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A [DISISEMBLANCE OF PRIVIrY
I. INTRODUCTION

In 1934, not long past the trough of the Great Depression, Congress
passed and the President signed the Securities Exchange Act. ' The Act was
aimed at restoring confidence in the securities market by combating fraud.
Sections 10(b) and 16,2 in particular, were written to address market
manipulation and insider trading, respectively. As section 16 turned out to
be ineffective to combat insider trading on its own, section 10(b), and
specifically Rule lOb-5 3 promulgated by the Securities Exchange
Commission (SEC) under the authority of the 1934 Act, gradually became
the chief weapon against insider trading. Whereas section 16 provided for
recovery by a corporation of gains realized by certain insiders from trades in
it stock,4 section 10(b) apparently did not provide for any recovery by the
defrauded, but only for government actions against the insider. The courts,
however, recognizing both that the government could not effectively act
against every inside trader and that those harmed deserved to recover
damages, gradually implied a private cause of action under section 10(b).
Unlike section 16, however, with its clear limits on who could recover
against whom, section 10(b) had no such limits because the drafters had not
contemplated the defrauded acting as private attorneys general.5 The courts
therefore developed limits on the action, including limits on the potential
group of plaintiffs. Among the limits was a "contemporaneous trader
requirement," a kind of surrogate for privity in the impersonal securities
market.6 Congress, in recognizing and codifying the private right of action
in 1988,' also codified the contemporaneous trading requirement.'
Codification was obviously unnecessary, given the extant judicial
decisions. The decision to codify the contemporaneous trader requirement,
however, was not just unnecessary, but also unwise. The contemporaneous
trader requirement itself was never easy to apply; absent real privity it was
essentially indeterminate. Worse, it ignored both the complexities of
causation in a modem securities market and the real harms of insider trading.
'Securities Exchange Act, ch. 404, tit. 1,48 Stat. 881 (June 6,1934) (codified as amended
at 15 U.S.C.A. § 78a (West 1977)).
'Id.§§ 78j(b), 78p.
317 C.F.R. § 240.10b-5 (1997).
'Section 16(b) provides for an insider's disgorgement of gains resulting from his purchase
and sale of the company's securities within six months. It applies only to trades by officers,
directors, and beneficial owners of more than 10% of any equity security. 15 U.S.C.A. § 78p(b)
(West 1997).
5
1d. §§ 78p, 78j(b).
'See infra Part II.B.
715 U.S.C. § 78t-l(a) (1994).
alad
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Still worse it created an obstacle to efficient deterrence of the very act for
which the private right was discovered - insider trading.
The contemporaneous trader requirement should be replaced with a
more appropriate designation of who is allowed to bring a private action for
insider trading. This article will discuss the concerns that gave rise to the
contemporaneous trader requirement and various alternatives for addressing
them. It argues that the alternative chosen by the courts and Congress, the
contemporaneous trader requirement, does not satisfactorily address those
concerns. Those concerns are better addressed by a different alternative,
which expands the availability of the private action, but provides a cap for
damages. 9
Part 11 begins with a background section on the concerns that gave rise
to the contemporaneous trader requirement and other alternatives the courts
could have chosen for dealing with those concerns. Part 1I also reviews the
adoption of the contemporaneous trader requirement by the courts and the
legislature. One section reviews the cases in which the requirement was
initially developed and summarizes subsequent judicial development of the
principle. It points out that the requirement was flawed from its creation,
poorly addressing the concerns it was created to alleviate. The next section
reviews a different alternative for addressing those concerns, that adopted in
the American Law Institute's proposed Federal Securities Code. The final
section of Part I discusses Congress's adoption of the contemporaneous
trader requirement as part of the express private right of action in the Insider
Trading and Securities Fraud Enforcement Act of 1988 (ITSFEA). Part I
discusses in greater detail what happens when an insider trades and the
practical problems of causation and harm. It points out that the alternative
the courts and Congress chose to address those issues fails to do so
appropriately. Part IV goes on to explore a range of possible alternatives to
the contemporaneous trader requirement. It recommends that the
requirement, which currently restricts the private right of action to those
trading on the same day as, or within a few days of, the defendant insider, be
replaced by a doctrine opening the private action to all those who traded
after the insider and prior to public disclosure of the information.

9This combination of a broader eligibility to bring suit and damage caps is not new. It is
the rule proposed by the American Law Institute in its Federal Securities Code. FEDERAL
SECURIIEs CODE (ALI 1980). See infra Part II.C.l. Others have criticized the contemporaneous
trader requirement. See, e.g., ROBERT C. CLARK, CORPORATE LAW § 8.10.5, at 336-37 (1986)
(reasoning that the compromise position represented by the contemporaneous trader rule "appears
to make an irrational distinction between public traders who can and cannot be plaintiffs"). What
this article adds is a systematic critique of the current standard in terms of the very justifications
offered for it by the courts that developed it.

A
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II. DEVELOPMENT OF THE CONTEMPORANEOUS TRADER REQU

MENT

A. Introduction to the ContemporaneousTraderRequirement:
The Problems it Was Createdto Address, Alternative Solutions,
and Why the RequirementIs an UnsatisfactorySolution
The prohibition of insider trading is an established part of the
American legal landscape. The Supreme Courts June 1997 decision in
UnitedStatesv. O'Hagan0 indicates that it is alive and well. Insider trading
is generally defined as trading on the basis of nonpublic information by

individuals who learned of the information by virtue oftheir position within

the company.11 As with other varieties of securities fraud, the law of insider
trading reflects a struggle to define the contours of a statutory violation that,
while resembling certain common law concepts, differs in fundamental ways
from common law approaches to liability and compensation.12 One aspect
of that struggle involves the theoretical basis of the insider's violation, in
particular the issues of factual and legal causation of actual loss. 3 This is

one source of contention and confusion. Another is the existence and scope
of a private right of action, in particular the potential scope of a defendants

liability for damages to plaintiffs.14 The struggle over these issues of
10521 U.S. 642 (1997).
"The Supreme Court recently stated the basic theory of insider trading liability:
Underthe "traditional" or"classical theory" of insidertrading liability, §10(b) and
Rule lOb-5 are violated when a corporate insider trades in the securities of his
corporation on the basis of material, nonpublic information. Trading on such
information qualifies as a "deceptive device" under §10(b), we have affirmed,

because "a relationship of trust and confidence [exists] between the shareholders
ofa corporation and those insiders who have obtained confidential information by
reason oftheir position with that corporation." That relationship, we recognized,
"gives rise to a duty to disclose [or to abstain from trading] because of the
'necessity ofpreventing a corporate insider from... tak[ing] unfair advantage of...
uninformed... stockholders."'
l at 651-52 (quoting Chiarella v. United States, 445 U.S. 222, 228-29 (1980)). The prohibition
"applies not only to officers, directors, and other permanent insiders of a corporation, but also to
attorneys, accountants, consultants, and others who temporarily become fiduciaries of a
corporation." Id. (citing Dirks v. SEC, 463 U.S. 646, 655 n.14 (1983)). The discussion in this
article is limited to the case where the insider traded on a national securities market.
2
Some ofthe concepts that have proven to be problematic in the securities market context
are reliance, causation and standing. Courts have adapted these elements in an attemptto give force
to the law while maintaining some requirement of a causal link. See infra Part Im.
13Id

'The decisions in which the contemporaneous trader requirement originated reflect a
concern with the extent of liability because of the possibility of excessive damages. See, e.g.,
Wilson v. Comtech Telecomm. Corp, 648 F.2d 88, 94 (2d Cir. 1981) (stating a concern with
extending the period of liability because that "could make the insider liable to all the world");
Fridrich v. Bradford, 542 F.2d 307,323 (6th Cir. 1976) (Celebrezze, J., concurring) (discussing the
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causation and scope of liability is reflected in the development of the
contemporaneous trader requirement. This is the requirement that to be
eligible to bring a private action to recover for insider trading, a person must
have traded contemporaneously with the insider. The contemporaneous
trader requirement evolved in the courts 5 and was later adopted by
Congress. 6 Though the requirement was created to address real difficulties
in the law of insider trading, it is an inappropriate and unnecessary resolution
of the problems posed by the complexity of causation in the market setting
and the nature of the harm caused by insider trading. 7 This requirement
renders the private action inadequate as both a legal and a policy tool.

