NOTES
Tippee Assumes a Fiduciary Duty Not to Trade on Material Information Only When Insider Has Breached His Fiduciary Duty to
Shareholders: Dirks v. SEC, 103 S. Ct. 3255 (1983).
On March 3, 1973, Ray Dirks, a securities analyst specializing
in insurance stocks, received information from Ronald Secrist, a former vice president of Equity Funding Corporation of America (Equity Funding), regarding allegations of fraudulent corporate
practices in the company.' Dirks, somewhat skeptical of Secrist's
charges, initiated his own investigation. During his investigation,
Dirks openly discussed the information he had obtained with clients
and other institutional investors.2 Some of the investors who became privy to the alleged fraud at Equity Funding liquidated their
holdings in the company. Dirks urged the Wall Street Journal to
publish a story of the fraud allegations. The Journal declined, fearing that such a story without more significant substantiation would
bring a libel suit.4 Amidst heavy trading and rumors of fraud at
Equity Funding, the company's stock dropped from $26 to $15 per
share within a two-week period.' On March 27th, Dirks presented
what he knew of Equity Funding to the Los Angeles Regional Office
of the Securities and Exchange Commission (SEC).6 The following
day the SEC suspended trading in Equity Funding securities for ten
days. The fraud was finally substantiated when the California and
1. Dirks v. SEC, 103 S. Ct. 3255, 3258 (1983).
2. Id

3. Id Those persons who liquidated their Equity Funding holdings included the following five investment advisers: The Boston Company Institutional Investors, Inc.; John W.
Bristol & Co., Inc.; The Dreyfus Corporation; Manning & Napier; and Tomlin, Zimmerman
& Parmelee, Inc. They sold holdings of more than $16 million. 21 S.E.C. Docket 1401, 1402
n.l (Feb. 3, 1981).
4. 103 S. Ct. at 3258.
5. Id The sharp decline in price, a substantial increase in trading volume, and rumors of fraud at Equity Funding prompted the New York Stock Exchange to halt trading in
Equity Funding securities on March 27, 1973. Id
6. Dirks v. SEC, 681 F.2d 824, 832 (D.C. Cir. 1982).
7. Id
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Illinois insurance authorities impounded Equity Funding's records
and discovered that approximately seventy percent of the assets of
the company's major subsidiary were nonexistent. 8 Subsequent to
an investigation into Dirks' role in exposing the Equity Funding
fraud, the SEC initiated a disciplinary proceeding against Dirks and
five of his institutional clients who sold Equity Funding stock between March 12th and March 27th. 9 The SEC found that Dirks had
aided and abetted violations of section 17(a) of the Securities Act of
1933,10 section 10(b) of the Securities Exchange Act of 1934,11 and
rule lOb-512 by selectively disseminating "inside" information to investors whom he knew were likely to sell their holdings of Equity
8. Id.
9. Id See Boston Co. Institutional Investors, Inc. [1978 Transfer Binder] FED. SEC.
L. REP. (CCH) $ 81,705 (Sept. 1, 1978).
10. 15 U.S.C. § 77q(a) (1982) [hereinafter cited as § 17(a)]. Section 17(a) provides:
(a) It shall be unlawful for any person in the offer or sale of any securities by the
use of any means or instruments of transportation or communication in interstate
commerce or by the use of the mails, directly or indirectly(i) to employ any device, scheme, or artifice to defraud, or
(2) to obtain money or property by means of any untrue statement of a material fact or any omission 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
(3) to engage in any transaction, practice, or course of business which operates or would operate as a fraud or deceit upon the purchaser.
Id
II. 15 U.S.C. § 78j(b) (1982) [hereinafter cited as § 10(b)]. Section 10(b) 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-(b) To use or employ, in connection with the purchase or sale of any security
registered on a national securities exchange or any security not so registered,
any manipulative or deceptive device or contrivance in contravention of such
rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.
Id
12. 17 C.F.R. § 240.10b-5 (1983) [hereinafter cited as rule lOb-5]. Rule lob-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.
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Funding to uninformed public investors.13 The SEC reasoned that
when tippees come into possession of material nonpublic information that "they know is confidential and know or should know came
from a corporate insider," they are under a duty to either disclose or
14
refrain from trading or recommending the securities.
On review, the Court of Appeals for the District of Columbia
Circuit upheld the SEC's decision to censure Dirks for reasons given
by the SEC's opinion.' 5 The United States Supreme Court granted
certiorari in the case and reversed the SEC's decision. The Court
held that a "tippee"' 6 assumes a fiduciary duty to the shareholders
of a corporation not to trade on material nonpublic information or,
in the alternative, not to disclose such information to those likely to
trade on this information, only when the insider has breached his
fiduciary duty to the shareholders by disclosing such information
and the tippee knows or should know there has been a breach.' 7
I.

THE LAW OF INSIDER TRADING PRIOR TO DIRKS

A.

The Pre-1934Approach

One of the earliest cases to speak of a duty to disclose by corporate insiders was Strong v. Repide. 8 There the Court held that corporate insiders (principally officers and directors), when purchasing
securities of the corporation, must disclose any fact or circumstance
within their knowledge and unknown to the selling shareholder
which is of such a nature as to affect the selling price of the stock.' 9
This concept, known as the "special facts doctrine, ' 20 has had a per13. Raymond L. Dirks, Securities Exchange Act of 1934 Release No. 17,480 (Jan. 22,
1981), reprinted in 21 S.E.C. Docket 1401, 1401 (Feb. 3, 1981).

