority to dafine terms.

.16 -

Subsecticn (£)(2) providesa that the prohibitions of Section
16a will mot apply to agents acting at the direction of, and
solely for the account of, thelr principals, vhen the transaction
or communications would be lawful under the Section 1f dene
directly by the principal while in possession of the information.
It is evidsnt in today's complex markets that the execution of
investment plans requires the asmistance of cthers acting on
ane's behalf. Thus, for exanple, & tender of feror'a agent who
possesnes material ponpetblic informatien with resmpect to the
planned tender offer would not wiclate Section Y64 by effecting,
ar autherlzing subagents to effect, trades in tha offeree’s stock
for the account of the principal. Bowever, the sxsnption applies
only when the trades would be lawful for & principal whe actually
sossensed the nonpublic information. Purther, this exsmption would
not apply to an agent acting on behalf of the principal whan the
agent has otherwise wrongfully obtained the infermation.

G. Pprivate Rights of Action —- Subsection 16Alq)

The Conmission's Proposal would provide wxprass private rights
of action for twa clas of persons: pers whe have traded
contemporanecusly with the viclators, and o ¢ peracns who are
injured by a viclatlen in connection with their securities trading.
The victims of insider trading may suffer substantial economic
lossen, and ahould be afforded a direct and effective beans of
redreas for their injuries, Private rights of action have tradi-
tionally served am an isportant supplemant to the Conniszion's
gnforcement of the federal securities laws.

First, the Commission's Propesal would provids contespcraneocus
traders a right of recovery agalnst ipside traders or tippers,
It thus would reverse cases that have precluded such recovary in
L %g/ and sven in traditicnsl insider trading
intitTs n

misappropriation case
cassn where tha pla either dealt with the defsndants nor

[ infisenced in their trading decizion by the defandants'
T ing. 21/ However, the liability of a viclater to conteMpo-

ranaous purchaseca or sallers would be 1imited to the profit
qained or the loms avoided ax a result of the violation. Damaged
imposed against s defendant in such a wauld be diminisbed by
the amount that the defendant has paid disgecgement in a
Comnission injunctive actlen ralating te the sase violation.

23/ This provision doas not address the genaral applicability 26/ Moms ¥, Morgan Btanle fne., 719 F.id 5 {2d Cir. 1983),
of the respondeat superior theory undar the Federal securi= ~  cert. é I 5. 125 0.5, L1025 (19B4).
cles laws, and doas not affect the availabilicy of any other
theories of secondary Liability, much as aiding and abstting 27/ Pridrich v. Bradford, 542 F.2d 307 {6th Cir. 1976}, cart.
or the failure to supervise, In appropriate clrcomstancas. - enled, T.5. 3 (1977).
- 18 =
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gecond, the Cosmission's Proposal affirms 4zimting casen that
provide standing to any other persons, such as tender sfferors,
injured by insider trading is connection with their securities
cransactions. Unlike contsmporanscus traders, such plaintiffs
would be required to prove that their damages ware caused by the
violation, Howsver, their damagen would not be limited to the
amount of profit gained or loss volded by the defendants.
PFurther, other issues associal with this type of case, such as
the type of injury coversd and the meamore of damages, would be
addressad on a cAse-by-case basis. 8. 1380 doam not «xpresaly
provids a privata right of action to any plaintiff ocher than a
contemporansogs trader and would Likely be iaterprated to preclode
such an action., 28/

6. Qther hwendments

1., Amandments to Subsectlon 21(d)(2} of the Sacurities
Exchange Act

gaction 25(d)(2) of the Exchange Act, added by the Insidar
Trading Sanctions Aet of 1984, provides that the Commi oD EAY
bring an action to sesk clivil penalties agalast any parson who
illegally trades while in possession of material nonpublic infor~
matfon or tipa such iasider information. gsecrion 3 of the Commis-

sion's Proposal would amend faction 21{d}(1) to conform its
The Commission's
jlable for

scops to the scops of propomed Ssction 1§A.
proposal would make clear that civil panalties
any primary violatiaon of Section 16A -- wheth
purchasing or salling securities whila in posi
noapublic informatien, causing a purchase ar
sien of such iaformation, of copmunicating much information. g}/
The proposal sould not, howevar, affect the provisions of Section
2104} (2){B) that state that civil pemalties are not avallable

against parsc who are derivatively liable for violationa as

control parsons, erployers, or otherwise am alders and abettors.

28/ Ses Cox Testimony at 13,
29/ The propossl alse would delete languags in Bactlons 2104}
- t2)[A) and (B) that categorises cipping asm an aldiag and
abetting violation fur purposss of the penalty provision.

It thus would conferm the analysis of tipping under the
provislons to that urilized to determine the underlying
violations: tlpping wonld be traated aF a primary viclation.

2. Amendmants to Subsection 20(d) of tha Securities
Exchange Act i

paction 20{d) of the Exchange Act currently prevides that
when the commonication of confidential information, or the purchase
or sale of a security while in posseaslon of confidentisl informa-
tion would be 1llegal, such conduct alse is illegal with respect
te "a put, call, straddle, optien, or privileqe with respect to
such security of with respect to a4 group of index of aecurities
including snch security.” Sectlon i of the Commission's Propo
wounld amend Section 20(d) to clarify that such conduct alao is
1llegal with respect to debt securities {i.e,, any note, bond,
debenturs, svidence of indebtedness or & debt security) of
the Lssuer of a sscurity, if the mater monpablic isformatlion
would he paterial with respect to such debt sacurities, &nd with
reapact to securities convertible into or azchangeable for the
securitiss of the Lssusr, 1n addition, comsimtent with the
purpose of providing the azclusive mtandards for inslider trading
in Section 16A, Saction 20(d} would be recedified by the legis-
lation as Section 16A(L) ¢f the Exchange Act.

Iv. Copglusion

The Comsission appreciates the opportusity teo testify on
its propossl for legislatioen te define insider trading. The
Compizsion belietcs that its proposal would s2factively address
the prohibition of insider tradiog dnd promote the integrity of
the securities market The Commisaion would be pleased to
provide any further asaistance to tha Subsommittee in its cen-
siderstion of this lmportant issus.