importance of"defining the scope of civil liability under [R]ule 10b-5 in an open market context").
Later courts express concern about the extent of liability in terms ofthe great number of possibly
baseless suits a defendantmay have to defend against. See Neubronnerv. Milken, 6 F.3d 666,67071 (9th Cir. 1993). Both policy concerns have led courts to narrow the group ofpotential plaintiffs.
See infra Part II.B.
"The case most often cited for this requirement is Wilson v. Comtech Telecomm. Corp.,
648 F.2d 88 (2d Cir. 1981). Wilson cites to a concurrence in an earlier case, which is itself often
cited for the requirement. See Fridrich,542 F.2d at 323 (Celebrezze, J., concurring). See also
Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d 228,237 (2d Cir. 1974) (holding
that "defendants owed a duty... not only to the purchasers of the actual shares sold by defendants
... but to all persons who during the same period purchased... [the] stock in the open market
without knowledge"); O'Connor & Assocs. v. Dean Witter Reynolds, Inc., 559 F. Supp. 800, 803
(S.D.N.Y. 1983) (following Shapiro and Wilson, holding that "the duty to 'disclose or abstain' is
owed not only to those who trade directly with the possessor of inside information, but in general
to those who trade 'during the same period' as, or'contemporaneously' with, the possessor of inside
information").
't°he judicially created contemporaneous trader requirement was adopted by Congress in
the Insider Trading and Securities Fraud Enforcement Act of 1988 (ITSFEA). Insider Trading and
Securities Fraud Enforcement Act of 1988, Pub. L. No. 100-704, 102 Stat. 4677 (1988) (codified
at 15 U.S.C. §§ 78c(a), 78o, 78t-1, 78u(a), 78u-1, 78if(a), 78kk, 80b-4a (1994)). The implied right
of action remained undisturbed by the Act. 15 U.S.C.A. § 78t-l(d) (West 1997), quoted infranote
257.
The requirement has been discussed in detail by William KS. Wang, in an article published
the year before the Insider Trading and Securities Fraud Enforcement Act of 1988 was passed.
William K.S. Wang, The "Contemporaneous" Traders Who Can Sue an Inside Trader, 38
HASTINGS L.J. 1175 (1987). See also WILLIAM K.S. WANG & MARC I. STEINBERG, INSIDER
TRADING ch. 6 (1996) (discussing the contemporaneous trader requirement).
The Supreme Court has not decided the issue of who may sue in an implied action for
damages. See id. § 6.1, at 395.
"'As mentioned supra Part I, it is also an obstacle to an efficient level of deterrence of
insider trading and an awkward standard to apply; it admits of no rational application. Perhaps in
part because of this, courts have come to apply it in the narrowest way possible, essentially
recreating a privity requirement for private insider trading actions. For a critique of the deterrent
and compensatory effects ofthe current scheme ofdamages in securities class action suits, see Janet
Cooper Alexander, RethinkingDamages in SecuritiesClassActions, 48 STAN. L. Rv. 1487 (1996)
(noting that the current scheme of damages does not advance the goals of the securities law, but on
the contrary, hinders them; limiting discussion to cases where defendant has not traded, and
therefore excluding insider trading as requiring a modification of the analysis presented).
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Once courts implied a private right of action, the question arose as to
who could bring suit. Initially, courts chose privity. Because the courts
initially implied the private action under the tort principle that anyone
harmed by a violation of a statute could sue to redress the harm,18 it seemed
sensible to follow the tort requirement at the time of showing privity
between the parties. This meant that only the person who had traded with
the defendant insider could bring suit." Privity is an ineffective standard
when trading takes place on an anonymous securities market, as it is
unreasonable to require potential plaintiffs to prove they had actually traded
with the defendant insider. 0 Not only would privity be difficult (if not
impossible) to prove," any matching of purchase and sale orders for
particular shares of stock would be largely fortuitous.' Privity could not be
demonstrated in the majority of cases where insider trading had occurred.'

A privity requirement would substantially prevent private enforcement of the

prohibition against insider trading.2 4 Although public enforcement by the
SEC would not be inhibited by a requirement that private plaintiffs prove
privity, it was believed that the SEC did not have adequate resources to
provide enforcement at levels sufficient to deter insider trading.' The
conclusion of many was that private enforcement is a necessary complement
to SEC enforcement, and that the objectives of the law could not be fully
achieved if privity were required of private plaintiffs.

lsSee ARNOLD S.JACOBS,LmGAnONANDPRACCEUNDERRULE lOb-5, § 8.02[a] (1997)
(citing RESTATEMENT OF TORTS), and sources cited therein.
"9See, e.g., Joseph v. Farnsworth Radio & Television Corp., 99 F. Supp. 701, 706
(S.D.N.Y. 1951) ("A semblance of privity between the vendor and purchaser of the security in
connection with which the improper act, practice or course of business was invoked seems to be
requisite...."), affdpercuriam,198 F.2d 883 (2d Cir. 1952). Courts no longer require privity for
a private action under Rule 1Ob-5.
"See, e.g., William H. Painter, Inside Information: GrowingPainsforthe Development
of FederalCorporationLaw UnderRule lOb-5, 65 COLUM. L. REv. 1361, 1372 (1965).
21
id.
"See Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d 228, 236 (2d Cir.
1974) (citing Painter, supranote 20, at 1372, 1377-78). See also Louis Loss, Introductionto
FEDERAL SECUrrIES CODE at xlix (ALI 1980) (quoted infra note 225).
"The exception to this is the case offace-to-face trading, in which the plaintiffknows with
whom he traded. Even where privity can be shown, however, it is not clear that those in privity are
the ones harmed by the insider's trades. See infra Part H.
"See CLARK, supra note 9, § 8.10.6, at 337 (stating that "[w]ithout... (the rejection of
privity], the Rule 1Ob-5 class action could hardly have developed").
"'See,e.g., Basic Inc. v. Levinson, 485 U.S. 224,230 (1988) ("Judicial interpretation and
application, legislative acquiescence, and the passage oftime have removed any doubtthat aprivate
cause of action exists foraviolation of§ 10(b) and Rule 10b-5,and constitutes an essential tool for
enforcement ofthe 1934 Act's requirements."). This is still a commonly held position. See Donald
C. Langevoort, CappingDamagesforOpen-MarketSecuritiesFraud,38 ARIZ. L. REv.639, 652
(1996) (assuming necessity of private action).