14. 103 S.Ct. at 3259.
15. Id. at 3260.
16. A tippee has been defined as a "person given information by insiders in breach of
trust." Ross v. Licht, 263 F. Supp. 395, 410 (S.D.N.Y. 1967).

17.

103 S.Ct. at 3264.

18. 213 U.S. 419 (1909).
19. Id at 431.
20. See generall, Taylor v. Wright, 69 Cal. App. 2d 371, 159 P.2d 980 (1945), in which
the district court of appeals stated that: the "special facts rule," as respects a director's duty
of disclosure when dealing with stockholders, applies when "special circumstances or facts
are present which make it inequitable for the director to withhold information from the
stockholders, the duty to disclose arises, and concealment is fraud." Id at -, 159 P.2d at
985 (quoting American Trust Co. v. California W. States Life Ins. Co., 15 Cal. 2d 42, 57, 98
P.2d 497, 504 (1940)).
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vasive effect in the area of insider trading. 2 ' The doctrine provided
the conceptual basis upon which liability for insider trading was
predicated prior to the enactment of the federal securities laws. At
the time the special facts doctrine was recognized, the majority rule
was to the effect that officers and directors owed no fiduciary duty to
any shareholders from whom they purchased stock through at arm's
length. No duty of disclosure of facts known to the officer or director existed, and nondisclosure did not constitute either actual or
constructive fraud.22
B.

Insider Trading Under the FederalSecurities Laws

The area of insider trading and disclosure by corporate insiders
was revolutionized in 1934 by the passage of a body of federal securities laws. In response to the stock market crash of 1929 and to
instances of abuse in securities transactions, Congress enacted the
Securities Act of 193323 and the Securities Exchange Act of 193424
which, among other things, set out several antifraud provisions governing the securities market. The leading antifraud provisions of
the federal securities laws are section 17(a) of the Securities Act of
1933,25 section 10(b) of the Securities Exchange Act of 1934,26 and
rule lOb-5 27 which was promulgated on May 21, 1942, by the SEC
pursuant to its authority under section 10(b) named above.
Applying rule lOb-5 in WardLaFranceTruck Corp.,28 the SEC
determined that the rule's provisions are applicable to the situation
where corporate officers and directors purchase stock in the corporation from shareholders who are unaware of some fact or circumstance which would positively affect the price of their shares, and
the purchasing officers and directors fail to apprise the sellers of
these facts or circumstances. More precisely, the SEC determined
that nondisclosure of such material facts or circumstances consti21. See, e.g., Comment, "Wherefore Art Thou, Fiduciary?'" The Securities and[sic/ Exchange Act of 1934 and the Common Law Fiduciary Duly of the Director, 35 U. COLO. L.
REV. 410 (1963); Annot., 84 A.L.R. 615 (1933).
22. Taylor v. Wright, 69 Cal. App. 2d 371, -, 159 P.2d 980, 984 (1945). See also
DuPont v. DuPont, 242 F. 98 (D. Del. 1917).

23.

15 U.S.C. §§ 77a-77aa (1982).

24.
25.
26.
27.
28.

Id. §§ 78a-78kk.
Id. § 77q(a) (1982). See supra note 10.
15 U.S.C. § 78j(b) (1982). See supra note 11.
17 C.F.R. § 240.l0b-5 (1983). See supra note 12.
13 S.E.C. 373 (1943).
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tuted "an act, practice, or course of business which operates or
would operate as a fraud or deceit upon any person, in connection
with the purchase.. . of any security. ' 29 The fraud in this case was
obvious because the officers and directors dealt with the selling
shareholders on a face-to-face basis and their nondisclosure induced
the shareholders to dispose of their stock. 30 However, this theory is
unsuited to impersonal markets such as the major exchanges. In a
typical exchange transaction, the buyer is unknown to the corporate
insider, which precludes inducement by the corporate insider. The
SEC was presented with an opportunity to explain the basis for
fraud in
a faceless transaction on a major exchange in Cady, Roberts
& Co. 3 1
In Cady, Roberts a member of the Board of Directors of the
Curtiss-Wright Corporation disclosed information to a brokerdealer, employed by Cady, Roberts & Company, regarding the reduction in the company's dividend.32 The broker, on the basis of
this information, sold shares of Curtiss-Wright for his discretionary
accounts on the open market prior to any public announcement of
the dividend reduction. The SEC declared that this trading violated
rule lOb-5.33 The conclusion as to the need for disclosure rested on
two elements: (1) "the existence of a relationship affording access to
inside information intended to be available only for a corporate
purpose" 34 and (2) "the inherent unfairness involved where a party
takes advantage of such information knowing it is unavailable to
those with whom he is dealing. ' 31 The SEC set forth a rule to be
used in this context: the insider must either disclose the material
nonpublic information, or if he chooses not to do so, 'he must abstain from trading or recommending the securities. 36 In Cady, Roberts the SEC failed to justify its conclusion that this anonymous
trading, in which there can be found no inducement, constituted
29.
30.

