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Précis Paper
Insider Trading

In this edition of BenchTV, Donna Nagy and Pamela Hanrahan discuss insider trading, how it is
viewed, investigated and prosecuted in the United States and how this differs from Australia’s

statutory insider trading provisions.

Insider trading and US law

1. In the United States, insider trading is a type of securities fraud that is grounded in the
common law concept of misleading silence. The liability arises when a person trades
securities on the basis of material, nonpublic information in breach of a duty of trust and
confidence that is owed either to a party on the other side of the transaction or to the
source of the information.

2. There is no specific statutory provision in US law that prohibits insider trading. The law in
the US is based on Rule 10b-5 of the Securities Exchange Act of 1934 which prohibits fraud
in connection with the purchase or sale of securities. For insider trading to violate Rule 10b-
5 a prosecutor, the Securities and Exchange Commission, or a private plaintiff must

establish that a fraud has been committed.

Insider Trading and the Australian Statutory Rule

3. S1043A of the Corporations Act 2001 (Cth) prohibits three types of conduct; 1) trading 2)
procuring and 3) tipping. The prohibition is triggered when somebody is in possession of
information and they know or ought to know that it has the character of inside
information.

4. Inside information has two features; firstly that it is not widely known and secondly, that
it is something that if it were widely known a reasonable person would expect to have a
material impact on the price or value of securities

5. In Australian law, it does not matter who is in possession of that information; they do not
have to be insiders in the sense of being corporate officers and they do not have to
have any preceding relationship to the person or entity to whom the information

belongs.

Differences between Australian and US law

6. Securities & Exchange Com. v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1068) was a
US case that premised a Rule 10b-5 disclosure duty on the justifiable expectation of the

investing public that everybody who trades securities has relatively equal access to
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10.

material information. In the 1960s and 70s the law in the US was akin to the current law
in Australia.

In the US case of Chiarella v. United States, 445 U.S. 222 (1980), the US Supreme Court
rejected this equal-access approach to Rule 10b-5 liability and held that only certain
people owe duties of disclosure to parties on the other side of a securities transaction.
The US Supreme Court found that such disclosure duties arise from relationships of
trust and confidence, such as the fiduciary-Llike relationship between officers, directors,
or employees of a corporation and that corporation’s shareholders. This is known as
the ‘classical theory of insider trading.’

However, this theory left holes in the law that were quickly plugged by a second
approach to insider trading liability known as the “misappropriation theory.” This theory
holds that a person commits a fraud in violation of Rule 10b-5 when he secretly
misappropriates confidential information for securities trading purposes, in breach of a
fiduciary-like duty owed to the source of the information. After many years of
acceptance by lower federal courts, the US Supreme Court expressly endorsed the
validity of the misappropriation theory in the case of United States v. O'Hagan, 521 U.S.
642 (1997).

In Australia, the law prohibiting insider trading is not dependent on the relationship
between the parties. Every person has a duty not to trade as long as they have the
material non-public information and the person knows or ought to know that the
information has that character.

In the US, only in the context of a tender offer, when a company makes an offer publicly
to accumulate shares as a way of taking over that company, is the law similar to that of
the Australian prohibition. Insider trading in the context of a tender offer is regulated
under a separate provision of the US Federal Securities laws that is Section 14(e) of the
Securities Exchange Act of 1934. Rule 14e-3 states that if a person knows or has reason
to know that material, nonpublic information about the tender offer came from the
acquiring company or the target company or any official connected with either of those

companies you must either disclose that information or abstain from trading.

Conviction

1.

12.

In the US insider trading can be charged by the Securities and Exchange Commission in
civil enforcement actions brought either in federal district court or in administrative
proceedings. The Securities and Exchange Commission can seek a host of penalties
including a court-ordered injunction and a financial penalty of up to three times the
profit made or loss avoided in the transaction.

The Securities and Exchange Commission however, does not have authority to bring
criminal insider trading actions. In the United States, under Federal Securities law any

willful violation of a statutory provision can trigger criminal consequences in

© BenchTV 2016 Page 3



prosecutions brought by the Department of Justice. Penalties under the criminal law
can include criminal fines and jail time up to 20 years per offence.

13. In Australia, insider trading can result in civil penalties or a criminal prosecution. Civil
penalties against an individual can be up to $1,050,000.00 or 3 times the benefit derived
from the trading, and for a corporate up to 10 times that amount or 3 times the benefit
derived or 10% of the turnover for the company in the year leading up to the trading.
Under the criminal regime, similar to the US the regulator ASIC cannot bring the
proceedings themselves and these are referred to the Commonwealth Director of

Public Prosecutions.

Corporations and prosecution for insider trading

14. In Australia, insider trading charges can be brought against corporations themselves
without officers or directors being subject to proceedings.

15. In the US, it is the actions by the individuals that trigger the intent or recklessness that is
necessary to establish the securities fraud. In criminal insider trading cases in the US,
the defendant has had to have acted willfully. As a result, in the US for a charge of
insider trading to be brought, there must always be an individual who had the requisite
mental state to commence proceedings against a corporation.

16. In Australia, the only thing that is relevant is whether the entity itself had the relevant

knowledge

Salman v United States 2016 137 S. Ct. 420 (2016)

17. Salman v United States 2016 137 S. Ct. 420 (2016) was a case in the US which involved a
Citigroup investment banker who shared information and therefore violated his
confidentiality duties to the investment bank and his clients. He shared information with
his brother knowing that his brother was going to use it to trade securities. The brother
traded securities based on this information and “tipped” a friend, who also used that
information to trade. The friend argued that under a ruling of a lower court, the
investment banker did not share the information for a personal benefit and therefore he
could not be sentences to prison.

18. The Supreme Court then ruled that gifts of information can constitute a personal
benefit as gifting inside information to a trading friend or relative is a breach of loyalty

that when kept secret constitutes securities fraud under Rule 10b-5.

Disclosure
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19.

20.

In the United States, there is no continuous disclosure requirement for publicly traded
or private companies. Publicly traded companies in the United States must disclose
information periodically in quarterly and annual reports filed with the Securities and
Exchange Commission and upon the triggering of certain events enumerated by SEC.
Australia is very different and has continuous disclosure. Listed companies must
disclose all price sensitive information as soon as practicable, subject to limited
exceptions. This is intended to deprive insider information of that insider character.
Information is not required to be disclosed under the continuous disclosure regime for
as long as it is in fact confidential and meets one of the exceptions in the Listing Rules,

for example it concerns an incomplete proposal or negotiation.
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