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 24

If privity is not required, however, the issue remains as to how far the
connection between defendant's actions and plaintiffs harm should be
attenuated. In any given period there may be thousands of people trading in
the shares of a single security. If an insider trades on inside information, and
privity is not required, then each of those persons is a potential plaintiff who
could sue the inside trader. If all those traders can bring suit, the insider's

liability could be astronomical in comparison with any profit realized by the
illicittrading. At the pole of strict privity, the policies against insider trading
would be inadequately realized through loss of the impact of the private
action. At the opposite pole of no privity, the system becomes too loose,
with a serious risk of unintended Draconian results that would cause their
own injustices.' Anyone trading in the same security as the insider would
have a right of action.
The abandonment ofprivity left courts with two concerns. First, they
had to consider what causal link should be required between a potential
plaintiffs harm and a defendant's conduct (and therefore what harm should
be legally cognizable).27 Second, they had to address the fear that the private

requirement, would leave
right of action, no longer confined by a privity
28

"'defendants... liable to all the world."'
These two concerns are related. Each informs the other; both are
rooted in the theoretical and practical difficulties of pinning down causation
and harm in the insider trading context.29 The question of what harms will
be legally cognizable will be answered in part based on ajudgment about the

'For an example of this, see infra Part II.C.I.c.
%'doing this, the courts were trying to identify those persons harmed by the conduct that
violated the statute under which the private action was implied. As noted, in early cases, the private
right was implied on a tort theory, according to which 'a person injured by a violation of a statute
enacted for his benefit is entitled to sue... and recover... damages."' JACOBS, supranote 18,
§ 8.02[a] (quoting Astor v. Texas Gulf Sulphur Co., 306 F. Supp. 1333, 1340 (S.D.N.Y. 1969)).
The concept of causation of harm from insider trading can be confusing. Two types of
causation are necessary for a private action. The first has to do with the causal link between the
defendant's actions and plaintiff's decision to trade. It has been referred to as "transaction
causation." See Wilson v. Comtech Telecomm. Corp., 648 F.2d 88, 92 n.7 (2d Cir. 1981) (citing
Schlick v. Penn-Dixie Cement Corp., 507 F.2d 374,380 (2d Cir. 1974), cert. denied,421 U.S. 976
(1975)). The second type ofcausation has to do with the causal link between the defendant's actions
and plaintiffs harm or loss. It has been referred to as "loss causation." Id. These concepts are
discussed more fully inffra Part M.
"Fridrich v. Bradford, 542 F.2d 307, 323-24 n.2 (6th Cir. 1976) ("Causation, as an element
of I0b-5, must be proved in some form or 'else defendants could be held liable to all the world."'
(quotingGlobusv. Law Research Serv., Inc., 418 F.2d 1276,1292 (2d Cir. 1969))). For anexample
ofhow insider trading defendants might be liable for damages out ofall proportion to their trading,
see infra text accompanying note 246.
29See WANG & STEINBERG, supra note 16, ch. 2.

1999]

A [DIs]SEMBLANCE OF PRVTY

extent of liability to which a defendant should be subject by law." The
coupling of the two concerns led to the birth of a second alternative to the
question ofwho could bring suit, the contemporaneous trader requirement.3 '
As to causation, courts began to rule that only contemporaneous traders
could sue, since only they "suffer the disadvantage of trading with someone
who has superior access to information."32 As to liability, the

contemporaneous trader requirement served for some judges to limit the
class of potential plaintiffs sufficiently to quell concerns about the possibility

of enormous liability for defendants.33 In spite of early suggestions that
anyone trading up until the disclosure of the inside information could sue,

the courts came to apply the contemporaneous trader requirement more
restrictively. They eliminated from the potential plaintiff class all but those
who had traded within a few days of, or in some cases on the same day as,

the defendant insider.35
The contemporaneous trader requirement addressed concerns about
causation and excessive potential liability by limiting the number of
prospective plaintiffs. As it has evolved, the requirement has also disposed
of many suits at an early stage, either because a named plaintiff turned out
to have traded more than a few days after the defendant,36 or because

The concern about damages rests in part on a hesitancy about the extent (ifany) to which
insider trading actually causes harm, and to whom. Some would argue that insider trading is
beneficial, or at least does not result in harm worth regulating against. See id. (providing a
summary of arguments and citations); idch. 3 (providing a summary of what harm is caused by
insider trading, and to whom). Another source of hesitancy concerning the extent of liability to
which defendants should be subject was the implied nature ofthe private action. Some courts were
uneasy about extending an action created by the courts and (at the time) unendorsed by Congress.
See, e.g., Fridrich,542 F.2d at 307.
3
See infra Part II.B.1.
32
Wilson v. Comtech Telecomm. Corp., 648 F.2d 88, 94-95 (2d Cir. 1981). See, e.g.,
Neubronnerv. Milken, 6 F.3d 666,669 (9th Cir. 1993) (continuing to cite and quote this point);
Clay v. Riverwood Inl Corp., 964 F. Supp. 1559, 1568 (N.D. Ga. 1997); In re Browning-Ferris
Indus. Inc. Sec. Litig., 876 F. Supp. 870,909 (S.D. Tex. 1995) (same); Backman v. Polaroid Corp.,
540 F. Supp. 667, 669 (D. Mass. 1982) (same).
33
Wilson, 648 F.2d at 94.
'O'Connor & Assocs. v. Dean Witter Reynolds, Inc., 559 F. Supp. 800, 803 (S.D.N.Y.
1983). See also FEDERAL SEcuRrrIEs CODE (ALI 1980) discussed infra Part II.C.1 (proposing a
private action open to those trading until disclosure).
3
See, e.g., Neubronner,6 F.3d at 670 (noting that courts have found the "requirement not
met if the plaintiffs trade occurred more than a few days apart from the defendant's"); Wilson v.
Comtech, 648 F.2d 88, 95 (2d Cir. 1981) (holding that one month was not to be considered
contemporaneous trading).
'See, e.g., Buban v. OBrien, No. C94-0331 FMS, 1994 U.S. Dist. LEXIS 8643, at *8-9
(N.D. Cal. June 16,1994) (holding plaintiffdid not trade contemporaneously with defendantwhere
the trading dates were a minimum of three days apart).
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contemporaneous trading was not pleaded with sufficient particularity to
meet the pleading requirements for fraud.37
However handy this second alternative may have seemed for
circumscribing the class of potential plaintiffs, it is inherently unsatisfactory
as a response to the two concerns that spawned it. First, it is unsatisfactory
in expressing the necessary causal link justifying a private right of action.
Initially, the notion was that anyone who suffered the disadvantage of
trading without the benefit of the information illicitly used by the insider,
deserved the protection of the insider trading laws. 8 This notion was soon
reconstituted. Some courts claimed that there was no sufficient causal link
justifying a right to sue except for the person who turned out to have bought
the actual shares the defendant had sold, and therefore only that person
should have a right to bring an action against the insider.39 Because it was
difficult to identify that person when trading took place on the open market,
courts either restricted the private right of action to situations involving faceto-face trading (by refusing to imply an action for open-market trading),4 ' or
devised some proxy for the trader who was actually in privity with the
insider." The contemporaneous trade requirement became a proxy for
42
privity.
The confinement of the private right of action to those who traded
during the period of insider trading is based on the belief that only those who

"See, e.g., Neubronner, 6 F.3d at 673 (stating that the plaintiffs case was dismissed
because he failed to specifically plead contemporaneous trading).
3
Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d 228, 241 (2d Cir. 1974).
Seatiscussion of Shapiro and comparison with Judge Celebrezze's concurrence in Fridrich,infra
Part II.B.1.
"9Fridrich v. Bradford, 542 F.2d 307, 318-20 (6th Cir. 1976).
'See, e.g., id at 319-20 (stating thatthough"Congress certainly neverintended § 10(b) to
be limited in its scope solely to face-to-face transactions," open market violations can be addressed
by agency enforcement and not by private actions). See also discussion of Fridrichinfra Part
II.B.l.b (discussing Fridrich'srefusal to allow an implied private right ofactionin the open-market
setting). 4
See, e.g., Wilson v. Comtech Telecomm. Corp., 648 F.2d 88,95 (2d Cir. 1981) (stating
that insider trading defendants should only be liable to those trading contemporaneously). See also
Fridrich,542 F.2d at 323 (Celebrezze, J, concurring) (supporting a contemporaneous trading
requirement), and discussion infraPart I (discussing difficulties of both causation and harm that
led to development of a proxy for privity).
42
See, e.g., Buban, 1994 U.S. Dist. LEXIS 8643, at *7 (stating that "[tihe requirement of
contemporaneousness developed as a proxy for the traditional requirement of contractual privity
between plaintiffs and defendants").
Use of a proxy for privity might have been appropriate ifthe rejection ofprivity had been
based solely on grounds of the impracticality of proving itin open-market transactions. There was,
however, more to the rejection than practicality. A privity requirement was abandoned because it
was seen as inappropriate, not just because it was hard to prove. See discussion infraPart II.B.l.b
and c.
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might have traded with the insider could have been harmed by the illegal
conduct. 3 This view of the harm caused by insider trading has been
challenged. Not only has it been argued that the harm flows beyond those
who were (or who might have been) in privity with the insider, it is also said
that those in privity may not be harmed at all." If that is the case, then the
contemporaneous trader requirement, though it may be a fair proxy for
privity, is a poor proxy for those harmed by insider trading. The concept is
both over and under-inclusive. It may include privity traders who suffer no
harm and exclude later traders who are harmed.4 5
The contemporaneous trader requirement is also an unsatisfactory
response to the second concern that gave rise to it. That was the concern
that, absent a privity requirement, a defendant might be subject to enormous
liability for insider trading.' This concern is highlighted in situations where
a defendant has traded few shares or has realized little profit from the insider
trading.47 The contemporaneous trader requirement addresses the concern
about damages by allowing fewer people to sue. 48 If the reason for creating
a proxy for privity was the belief that insider trading only harms the one in
privity, however, then even the contemporaneous trader requirement subjects
inside traders to too much liability, because it allows a larger number of
traders to sue than those with whom the defendant possibly could have
traded. So the contemporaneous trader requirement fails to address the
foundational concern of disproportionate damages. Thus, it fails even on its
own (incomplete) assumption about harm. This failure is magnified once the
43