17 C.F.R. § 240.10b-5(c) (1983).
See 13 S.E.C. at 380-8 1. While it may not be readily apparent how the officers' and

directors' actions induced the shareholders to sell their stock, it has been recognized that

where a confidential or fiduciary relationship exists among the parties, full and fair disclosure of all material facts is required. Id See, e.g., W. PROSSER, LAW OF TORTS § 106 (4th
ed. 1971); RESTATEMENT (SECOND) OF TORTS § 551 (1977).
31. 40 S.E.C. 907 (1961).
32. Id at 909.
33. Id at 913.
34. Id at 912.
35. Id

36.

Id at 911.
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fraud under the provisions of rule lOb-5. 37 The implicit justification
in this and other impersonal market cases is that the fraud is on the
marketplace.38 In theory, had the insiders made disclosure to39the
public, marketplace buyers and sellers would not have traded.
The SEC's initial construction of rule lOb-5 was given judicial
credence in SEC v. Texas GulfSulphur Co. I0This opinion not only
fortified but also expanded the "disclose or abstain" concept. The
Second Circuit held that "anyone in possession of material inside
information must either disclose it to the investing public, or, if...
he chooses not to do so, must abstain from trading in or recommending the securities concerned while such inside information remains undisclosed."'" The court reasoned that the disclosure rule
was based in principle upon "the justifiable expectation of the securexchanges
ities marketplace that all investors trading on impersonal
42
have relatively equal access to material information.
Liability under rule lOb-5 not only extends to corporate insiders but also includes their "tippees."'43 Investors Management Co. 14
involved a situation where the tippee, rather than the corporate insider, was acting on material nonpublic information. The SEC concluded that liability under rule l0b-5 would be imposed upon the
tippee to the same extent as applied to insiders conditioned upon the
existence of certain elements. 45 The elements required were that the
information be material and nonpublic; that the tippee, whether he
receives the information directly or nondirectly, know or have reason to know that it was obtained improperly by selective revelation
or otherwise; and that the information be a factor in the tippee's
decision to trade.' The SEC noted that although their decision
might adversely affect the valuable relationship between corporate
37. Id at 913.
38. Langevoort, Insider Trading and the Fiduciary Princple."A Post-ChiarellaRestatement, 70 CALIF. L.REV. 1,7-9 (1982).
39. Id at 8.
40. 401 F.2d 833 (2d Cir. 1968) (en banc), cert. denied, 394 U.S. 976 (1969). Certain

officers, directors, and other insiders, all affiliated with Texas Gulf Sulphur Company, either
personally or through agents, had purchased Texas Gulf Sulphur Company stock on the
basis of material inside information concerning results of core drilling, while such information remained undisclosed to the investing public. Id at 839-40.
41. Id at 848 (emphasis added). See infra note 98.
42. 401 F.2d at 848.
43. 3 L. Loss, SECURITIES REGULATION 1451 (1961).
44. 44 S.E.C. 633 (1971).
45. See id at 641.
46. Id
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management and securities analysts which serves to fill the interstices incorporate analysis, it was also necessary to ensure that there is
no improper use of inside information for noncorporate purposes. 7
In this respect, Commissioner Smith, concurring in the result of Investors Management, cautioned that in their zeal to accomplish the
objectives of rule lOb-5, the SEC must take care not to "over-generalize and thereby . . . penalize or thwart the quest for new knowledge by analysts and researchers. '4 8 Smith urged that the SEC's
enforcement efforts in this area should be aimed at policing insiders
and their actions rather than regulating information per se and its
possession.49 Smith believed that tippee responsibility must be
linked with insider responsibility by a requisite showing that the tippee knew the information was given to him in breach of a fiduciary
duty by the insider not to disclose such information. 0
The holding in Investors Management was tacitly approved in a
leading tippee liability case, Shapiro v. Merrill,Lynch, Pierce,Fenner
& Smith .5' This case differs from those previously discussed in that
it was a private action under rule lOb-5 for the recovery of money
damages rather than an SEC administrative proceeding. In Shapiro
the Second Circuit imposed liability upon certain institutional investors who had been tipped by Merrill Lynch about an impending
decline in the earnings of Douglas Aircraft Company. 2 Merrill
Lynch had acquired the information in connection with the firm's
preparation of an underwriting of Douglas debentures. 5 3 The
court's holding in Shapiro was based chiefly on its decision in Texas
Gulf Sulphur that anyone possessing material nonpublic information must either disclose it to the investing public or refrain from
trading or recommending the securities. 4 The court reasoned that
the tippees were subject to the same duties of disclosure as traditional insiders because of the tippee's access to inside information
47.

Id. at 646. But cf.44 S.E.C. at 646 n.27 (admonishing market analysts against any

use of inside information and suggesting complete and comprehensive disclosure once such
information is obtained).

48.

44 S.E.C. at 649 (Commissioner Smith, concurring).

49.

Id

at 648.