See WANG & STEINBERG, supra note 16, ch. 3.
See FEDERAL SECuRmTEs CODE § 1703(b) cnft. 2 (ALI 1980), discussed infra Part
II.C.1. These sources note the fact that the person in privity may trade again before disclosure to
someone without knowledge, thereby recouping any loss suffered by the initial trade with the
insider. See infra Part IIH.B (discussing harms caused by insider trading).
4
This was precisely the reason given in the comments to the proposed ALI Federal
Securities Code for the Code's providing a private right of action for all those who traded after the
defendant up to the disclosure of the information, instead of limiting the action for open-market
traders either to those in privity, or to same-day traders. See infraPart II.C.1 (discussing ALI Code).
There is another argument in favor ofeliminating the contemporaneous trader requirement
and broadening the class of people eligible to bring suiL A broadened class of potential plaintiffs,
acting as private attorneys general, could strengthen the deterrence function ofprivate enforcement
by increasing the likelihoodthatsuitwill be brought againstviolators. ProfessorAlexandersuggests
that an efficient level ofdeterrence depends in part on the predictability ofliability. See Alexander,
supranote 17, at 1493.
"See Wilson, 648 F.2d at 94-95.
4"See, e.g., Fridrich v. Bradford, 542 F.2d 307,308-09 (6th Cir. 1976) (expressing grave
concerns with the fact that defendant might be held liable for the losses ofthe many plaintiffs who
might bring suit, even though he profited little in comparison to those losses).
'See id at 323 (noting the "need to restrict the scope ofcivil liability of insiders trading in
the open market" because of concerns about "grossly disproportionate" damage awards).
49See infra Part IV.A.
44M
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understanding of harm is adjusted to include those not in privity who also
may have been harmed. The contemporaneous trader requirement is an
inappropriate as well as inadequate response to the concern over unlimited
potential liability.
In sum, the contemporaneous trader requirement, as applied, makes
little sense given the concerns that gave rise to it. The concern with
unlimited damages is better addressed, as it has been in ITSFEA and by
some courts, by damage limitations." The concern about causation is better
addressed by a requirement that better reflects the nature of the harms caused
by insider trading. Further, because it unduly restricts the number of people
who can bring suit, the contemporaneous trader requirement is also an
obstacle to effective deterrence of insider trading.
B. JudicialCreationandDevelopment
of the ContemporaneousTraderRequirement
1. Foundational Cases
a. Introduction
In 1974 the Second Circuit decided Shapirov. MerrillLynch, Pierce,
Fenner & Smith, Inc." This case is often cited in discussions of the
contemporaneous trader requirement and is one of the cases to which
Congress referred52 when it adopted the requirement. 3 Over the next nine
years, three other decisions were important in the development of the
principle. First, in Fridrichv. Bradford, the Sixth Circuit, taking a position
very different from that of the Second Circuit, discussed the private action
in terms of causation and the policies and purposes of section 10(b) and Rule
1Ob- 5 . 5 A concurrence in that case has often been cited by courts adopting
and commenting on the contemporaneous trader requirement.5 6 Then, back
in the Second Circuit, two cases again applied the requirement; in the

-°See infra Part II.C.
51495 F.2d 228 (2d Cir. 1974).
nSee H.R. REP. No. 100-910, at 27 n.22 (1988). See discussion infra Part II.C.2.
53
See Insider Trading and Securities Fraud Enforcement Act of 1988, § 20A(a), 15
U.S.C.A. § 78t-l(a) (West 1997).
'4542 F.2d 307 (6th Cir. 1976).
"Id. at 314-21.
'See, e.g., Wilson v. Comtech Telecomm. Corp., 648 F.2d 88,95 (2d Cir. 1981) (citing
the concurrence in Fridrich).

1999]

A [DIS]SEMBLANCE OF PRIVT

appellate court, Wilson v. Comtech,5 7 and in the Southern District of New
York, O'Connor& Associates v. Dean Witter Reynolds, Inc."8
These cases illuminate the concerns that underlay the development of
the contemporaneous trader requirement, but they leave open a number of
questions. With one exception,5 9 there is no explicit guidance as to how the
requirement is to be applied, nor indeed precisely what purpose it was meant
to serve. The cases are important however, because they show the concerns
that courts were trying to address with the principle. They also show what

can happen when slight misunderstandings of the harms caused by insider
trading are coupled with slight misapplications of the initial principle. The

result has been a doctrine that has become increasingly problematic as it has
proceeded further along a mistaken path of development.6"
b.

Two Circuit Courts With DisparateApproaches: Shapiro and the
Fridrich Majority

These two early cases illustrate the struggle over the theoretical and
practical legitimacy of the private cause of action.6" Each involves a claim
of harm and a plea for damages by private parties who had traded in a public

"Id,

5559 F. Supp. 800 (S.D.N.Y. 1983).
"O'Connor does draw one clear line, holding that the period of contemporaneous trading
begins only once the insider has traded. This is not actually a matter of the definition of the
contemporaneous trading requirement. Rather, it is based on the understanding of the violation
itself and the fact that there can be no harm (and hence no redress) prior to the initial violation. ad
See also infra Part L.B.l.d (discussing the rationale and holding of the O'Connorcase).
"The cases are also important because they are constantly cited by later cases as authority
for the contemporaneous trader requirement Three (Shapiro,Wilson, and O'Connor)are cited as
authority for the requirement in the House Report for the Insider Trading and Securities Fraud
Enforcement Act of 1988, which established an express private right of action for insider trading.
H.R.REP.No. 100-910, at27 (1988) (citing Wilsonv. ComtechTelecomm. Corp., 648 F.2d 88 (2d
Cir. 1981); Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d 228 (2d Cir. 1974);
O'Connor & Assocs. v. Dean Witter Reynolds, Inc., 559 F. Supp. 800 (S.D.N.Y. 1983)). For other
discussions of these cases, see, e.g., Stephanie F. Barkholz, InsiderTrading,the Contemporaneous
Trader,andtheCorporateAcquirer: Entitlementto ProfitsDisgorgedbythe SEC, 40 EMORYLJ.
537 (199 1) (discussing the contemporaneoustraderrequirement andproblems such as causation and
no clear definition of "contemporaneous"); Howard M. Friedman, The Insider Trading and
SecuritiesFraudEnforcementActof1988, 68 N.C.L.REv. 465 (1990) (refen-ing to the context and
impact of Insider Trading and Securities Fraud Enforcement Act of 1988); Wang, supranote 16
(defining the class of"contemporaneous" traders who can sue); William K.S. Wang, Trading on
MaterialNonpublicInformationonlmpersonalStoccMarkets: Who isHarmed,and Who CanSue
Whom UnderSEC Rule 1Ob-5?, 54 S. CAL. L. REv. 1217, 1255-84 (1981) (defining the class of
Rule 10b-5 plaintiffs who can demonstrate causation when suing a stock market inside trader for
damages).
"'See Shapiro v. Merrill Lynch, Pierce, Fenner& Smith, Inc., 495 F.2d 228 (2d Cir. 1974);
Fridrich v. Bradford, 542 F.2d 307 (6th Cir. 1976).
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market.' At the time these cases were decided, courts were struggling with
the issue of whether to allow an implied cause of action for open-market
trading.63 The anonymity of the trading made it hard to imagine how there
could be a causal link between a plaintiff and a defendant who (1) had never
dealt directly with each other and (2) could not show a transactional link
(i.e., that the shares purchased by one had been sold by the other).'M The
courts in both Shapiroand Fridrichaddressed identical defenses based on
a lack of causation." The Second Circuit in Shapiro denied defendants'
motion for judgment on the pleadings, rejecting the defense and the theory
of causation argued by defendants. 6 Two years later, the Sixth Circuit in
Fridrichreversed a judgment for plaintiffs,67 adopting the same theory of
causation as had been rejected by the Second Circuit, and refusing to allow
an implied private right of action in the open-market setting.6
Both courts addressed the concern about enormous potential damages,
again taking different approaches.69 The Sixth Circuit saw that concern as
part of the justification for denying liability.70 The Second Circuit separated
the damage issue from the issue of liability, reasoning that damages could be
limited if necessary after liability was determined.7 '

'See generally Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d 228 (2d
Cir. 1974) (discussing claims and resulting damages); Fridrich, v. Bradford, 542 F.2d 307 (6th Cir.
1976) (same).
'See, e.g., id.at 314-16, 320-21 (citing to cases with different outcomes on implied cause
of action for open-market trading).
"See, e.g., Shapiro,495 F.2d at 236.
6Fridrich,542 F.2d at 318-20; Shapiro, 495 F.2d at 234, 238.
"Shapiro, 495 F.2d at 238.
67
Fridrich,542 F.2d at 323.
6
Id. at 318-21.
691d. at 309, 321-22; Shapiro, 495 F.2d at 242.
7
"Fridrich,542 F.2d at 323.
7'Shapiro,495 F.2d at 242.
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Shapiro

In Shapiro, plaintiffs asked the court to allow a private action for
damages for insider trading that had taken place on the open market.'
Defendants, who allegedly had traded on the basis of inside information,
argued that they should not be liable for damages to plaintiffs absent proof
that plaintiffs had traded with defendants.74 In essence, the defense was lack
of causation. Both the district court and the Second Circuit rejected this
argument and denied defendants' motion for judgment on the pleadings.75
The Second Circuit used the concept oftemporal proximity of trading
to refer to the class of persons who could bring a private action for
damages.76 The court did not use the term "contemporaneous," nor did it
make the temporal proximity of trading a standing requirement.7 The court
held that defendants had a duty to disclose the information or abstain from
'Shapiro v. Merrill, Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d 228 (2d Cir. 1974),
affg 353 F. Supp. 264 (S.D.N.Y. 1972); Shapiro v. Menill Lynch, Pierce, Fenner & Smith, Inc.,
[1975-76 Transfer Binder] Fed. Sec. L. Rep. (CCH) 95,377 (S.D.N.Y. Dec. 5, 1975).
The Second Circuit opinion is cited in the House Report on the Insider Trading and
Securities FraudEnforcementActof 1988 as authority forthe contemporaneous trader requirement
H.R. REp.No. 100-910, at 27 n.22 (1988), even though the term does not appear in the opinion.
See Shapiro v. Merrill, Lynch, Pierce, Fenner & Smith, Inc., 353 F. Supp. 264 (S.D.N.Y. 1972).
Though the notion that the class ofplaintiffs protected included those who had traded from the time
defendants began trading to the time of effective disclosure of the information was a part of the
opinion the Second Circuit was reviewing, the term itself appears only in the district court's
subsequent opinion. See Shapiro,[1975-76 Transfer Binder] Fed. Sec. L. Rep. (CCH) 95,377,
at 98,878.
7'See Shapiro, 495 F.2d at 231.
741. at 236.
"Id. at 231, 236; Shapiro,353 F. Supp. at 268, 273.
"The court said:
We hold that defendants owed a duty- for the breach ofwhich they may be held
liable in this private action for damages-not only to the purchasers ofthe actual
shares sold by defendants (in the unlikely event they can be identified) but to all
persons who during the same period purchased Douglas stock in the open market
withoutknowledge ofthe material inside informationwhich was in the possession
of defendants.
Shapiro,495 F.2d at 237. Later in the opinion the court used almost the same language when it
determined that defendants were liable. Id. at 241.
Thlhe court noted that, though defendants had argued a lack of standing before the district
court, they did not emphasize this point on appeal. 1d at 238 n.15. The district court had rejected
defendants' standing argument, analyzing the issue in terms of the "purchaser or seller" rule of
Bimbaum v. Newport Steel Corp., 193 F.2d 461,463 (2d Cir. 1952). Shapiro,353 F. Supp. at 27071. The Birnbaumrule was later adopted by the Supreme Court in Blue Chip Stamps v. Manor
Drug Stores, 421 U.S. 723 (1975). Blue Chip is the Supreme Court's only statement on standing
in this area. The rule from Blue Chip is that plaintiffs must have actually traded the stock. See id
at 751-55 (refusing to extend the implied private right ofaction to those who alleged they had been
fraudulently induced not to trade). See also United States v. O Hagan, 521 U.S. 642, 664 (1997)
(referring to Blue Chip for standing requirement in private actions under § 10(b)).
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trading on it,'8 and that this duty extended to all those who traded "during the

same period."'79 In so holding, the court rejected defendants' argument that
they owed no duty except to those in privity with them." In response to
defendants' argument that, because there was no privity, plaintiffs' claim
must fail for lack of causation, the court held causation could be shown