50. Id at 651.
51. 495 F.2d 228 (2d Cir. 1974).
52. Id. at 241.
53. Id. at 231-32.
54. Id. at 236 (quoting SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 848 (2d Cir.
1968)).
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resulting from their contacts. 5 Shapiro also presents another significant problem-the determination of damages in a private action
under rule lOb-5. In order to determine the element of causation,
the Second Circuit relied upon the Supreme Court's language inAffiliated Ute Citizens v. United States 56 The court stated that "'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.'"I Therefore, the obligation to disclose
and the withholding of a material fact satisfy the requisite element
of causation in fact according to the Affiliated Ute standard. 58
C. Chiarella:The Supreme Court's View
Insider trading under rule lOb-5 was first confronted by the
Supreme Court in Chiarellav. United States." Chiarella, employed
by a financial printer, came in contact with announcements of corporate takeover bids. Although the tender offer documents were
coded so as to keep secret the names of the offeror and target companies, Chiarella was able to ascertain the names of the target corporations. Without disclosing this information, he purchased stock
in the targets and then sold it immediately after the tender offer was
made public. 60 In January 1978, Chiarella was convicted of seventeen counts of violating section 10(b) of the Securities Exchange Act
of 1934 and rule lOb-5. 61 In affirming the conviction, the Second
Circuit found that Chiarella owed a duty to disclose his knowledge
of an impending takeover bid to the target companies' shareholders. 62 The court concluded that "[alnyone--corporate insider or
not-who regularly receives material nonpublic information may
not use that information to trade in securities without incurring an
affirmative duty to disclose. ' 63 The Supreme Court reversed
Chiarella's conviction, holding that violations under section 10(b)
55.

495 F.2d at 237-38.

56.

406 U.S. 128 (1972).

57. 495 F.2d 228, 240 (1974) (quoting Affiliated Ute Citizens v. United States, 406 U.S.
128, 153-54 (1972)). But see Fridrich v. Bradford, 542 F.2d 307, 318-20 (6th Cir. 1976).
58. 495 F.2d at 240.
59. 445 U.S. 222 (1980).
60. Id at 224.
61. Id at 225.
62. United States v. Chiarella, 588 F.2d 1358, 1364-65 (2d Cir. 1978).
63. Id. at 1365.
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and rule lOb-5 for failure to disclose do not arise from mere possession of material nonpublic information.' The Court noted that
nondisclosure may operate as a fraud in the securities transaction
actionable under section 10(b). 65 However, such liability is premised upon a duty to disclose which arises from a fiduciary relationship or other similar relationship of confidence and trust between
the parties to a transaction." Thus, the principal focus of the insider trading cases after Chiarella is the existence of a fiduciary relation between the insider (or his tippee) and those with whom he
trades.
The existence of this relationship is standard in those cases involving corporate insiders; however, a tippee of the insider who
trades upon undisclosed information bears no preexisting fiduciary
relationship to the person with whom he trades. The only reference
in Chiarella to tipper-tippee liability appears in a footnote in which
the Court states that tippees are under a duty "not to profit from the
use of inside information that they know is confidential and know or
should know came from a corporate insider. '6 7 The Court further
noted that "[t]he tippee's obligation has been viewed as arising from
his role as a participant after the fact in the insider's breach of a
fiduciary duty. ' 68 This dicta implies that a tippee will be liable
under section 10(b) and rule lOb-5 only if the corporate insider
breaches his fiduciary obligation by disclosing the inside information to the tippee.
II. DIRKS V. SEC
In 1983 the Supreme Court of the United States for the first
time squarely addressed the issue of tippee liability under section
10(b) and rule 1Ob-5 in Dirks v. SEC.69 Ray Dirks received material
nonpublic information regarding fraud at Equity Funding Corporation of America (Equity Funding) from a corporate insider. 70 Dirks,
while investigating the charges, passed along this information of
fraud to institutional investors who in turn traded on such informa64. 445 U.S. at 235.
65. Id at 230.
66. Id at 230-31.
67. Id at 230 n. 12 (citing Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495
F.2d 228, 237-38 (2d Cir. 1974)).
68. 445 U.S. at 230 n.12.
69. 103 S.Ct. 3255 (1983).
70. Id at 3258.
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tion without disclosing their informational advantage. 7 ' The SEC
brought an enforcement proceeding against Dirks for aiding and
abetting violations of section 10(b) and rule lOb-5 charging that he
misused inside information. The SEC concluded that if a tippee receives information which he knows is confidential and which he
knows, or should know, came from a corporate insider, he is under a
duty to disclose the information to the investing public, or, in the
alternative, to refrain from trading or recommending the securities
while such information remains undisclosed.72 The SEC realized,
however, that Dirks played a key role in uncovering the fraud at
Equity Funding, and thus it only censured him.73 The Supreme
Court reversed the decision, holding that one who receives inside
information (a tippee) assumes a fiduciary duty to disclose such material nonpublic information to those with whom he trades, or to
refrain from trading or recommending those securities, only when
the corporate insider has breached his duty to the company's shareholders by divulging the information.74
The Court in Dirks relied primarily upon its holding in Chiarella v. United States which established that an affirmative duty of disclosure does not arise from mere possession of material nonpublic
information.75 Rather there must be some relationship of a fiduciary nature between the corporate insider and those with whom he
trades.76 This concept presents analytical difficulties when applied
to a tippee trading on inside information. In such a situation there
is no preexisting fiduciary duty between the tippee and the people
with whom he trades. In past cases, the courts have established the
principle that the tippees should be subject to the same duty as the
insider. 77 In Dirks, the SEC, in keeping with this principle, maintained that "anyone who knowingly receives nonpublic material information from an insider has a fiduciary duty to disclose before
trading. ' 78 The SEC asserted that Dirks, in tipping potential trad71.
72.