without privity."
The causation discussion illustrates the problems caused by the
alternative nature of a defendants duty under the "disclose or abstain" rule.'
The Second Circuies seminal decision in SECv. Texas GulfSulphur Co., 401 F.2d 833
(2d Cir. 1968), set the stage for development of the contemporaneous trader requirement This
1968 decision marked the beginning of a great expansion in litigation under Rule lOb-5 by
establishing the duty ofinsiders to either (1)
disclose material inside information or (2) abstain from
trading on it Id. at 848. In Texas GulfSulphur,the court noted that "a corporation's misleading
material statement may injure an investor irrespective of whether the corporation itself, or those
individuals managing it, are contemporaneously buying or selling the stock ofthe corporation." Id
at 861.
The SEC implied the "disclose or abstain" duty in 1961, In re Cady, Roberts & Co., 40
S.E.C. 907 (1961); the Second Circuit later adopted it in Texas GulfSulphur. The Supreme Court
later modified the duty, saying that there must exist some "relationship of trust and confidence"
before nondisclosure of inside information will give rise to liability under the disclose or abstain
rule. Chiarella v. United States, 445 U.S. 222, 230 (1980). Some commentators have taken
Chiarellato mean that privity is required for private liability for insider trading. See, e.g., Wang,
supranote 60, at 1224-25 (discussing the Chiarelladecision).
The Supreme Court's discussion of Chiarellain O'Hagancasts doubt on that notion. The
language in Chiarella that led some people to think it required privity is quoted by the Court in
O'Hagan: "I'he
Court said in Chiarellathat § 10(b) liability 'is premised upon a duty to disclose
arising from a relationship oftrust and confidence betweenpartiestoa transaction."' O'Hagan,521
U.S. at 662 (quoting Chiarella,445 U.S. at 230 (emphasis added)). It is the emphasized language
that seems to have led some to believe that Chiarellasuggested a privity requirement. The Court
rejected the O'Haganappellate courts use ofthat language to reject the misappropriation theory of
liability under § 10(b). The Court said that, in Chiarella,those statements were used to reject the
notion that "§ 10(b) stretches so far as to impose" the disclose or abstain duty on all market
participants, requiring everyone to forgo trading when in the possession of material, nonpublic
information. Id. It then specifically confined the Chiarellalanguage to that context
The Court in O'Haganwas examining Chiarelldseffect on the misappropriation theory and
not on the classical insider trading theory that is discussed in this article. Also, neither Chiarella
nor O'Haganwas a private action. Still, the confinement ofthese words in Chiarella,along with
the Court's expansion of§ 10(b) liability by recognition of the misappropriation theory, certainly
undermines the argument that Chiarellasuggests that privity is required in private actions for
traditional insider trading.
Whatever the relationship required by Chiarella,it is clear that it exists in the case of
trading by a "corporate insiderol, who... [has] an obligation to place the shareholder's welfare
before... [his]
own... [and should not] benefit personally through fraudulent use of material,
nonpublic information." Chiarella,445 U.S. at 230. This article addresses only trading by
corporate insiders, so the disclose or abstain duty is assumed to apply.
7'Shapiro,495 F.2d at 237.
80d. at 239.
Slid
'See supranote 78. See alsodiscussion infra Part III.B.1 (discussing problems caused by
alternative nature of disclose or abstain duty).
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The rule provides that an insider must either disclose the inside information
or abstain from trading on it' Defendants used this alternative nature ofthe
rule to argue that, as they could have satisfied their duty by not trading, and
plaintiffs would have traded anyway, their violation of the duty could not
have caused plaintiffs' loss."' The district court summarized defendants' lack
of causation argument as: (1) plaintiffs did not allege privity; (2) having
thus had no knowledge of defendants' transactions, plaintiffs would have
purchased even ifdefendants had not sold; (3) "therefore, defendants did not
induce plaintiffs to buy any stock and, hence, did not cause plaintiffs'
damage."11 5 Thus defendants emphasized the "trading" aspect of a violation,
and argued that plaintiffs' actions could not have been caused by defendants'
trading, as plaintiffs would have taken the same action (trading the
securities) even if defendants had not traded. 6
8
The Second Circuit approved the reasoning of the lower court,
which had described the violation as not simply "trading," but rather "trading
without disclosing."" Causation, then, depends not simply on whether
plaintiffs would have traded even if defendants had not, but rather on
whether plaintiffs would have traded had defendants disclosed what they
knew.8 9 Both courts rejected defendants' causation argument and found that

-Shapiro, 495 F.2d at 236 (citing SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 848 (2d
Cir. 1968)).
'Shapiro v. Merrill, Lynch, Pierce, Fenner & Smith Inc., 353 F. Supp. 264,275 (S.D.N.Y.

1972).
8Id. at 273.
86"d
"Shapiro, 495 F.2d at 234.

"Shapiro, 353 F. Supp. at 278. The court stated:
ihe fraud is not, as defendants would have this Court rule, the act oftrading....
The essence of the fraud was the nondisclosure of material information when
defendants chose to make their sales. Thus, employing the proper conception of
defendants' fraudulent acts, plaintiffs have alleged that defendants' fraud "induced"
them to purchase shares they would not otherwise have purchased.
Id. at 276-77 n.5.

"Shapiro, 495 F.2d at 240.
Even on the basis ofthe pre-Affliated Ute [cases]... we would reject defendants'
essential causation argument, namely, that, absent an allegation that plaintiffs'
purchase of Douglas stockwas inducedbydefendants' non-disclosure ofmaterial

inside information, the requisite element ofcausationis lacking. On the contrary,
the Rule 10b-5 causation in fact requirement is satisfied by plaintiffs' allegation
that they would not have purchasedDouglas stock if they hadknown of the
information withheld by defendants."
Id (emphasis added).

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 24

plaintiffs' allegations of causation were sufficient to survive defendants'
motion for judgment on the pleadings."
In addition to their causation argument, defendants argued against
plaintiffs' theory of liability because of the huge damages to which it could

subject inside traders, damages out of proportion to either the number of

shares traded or the profit realized. 9' Defendants argued that this result was
"contrary to reason, and to the weight of authority."' Both the district court
and the Second Circuit acknowledged the concern about potentially
"Draconian liability,"" but refused to accept defendants' argument that it
required rejection of plaintiffs' theory of liability.94 The district court noted
that defendants' position led to the "equally repugnant result" that an insider
could escape liability even to the person in privity." Defendants' theory was
that causation was missing since plaintiffs would have traded even if
defendants had not, but that is equally true of a person who could prove
privity (since he would have traded even if defendants had not).' The result
of defendants' theory of liability would be a complete shield from private
liability for unlawful insider trading in the open market.9 7 The Second
'As noted, defendants' argument that they were not liable to plaintiffs was based on an
alleged lack of causation. Shapiro, 353 F. Supp. at 275. Part of the causation argument was based
on the lack of privity. Defendants also argued that, even ifprivity were not required, plaintiffs still
had to show a link between defendants' nondisclosure and plaintiffs' purchases of the stock.
Defendants' construction of the requirement was that plaintiffs had to show their trades were
induced by the nondisclosure. The court rejected this argument and reasoned that the proper
causation test for a nondisclosure case such as this was "causation in fact." Shapiro,495 F.2d at
238. That test is established not by showing that defendants' nondisclosure induced plaintiffs'
trades, but rather by showing that 'the plaintiff would have been influenced to act differently than
he did act if the defendant had disclosed to him the undisclosed fact."' ld at 239 (quoting List v.
Fashion Park, Inc., 340 F.2d 457, 463 (2d Cir. 1965)).
The Shapiro court took the causation in fact standard from the decision in Affiliated Ute
Citizens v. United States, 406 U.S. 128 (1972). The Second Circuit said Affiliated Ute had
"dispens[ed] with... proof of reliance as a prerequisite... [for] recovery in a private damage
action" based on nondisclosure. Shapiro, 495 F.2d at 240. Although "[d]efendants [in Shapiro]
argue[d] that the Affiliated Ute rule of causation in fact should be confined to ... case[s] ...
involv[ing] face-to-face transactions" (as had Ute), the Second Circuit maintained that Ute was
controlling on the causation issue. Id. It said the Ute rule was not dependent on the "character of
the transaction" (thatis, whether itwas face-to-face oron anational securities exchange), "butrather
... [on] whether... [there was a duty] to disclose the inside information." Id. This position is
contrary to that later taken by the Sixth Circuit in Fridrich. See discussion infra Part ll.B.l.b.2.
91
Shapiro,353 F. Supp. at 277.
92Id.
93

Shapiro,495 F.2d at 242. See Shapiro, 353 F. Supp. at 277.
Shapiro,495 F.2d at 242; Shapiro, 353 F. Supp. at 277-78.
95
Shapiro, 353 F. Supp. at 277.
94
96

Id.

9

7Id.

[U]nder defendants' theory, defendants would not be liable even to an actual
purchaser of their shares, since even that purchaser, having been unaware of
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Circuit, in affirming, separated the damage issue from the issues of whether
there had been a violation and whether defendants were liable to plaintiffs
in the private action.' The possibility of enormous damages was not taken
by the court to require any re-working of the underlying theory of liability.9
Rather, any problem of unfair damages could be addressed with by the
district court, which might find it appropriate to limit recovery."r
2.