Id
Id

at 3259.

73. Id. at 3259-60.
74. Id at 3264.
75.
76.

445 U.S. 222, 235 (1980). See supra notes 59-68 and accompanying text.
455 U.S. at 228-29.

77. See, e.g., Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d 228, 237
(2d Cir. 1974); SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 852-53 (2d Cir. 1968); Ross v.
Licht, 263 F. Supp. 395, 410 (S.D.N.Y. 1967); Investors Management Co., 44 S.E.C. 633, 641
(1971).
78. 103 S.Ct. at 3262.
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ers, breached a duty which he had assumed as a result of receiving
confidential information from corporate insiders.7 9 The Court rejected this position noting that this was essentially the approach disapproved of in Chiarella. 80 The Court reaffirmed the notion that a
"'duty [to disclose] arises from the relationship between the parties
and not merely from one's ability to acquire information because of
his position in the market.' "81 Rather, the Court, drawing from the
sole reference to tippee liability in Chiarella, concluded that a "tippee's duty to disclose or abstain is derivative from that of the insider's duty." 82 The Court also depended on the statement in
Chiarella that the tippee's obligation to disclose or abstain could be
viewed as arising from his role as a participant after the fact in the
insider's breach of a fiduciary duty.83 Thus, the Court concluded a
tippee has a duty not to trade on inside information only when the
insider has breached his fiduciary duty by disclosing the information and the tippee knows or should know there has been a breach
by such disclosure. 4
The Dirks majority stated that in determining whether a duty
has been breached, one must look at any pecuniary or reputational
benefit conveyed upon the insider by disclosing the inside information to the tippee.8 This standard for breach was identified by the
SEC in Cady, Roberts. 6 In that case, the SEC recognized that a
significant purpose of the federal securities laws was to eliminate the
use of inside information for personal gain.87 This approach to tippee responsibility is essentially the one Commissioner Smith stated
in Investors Management.88 He suggested that the focus in the rule
lOb-5 case should be on policing insiders and their actions rather
than on policing information per se and its possession.89
The dissent in Dirks argued that a breach of fiduciary duty consists of taking some action disadvantageous to the person to whom
79. Id
80.

Id

81. Id at 3263 (quoting ChLiarella v. United States, 445 U.S. 222, 231 n.14 (1980)).
82. 103 S. Ct. at 3264.
83. Id. (citing ChiareUa v. United States, 445 U.S. 222, 230 n.12 (1980)).
84. 103 S. Ct. at 3264.
85. Id at 3265-66.
86. Cady, Roberts & Co., 40 S.E.C. 907 (1961).
87. Id at 912 n.15.
88.

44 S.E.C. 663 (1971). See supra notes 48-50 and accompanying text.

89.

44 S.E.C. at 648.
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the duty is owed.90 Therefore, the corporate insider's actions, which
were clearly disadvantageous to Equity Funding shareholders, constituted a breach of his fiduciary obligation and accordingly Dirk's
subsequent recommendations to those likely to trade in the stock
were violative of Dirks' duty to disclose or abstain. The dissenting
opinion viewed Dirks as inconsistent with the principle established
in Mosser v. Darrow.9 In Mosser a reorganization trustee allowed
two employees of subsidiaries to the companies being reorganized to
trade in securities of the companies in exchange for certain services
essential to the successful operation of the trust.92 The employees
utilized inside information and converted their inside positions into
large profits. 93 The Supreme Court recognized that the trustee did
not intend to or did he actually benefit from the arrangement. 94
However, the Court found these considerations irrelevant and held
that the trustee had violated his fiduciary duty to the beneficiaries
by creating an interest in the employees which was adverse to the
trust. 95 Thus, the dissent in Dirks contends that the question of duty
should not be addressed to the insider's motives, but rather to his
actions and the consequences on the shareholder. This view necessarily rejects the majority's position in Dirks that personal gain is an
element of the breach of a fiduciary duty.96
A.

The FiduciaryPrincipleand the Duty to Disclose
The Supreme Court in Dirks goes a long way in reestablishing
that, in the securities regulation field, a duty arises from the relationship between the parties and not merely from one party's informational advantage over the other. Disclosure is based on the fact
that one party possesses certain information which the other party
has the right to know because of a fiduciary or other similar relationship of trust and confidence between them.97 The previous rule,
enunciated in Texas GulfSulphur, held that anyone in possession of
90.
91.

103 S. Ct. at 3272 (Blackmun, J., dissenting).
341 U.S. 267 (1951).

92. Id at 268-69.
93. Id at 269-70.
94. Id at 275.

95.
96.
97.

Id at 272.
103 S. Ct. at 3271 (Blackmun, J., dissenting).
RESTATEMENT (SECOND) OF TORTS § 551(2)(a) (1976). Section 551(2)(a) reads as

follows:

(2) One party to a business transaction is under a duty to exercise reasonable care
to disclose to the other before the transaction is consummated, (a) matters known
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material inside information must either disclose or abstain from
trading. 98 This broad disclosure policy encompasses a large spectrum of persons possessing inside information and conceivably includes market analysts, who by their very nature possess material
nonpublic information. One of the primary concerns of the Court in
Dirks was that the adoption of the broad disclosure policy of Texas
Gulf Sulphur and of subsequent cases would serve to inhibit the

market analyst in his search for information.99 The SEC has expressly recognized that market analysts' efforts to ferret out and analyze information significantly enhance market efficiency in pricing
and thus their work accrues to the benefit of all investors.1l°

The

Court's rejection of the SEC's view raises two pressing points. First,
the Dirks decision, when viewed in tandem with Chiarella, repre-

sents a declaration of liability parameters by the courts in the area
of insider tippee trading which are far less inclusive than the parameters established by the SEC in this area. Second, Dirks is illustrative of a lack of deference paid to the SEC, the administrative

agency charged with maintaining and policing efficient capital markets. Thus, the decision, which rejects the SEC's views on the scope
of tippee trading liability, appears to run counter to the well recog-

nized principle that an agency charged with administration of a statute will be accorded substantial deference in its interpretation of
such statute.'i0 These two closely related observations have been
to him that the other is entitled to know because of a fiduciary or other similar
relation of trust and confidence between them ....
Id
98. 401 F.2d 833, 848 (2nd Cir. 1968). The court noted that an insider is not always
precluded from trading in his own company's securities, but rather that his duty to disclose
information and to refrain from dealing in his company's securities arises in "'those situations which are essentially extraordinary in nature and which are reasonably certain to have
a substantial effect on the market price of the security if [the extraordinary situation is]
disclosed.'" Id (quoting Fleischer, Securities Trading and Corporate Information PracticesThe Implications of the Texas Gulf Sulphur Proceeding, 51 VA. L. REV. 1271, 1289 (1965)).
However, the court went on to say that if a fact was deemed material, then such fact must be
disclosed to the investing public before the insider begins trading in his company's securities.
The court noted that in determining materiality, it is important to inquire whether a reasonable investor would consider the fact important to his investment decision. According to the
Second Circuit, this includes any fact which upon reasonable consideration, might affect the
price of the company's stock. 401 F.2d at 849.
99. 103 S. Ct. at 3263.
100. Id at 3263 & n.17.
101. See Blum v. Bacon, 457 U.S. 132, 141 (1982); Federal Election Comm'n v. Democratic Senatorial Campaign Comm., 454 U.S. 27, 37 (1981).
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°2

"ParticipantAfter the Fact'" The Derivative Breach Theory

While the Dirks court drew from several basic sources to reach
its conclusion, the single most influential source was the Chiarella
opinion and more specifically the footnote making reference to the
tippee as a participant after the fact in the insider's breach of a
fiduciary duty. 10 3 It has been suggested by commentators that if the
"participant after the fact" theory is interpreted as the sole basis for
tippee liability, then the theory significantly departs from prior
law. °4 However, the general thrust of Chiarella is the recognition
of a duty based on the relation of a fiduciary nature between the
parties, and in this respect Dirks represents the logical next step by
requiring the fiduciary to breach his duty before liability is imposed
upon the tippee. The majority based its opinion in part upon the
theory of Commissioner Smith in Investors Management.0 5 Smith
believed tippee responsibility should relate back to insider responsibility by a showing that the tippee knew the information disclosed to
him was done so in breach of a fiduciary duty by the insider not to
disclose the inside information."° Smith was concerned that overzealous enforcement of rule lOb-5 without this necessary link could
curb information gathering by market analysts and discourage other
7
market professionals from searching for new information.a
The basis for the Dirks decision rests on a simple yet logical
concept: If the first order tipper, the corporate insider, has not
breached his fiduciary duty to the shareholders by disclosing material nonpublic information and thus has not violated section 10(b)
or rule lOb-5, no policy of the antifraud provisions of the federal
securities laws is served by attaching liability to the recipient of such
information. However, some commentators believe that this formu102. See Lowenfels, Recent Supreme Court Decisions Under the FederalSecurities Laws:
The Pendulum Swings, 65 GEO. L.J. 891, 919-23 (1977); Whitaker & Rotch, The Supreme
Court and the Counter-Revolution in Securities Regulation, 30 ALA. L. REv. 335, 393-94

(1979).
103.

445 U.S. at 230 n.12.

104. Levine, Ferrigno, Watters & Mann, Insider Trading- A Forty-Eight Year Assessment, 14 INST. ON SEC. REG. 451, 471 (1982) [hereinafter cited as Levine].

105.
106.

See supra notes 44-50 and accompanying text.
44 S.E.C. at 651.

107.

Id

at 649.
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lation of tippee liability can produce anomalous results. I0 8 For example, a corporate insider may disclose inside information to two
individuals, one for a legitimate purpose and one in order to facilitate trading. If both parties trade on this information, the former
would not be liable under rule lOb-5, while the latter would be in
spite of the fact that they both traded while in possession of the
same information which they obtained from the same source.'°9
III.