Fridrich'° '

Two years later, the Sixth Circuit embraced the position argued
unsuccessfully by defendants in Shapiro,to reverse a district court opinion
that had closely followed Shapiro.1"2 In Fridrich,the Sixth Circuit rejected
what it saw as an unjustified expansion of the implied action under Rule
lOb-5 to non-privity open-market traders."r The courfs reasoning seems to
have been driven by its grave concern about enormous potential liability for
defendants.
Where the Second Circuit rejected the argument that privity was
required for causation, the Sixth Circuit saw no causal link in the absence of
In analyzing causation, this court emphasized the fact that
privity."
defendants' decision to trade had not affected plaintiffs' decision to trade. 5
It therefore reasoned from the same perspective argued by defendants in
Shapiro. Judge Engel's majority decision acknowledged that defendants'
trading without disclosing may well have been a violation of Rule 1Ob-5, but

defendants' transactions, would have completed his transaction with another ifthe
defendants had not traded.... Thus,... any insider who trades on a national
securities exchange is insulated from liability to any individual investor.
Id at 277-78. This same fact is recognized and dealt with in the provision on insider trading in the
ALI Code. See discussion of§ 1703 of the Code, infra Part II.C.1.
"See generallyShapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d 228 (2d
Cir. 1974) (separating analysis on damages and liability).
"See id. at 242.
00Id.
"'Fridrich v. Bradford, 542 F.2d 307 (6th Cir. 1976).
"Id at 312. The district court had granted damages to those who had traded "during the
period ofnondiselosure." Id (quoting Fridrich v. Bradford, [1974-1975 TransferBinder] Fed. See.
L. Rep. 94,723 (M.D. Tenn., June 17, 1974)).
I'M at309 (stating that "[b]ecause we conclude that under the circumstances ofthis case
imposition of civil liability constitutes an unwarranted extension of the judicially created private
cause of action under Rule 10b-5, we reverse the judgment of the district court").
141d. at 318-19.
1°5Fridrich,542 F.2d at 318.
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concluded that the violation resulted in no compensable harm to plaintiffs."es
Rather, the court saw only harm to the market, which it said could be
addressed by government enforcement. 107
The court's construal of the causal link required between defendants'
actions and plaintiffs' harm was in part the result of its inability to accept the
principle that defendants in open-market trading should be exposed to
liability for damages "almost unlimited in their potential scope." ' The

"1d According to the court, the harm that results from trading that makes it illegal is
simply that the trading "impairs the integrity of the market." Id. The majority opinion
acknowledged that § 10(b) should not be limited to face-to-face transactions, but reasoned that
enforcement in the anonymous market context should be by the SEC. Id. at 320.
According to the court, the fact that insiders have an absolute right not to disclose (as long
as they do not trade) means that non-insiders will always face a risk that they will be trading on
incomplete information. Id. at 318. Describing this as a normal market risk, one about which
plaintiffs have no right to complain, the court stated: "Investors must be prepared to accept the risk
oftrading in an open market without complete or always accurate information. Defendants' trading
did not alter plaintiffs' expectations when they sold their stock, and in no way influenced plaintiff'
trading decision." Id The court, however, fails to note that this normal market risk is altered when
defendants enter the market and trade on the nonpublic information. Though noninsiders must
accept the risk that comes with having incomplete information, they should not bear the different
risk oftrading in a market where others do not share that risk. Ifinsider trading is illegal (and it is),
then market participants' reliance on its nonoccurrence is justified. The Second Circuit in Shapiro
had noted this point. See Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d at 228,
236 (2d Cir. 1974) ('the [disclose or abstain] Rule is based in policy on the justifiable expectation
ofthe securities marketplace that all investors trading on impersonal exchanges have relatively equal
access to material information.. ."') (emphasis added) (quoting SEC. v. Texas Gulf Sulphur Co.,
401 F.2d 833, 848 (2d Cir. 1968)).
The Supreme Court recently noted the distinction between the two types of risk, one
appropriately borne by all traders, one not:
Although informational disparity is inevitable in the securities markets, investors
likely would hesitate to venture their capital in a market where trading based on
... nonpublic information is unchecked by law. An investor's informational
disadvantage vis-A-vis a[n] ... [insider] with material, nonpublic information
stems from contrivance, not luck, it is a disadvantage that cannot be overcome
with research or skill.
United States v. O'Hagan, 521 U.S. 642,658-59 (1997). See also infratext accompanying note 321
(noting that traders bear the additional risk that some people are not playing by the rules). The
Supreme Court in O'Haganwas discussing the misappropriation theory of insider trading. Its
analysis is equally (if not to a greater extent) applicable where an insider trades on nonpublic
information.
1-Fridrich,542 F.2d at 322.
Id at 320-21. The court saw this as the inevitable state of affairs once the restrictions
imposed by a privity requirement were abandoned. See id. at 321.
Where private civil actions under Rule 10b-5 have been employed in essentially
face-to-face situations, the potential breadth ofthe action was usually contained.
However, extension of the private remedy to impersonal market cases where
plaintiffs have neither dealt with defendants nor been influenced in their trading
decisions by any act ofthe defendants would present a situation wholly lacking in
the natural limitations on damages present in cases dealing with face-to-face
transactions.
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court considered the suggestion that the damage problem could be dealt with
by a limitation on the amount of recovery, as had been suggested in
Shapiro,i"ebut found that such an approach should be left to Congress or to
the SEC."' In any event the court said, since it found no causation, it saw

no need to follow that suggestion in the case before it."'
c.

Two Opinions With a Common Resolution: Wilson and the
Celebrezze Concurrence in Fridrich

The approaches to causation and damages in Shapiro and Fridrich are
in some ways polar opposites. Two other opinions from the same two
allowing a private right of action for
circuits take a middle road,
2
contemporaneous traders.'
Judge Celebrezze concurred in the Fridrichjudgment, but took a

different approach to the private right of action than did the majority." 3

Celebrezze discusses the issues that led the Fridrichmajority, and the
Second Circuit in Shapiro, to different results in similar situations,"' and
attempts to reconcile the two opinions."' He does this by means of the
contemporaneous trader requirement for which he cites Shapiro."6 Five

Id The court here seems to make ajudgment about causation based on a concern about a separate
issue, that is, damages. Robert C. Clark has noted the fact, suggesting that such a move might well
give one pause. See CLARK, supranote 9, at 336; infra note 193.
1°09Unlike the Second Circuit in Shapiro,the Sixth Circuit declined to separate this problem
from the consideration ofliability. Further, though itmentions that a similar solution was proposed
by the American Law Institute in its Federal Securities Code, discussed infra Part II.C.., it rejects
taking that approach through the courts. Fridrich,542 F.2d at 322. The court does acknowledge
that "ifrecovery is to be allowed against insiders in an open market context, some limitations upon
damages must be imposed." Id. at 322 n.33.
"'See Fridrich,542 F.2d at 320-22 (contending that damage limitations should be left to
Congress or to the SEC).
.'Id. at 322.
"'Wilson v. Comtech Telecomm. Corp., 648 F.2d 88, 94-95 (2d Cir. 1981); Fridrich,542
F.2d at 326-27 (Celebrezze, J., concurring).
"'See Fridrich,542 F.2d at 323-27 (Celebrezze, 3., concurring).
"4The differences between Fridrichand Shapiro can to some extent be explained by
differences in their factual situations. For example, in Fridrich,the private action was brought after
an SEC enforcement action on the same facts had been brought, and the Sixth Circuit wrote its
opinion in Fridrichafter the defendants had been ordered to disgorge their trading profits under a
settlement of the SEC action. See CLARK, supranote 9, at 335-36. The fact that defendants had
already been ordered to give up their profits may well have exacerbated the Sixth Circuit's concern
about the additional liability in which a private action could result. Id.
" See id. at 336-37.
" 6Fridrich,542F.2dat326-27
(Celebrezze, 3., concurring). Celebrezze rejects the Shapiro
district courtes subsequent interpretation of the Second Circuit opinion as allowing a right of action
to all those who traded up till the time of disclosure. Id. at 327. See Shapiro v. Merrill Lynch,
Pierce, Fenner & Smith, Inc., [1975-76 Transfer Binder] Fed. Sec. L. Rep. (CCH) 95,377, at
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years later, the Second Circuit adopted substantially the same approach in
7
Wilson v. Comtech."
1.