INSIDER TRADING IN THE WAKE OF DIRKS

The true extent of the Court's holding in Dirks has yet to be
realized. The decision significantly narrows the broad disclosure
policies of Texas Gulf Sulphur and Shapiro. No longer will mere
possession or access to inside information serve as a basis for tippee
liability. According to Dirks, if the insider does not first breach his
fiduciary duty by disclosing, then the tippee may trade on the information without reprisal.
A.

Economic Considerations

Although this means of regulating tippee trading may appear
inefficient and inappropriate, at least one commentator has suggested its beneficial economic reverberations." ' As William L.
Cary, former Chairman of the SEC, has stated, "there has been too
much dominance of lawyers and legal thinking in the work of the
Securities and Exchange Commission.

.

.

. The Commission can

never afford to be without economic as well as legal counsel."'
One particularly applicable theory in this regard, as propounded by
Professor Anthony Kronman, states as its main proposition that information is a commodity and as such, a premium attaches to its
108. Levine, supra note 104, at 471.
109. Id
I10. See H. MANNE, INSIDER TRADING AND THE STOCK MARKET 1-4, 86-90, 102-03,
131-32, 138-41 (1966). C. Schotland, Unsafe at Any Price.A Reply to Manne, Insider Trading and the Stock Market, 53 VA. L. REV.1425 (1967) (arguing that insider trading produces
unbeneficial economic effects as well as a lack of confidence by the general investing public
in the securities market; suggesting that the approach to insider trading should be a more
vigorous and comprehensive frontal attack by the SEC). But see Manne, Insider Trading and
the Law Professors, 23 VAND. L. REv. 547 (1970).
111. Cary, Foreword to S. ROBBINS, THE SECURITIES MARKETS: OPERATIONS AND ISSUES at vii (1966) quoted in Heller, Chiarella, SEC Rule 14e-3 and Dirks: "Fairness"versus
Economic Theory, 37 Bus. LAw. 517, 517 n.4 (1982), Wu, An Economist Looks at Section 16
of the Securities Exchange Act of 1934, 68 COLUM. L. REV. 260, 260 (1968).
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production." 2 As long as an individual deliberately produces information, as opposed to acquiring the information casually, its possessor should be able to enjoy the benefits of having and using it.
However, if a general duty of disclosure is imposed, the individual
has an incentive to curtail or cease entirely his production of information in the future. The impetus for production--exclusive rights
to the benefits and use of the information-will have been decreased
significantly by the imposition of a broad general duty of disclosure." 3 Ray Dirks' situation may be likened to one where an individual deliberately causes information to be produced. Initially, he
was tipped by a corporate insider, thus representing casual acquisition of information; however, before he divulged any information to
his institutional investors he invested time and money in an effort to
corroborate the veracity of the insider's allegations. Therefore, in
keeping with the economic principle of allocative efficiency, Dirks
has the right to utilize the information by virtue of his investment in
its production. A major criticism of this theory is that, in the insider-tippee trading context, the information is more often than not
4
acquired without expense of time or money."
B.

The "Unique Facts" Rationale

The holding in Dirks may be rationalized as a reaction to the
unique facts presented by the case. Dirks had three options with
regard to his knowledge of fraud at Equity Funding: (1) he could
have kept quiet and allowed the fraud to continue, (2) he could have
disclosed the charges to the investing public and faced possible libel
or slander charges if his information was incorrect, or (3) he could
have divulged his information of fraud at Equity Funding to the
regulatory agencies. Previous attempts had been made to induce the
SEC to investigate Equity Funding on these same allegations, but
no response occurred. However, Dirks chose to bypass these conventional options and passed along his findings to institutional investors. When these investors began moving large blocks of stock,
the authorities were alerted to the trading irregularities and the desired result was achieved-Equity Funding was exposed. Despite
his unorthodox methods, Dirks was a major force in bringing the
112.
STUD.

113.
114.

Kronman, Mistake, Disclosure, Information, and the Law of Contracts, 7 J.

1, 13-16 (1978).
Id.
See id at 34.
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Equity Funding fraud to light. Realistically, the method which he
chose to disclose the fraud was his only real choice. His conventional alternatives presented him with the possibility of civil penalties for libelous statements, inaction by the regulatory agencies, and
willfull blindness to a major fraud being perpetrated on the Equity
Funding shareholders. Viewed in this light, the holding in Dirks
may be responsive to the special circumstances involved and may be
limited or restricted in subsequent applications to different factual
settings.
A final issue raised is the questionable viability of the standard
for insider breach laid down by the Court in Dirks. Whether the
insider derives any benefit directly or indirectly by disclosing the
information is the determining factor in defining a breach of fiduciary duty. 115 The dissenting opinion criticizes the employment of
this test as engrafting a motivational requirement on the fiduciary
duty doctrine.' 16 Only future judicial determinations will define the
subjective limits of this test. Until then, the insider may rightfully
be wary of disclosing information for any purpose not patently
altruistic.
C. Postscrit The Insider Trading Sanctions Act of 1983
On September 19, 1983, the United States House of Representatives passed the Insider Trading Sanctions Act of 1983.117 The provisions of the bill seek to amend the Securities Exchange Act of 1934
to permit the SEC to seek an order in district court requiring the
violator, or anyone who aided or abetted the violation, to pay a civil
penalty of up to three times the profit gained or loss avoided as a
result of the unlawful transaction whenever it appears that any person has traded in securities while in possession of material nonpublic information." 8 The widespread increase of inside trading
violations, coupled with an aggressive enforcement policy by the
current SEC, has sparked a need for legislation such as this. 1 9
After the bill had been referred to committee, the Dirks decision was handed down. The Committee Report specifically ad115.
116.
117.
S. 910,
118.
119.

103 S.Ct. 3255, 3265 (1983).
Id at 3268 (Blackmun, J., dissenting).
H.R. 559, 98th Cong., 1st Sess. (1983) (companion bill introduced in the Senate as
98th Cong., 1st Sess. (1983)).
H.R. 559, 98th Cong., 1st Sess. (1983).
H.R. REP. No. 355, 98th Cong., Ist Sess. 5-6 (1983).
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dresses the impact that the opinion might have on the SEC's
enforcement actions. In considering Dirks, the Committee questioned whether the decision "might limit the Commission's ability to
pursue inside trading cases and whether, in light of the decision, the
Committee should add. . . a definition of insider trading for purposes of other Commission remedies, as well as for the civil penalty
provided in the legislation."'' 20 The Committee did not add such a
definition, believing that Dirks was of limited precedential value
due to its unique facts.12' Therefore, the Committee concluded that
Dirks, if properly and narrowly construed by the courts, would not
unduly interfere with the SEC's inside trading enforcement program.'2 2 However, the Committee realized that the extent of the
impact of Dirks depends on future judicial interpretations of the decision. Therefore, the Committee directed the SEC to monitor the
effects of Dirks for two years and report to the Committee at the end
of each year. The SEC's report is to contain: "(1) the number of
insider trading cases brought, settled, and tried; (2) the proposition
for which counsel cites Dirks in representation of clients accused of
insider trading; and (3) a summary and analysis of lower court decisions citing and interpreting Dirks.' ' 23
IV.

CONCLUSION

The Supreme Court in Dirks v. SEC'24 held that a tippee "assumes a fiduciary duty to the shareholders of a corporation not to
trade on material nonpublic information only when the insider has
breached his fiduciary duty to the shareholders by disclosing the information to the tippee and the tippee knows or should know that
there has been a breach."'' 25 The Court further stated that the standard for determining a breach was whether the insider derived any
benefit directly or indirectly by disclosing the information to the tippee.' 26 The Court relied primarily upon the principle that an affirmative duty of disclosure arises from the existence of a fiduciary or
other similar relationship of confidence and trust between the par120.
121.

Id
Id

at 14.
at 14-15.

122. Id at 15.
123. Id
124.

103 S. Ct. 3255 (1983).

125. Id at 3264.
126. Id at 3265.
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ties.' 27 The ordinary tippee has no preexisting fiduciary relationship
with the shareholders of the corporation in whose securities he
trades. Thus, the tippee's obligation to disclose or abstain has been
viewed as arising from his role as a participant after the fact in the
insider's breach of his fiduciary duty to the shareholders not to disclose the material nonpublic information.'28 Therefore, tippee responsibility is derivative from that of the insider's fiduciary
responsibility.
The holding in Dirks raises several issues as to its successful
application in subsequent cases. First, the SEC's views in this area
have been rejected. The SEC is the agency with expertise in this
field and recent decisions of the courts have refused to accord the
agency with the substantial deference usually given to an authoritative body. The SEC is in a position to promulgate rules and regulations which may subvert or circumscribe the holding of this case.
Second, the decision tends to curb the power of the SEC to reach
tippees. However, as noted above, the rules which the SEC may
pass pursuant to their legislative grant under section 10 of the Securities Exchange Act of 1934 may expand the scope of tippee liability.
In addition to the SEC's efforts in this area, the recent passage by
the House of the Insider Trading Sanctions Act of 1983 indicates
that Congress is cognizant of the SEC's difficulties in policing insider trading violations. Third, the test for determining a breach is
subjective and open-ended and, as pointed out by the dissent in
Dirks, was previously rejected by the Supreme Court as a determinant of a fiduciary duty. Finally, there remains the possibility that
the Dirks decision is simply a reaction to its unusual factual situation. The Court may well have been influenced by the fact that
Dirks, an individual who presumably possessed laudable motives,
sought to expose the fraud at Equity Funding and, in doing so, encountered resistance from both the media and the regulatory agencies. Despite these doubts about the precedential value of Dirks, the
decision has much merit. From an economic standpoint, the industry of creating information (market analysis) is better protected
under this decision than under the broad disclosure standards of the
past. The market professionals who earn a living by the deliberate
production of information should be accorded first rights of use and
benefit of the fruits of their labors. By allowing the analysts to use
127.
128.

Id at 3261 (citing Chiarelia v. United States, 445 U.S. 222, 228 (1980)).
103 S. Ct. at 3264.
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information produced, the incentive for information gathering remains intact and the work of the analyst accrues to all investors. In
addition, Dirks solidifies the traditional notion that an affirmative
duty to disclose an informational advantage must be predicated
upon an extraordinary relationship between the parties, that of a
fiduciary or confidential nature.
Randy L. Agnew