Celebrezze Concurrence in Fridrich

Judge Celebrezze read the majority opinion in Fridrich not as
repudiating the disclose or abstain rule in private damage actions but as
"imposing a rational limitation on the scope of civil liability under [R]ule
10b-5.""' Celebrezze agreed that some restriction of liability is needed in
the open-market setting, and also that there must be some causal link
between a defendanfs breach and a plaintiff's loss, "'else defendants could
be held liable to all the world.""'19

In spite of this concern about causation, Celebrezze did not follow the
majority in denying that causation existed in the open-market context and
rejecting a private right of action for open-market trading. 2 Instead, he

followed the Second Circuit's reasoning in Shapiro in noting that such a
rejection would leave a loophole in enforcement, allowing violators to
escape liability for insider trading merely by making their illegal trades in the

open market.'
Judge Celebrezze therefore supported a private right of action in open-

market situations, but realized that some limitation on who could bring such
an action was necessary because otherwise "the number of... plaintiffs
could be astronomical and the possible.., damages... [could] be grossly
disproportionate to the volume of the insider trading."'" In exploring
98,877-78 (S.D.N.Y. Dec. 9, 1975).
"7Wilson, 648 F.2d at 94. Wilson and Shapirowere decided by different panels of the
Second Circuit. Wilson is the second case cited in the legislative history of Insider Trading and
Securities Fraud Enforcement Act of 1988 for the contemporaneous trader requirement See RR.
REP. No. 100-910, at 27 n.22 (1988).
" Fridrich,542 F.2d at 323 (Celebrezze, J., concurring).
"91d. at 323 n.2 (quoting Globus v. Law Research Serv., Inc., 418 F.2d 1276,1292 (2d Cir.
1969)). Celebrezze noted that a defendant should not be a "virtual insurer" to those who traded
weeks after defendant ceased trading, as had plaintiffs. Id. at 323. He therefore supported the
court's ruling
in favor of defendants. See id. at 326-27.
' 01d. at 323-27.
1'1M at 324 (citing Shapiro, 495 F.2d at 236-37). Celebrezze was not satisfied with the
Fridrichmajority's position that such enforcement should be left to the SEC. He argued thatprivate
enforcementwas anecessary supplementto SEC actions, and noted thatprivate enforcement served
both the deterrence and the compensation functions of Rule 1Ob-5. Id. at 324, 326.
"'Fridrich,542 F.2d at 323 (Celebrezze, J., concurring). Celebrezze cites Blue Chip
Stamps v. ManorDrugStores, 421 U.S. 723, 745-47 (1975), for its expression of"alarm at the
potentially vast number of persons who could conceivably bring civil suits under [R]ule 1Ob-5
absent meaningful restrictions on the scope ofthejudicially-created cause ofaction." Fridrich,542
F.2d at 323. Celebrezze continues: "The Supreme Court exhorted federal courts to consider the
practical implications of extending civil remedies to those who bear only a tangential relationship
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possible limitations, he noted that the common law requirements of privity

and reliance had fallen into disfavor as inappropriate in the open-market
setting."2 But his concerns about causation and damages led him back to
those requirements: without reliance, he said, there is no causative link;
"without at least a 'semblance of privity,' defendants' liability could extend
to complete strangers." 24 Looking to Shapirofor its discussion of causation
in fact,' 2 Celebrezze concluded that limiting the private cause of action to
the group of
contemporaneous traders constitutes a rational solution to these
26
problems.1
Celebrezze nevertheless criticized the Shapiro district court's
approach to the breadth of the disclose or abstain duty."2 In its subsequent
opinion on a motion for class certification, the Shapiro district court had
interpreted the Second Circuits opinion to say that the duty applies to all

to the transactions giving rise to violations of [R]ule lOb-5." Id (citingBlue Chip Stamps, 421 U.S.
at 749).
'Fridrich, 542 F.2d at 325 ("Due to the impersonal nature of trading on the open market
and the remedial purpose of [R]ule lOb-5, 'privity' and 'reliance' as means for limiting the plaintiff
class have generally fallen into disfavor." (citing Painter, supranote 20, at 1372)). "Requiring
privity... would create an insurmountable obstacle... [to] plaintiffs." Id (citing Painter, supra
note 20, at 1372, 1377-78). Privity was a part ofproving reliance, and reliance has little relevance
where the trading is generally not face-to-face, and where it is generally based on nondisclosure.
""Id. (quoting Joseph v. Farnsworth Radio & Television Corp., 99 F. Supp. 701, 706
(S.D.N.Y. 1951), affdpercuriam,198 F.2d 883 (2d Cir. 1952)). "A semblance ofprivity between
the vendor and purchaser ofthe security in connection with which the improper act, practice or
" Joseph, 99 F. Supp. at 706.
course of business was invoked seems to be requisite ....
'See supranote 90.
"'Fridrich,542 F.2d at 326 (Celebrezze, J., concurring) ("Non-contemporaneous traders
do not require the special protection of the 'disclose or abstain' rule because they do not suffer the
disadvantage oftrading with someone who has superior access to information"). See also id at 326
n.11 (stating that "the mechanics of the market necessitate designation of the class of
contemporaneous investors as surrogate plaintiffs for those who actually traded with the insiders").
For a criticism of this approach, see CLARK, supranote 9, at 336-37. Professor Clark states that:
Celebrezze's compromise [beten denying a right of action for non-privity traders
and leaving the private action open too broadly] is by no means an ideal one, of
course. A case may well arise in which, even given his semblance of privity
limitation, an individual defendant will be held liable for damages vastly
exceeding his illicit profits. Furthermore, from the point of view of the public
investors, all of them who traded the wrong way in the dark and were injured,
relative to what would have happened had there been timely disclosure, the
compromise position seems arbitrary. And, of course, if the harm of insider
trading is viewed as including its tendency to create a bias against timely
disclosure ofimportant information, the Celebrezze compromise appears to make
an irrational distinction between public traders who can and cannot be plaintiffs.
Id See alsoWAN G& STENERG, supranote 16, § 6.4.5, at 449 ("[A]llowing all contemporaneous
traders to sue is dubious in an impliedcause ofaction.... [Tihe victims ofthe insider trade are not
necessarily among those trading contemporaneously.") (commenting on Wilson v. Comtech
Telecomm. Corp., 648 F.2d 88 (2d Cir. 1981)).
1-Fridrich,542 F.2d at 327 (Celebrezze, J., concurring).
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those trading until the inside information is disclosed.,21 Celebrezze said
that "[u]nder this view, ... [claimants] would be able to recover their losses
from [defendants] even though there was no possible connection between
their trading and that of the insiders."12 9 This statement reflects an
incomplete understanding ofthe harm caused by insider trading, and the fact
that harn can be passed along, trader to trader, until disclosure. 30 It also
represents a misunderstanding of the "connection" that is required by
section 10(b) and Rule l0b-5.2
Celebrezze's reading of the Second Circuifs disclose or abstain duty

is inconsistent with the Second Circuit's own statement of the duty. 3
Celebrezze's reasoning is nearly the same as the Sixth Circuit majority's,
which itself is identical to the Shapirodefendants' argument.'

The Second

Circuit had called this argument a misconstrual of the disclose or abstain

rule."3 The Sixth Circuit said privity was necessary, and therefore limited
the private right of action to face-to-face trading situations.'35 Celebrezze

agreed with the majority that privity is an appropriate requirement, but
would have granted a private right of action to proxies for those in privity
because of the impracticalities of requiring privity and the belief that the
action should be available for open-market trading.'3 6 In part because of its

acknowledgment that a privity requirement would be impractical, the Second
Circuit had said defendants had a disclose or abstain duty to all those trading
duringthe sameperiod'3 7 Celebrezze takes a slightly different approach.
He limits the disclose or abstain duty to those tradingwith the defendants,
"'Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, [1975-76 Transfer Binder] Sec. L.
Rep. (CCH) 9 95,377 at 98,878 (S.D.N.Y. Dec. 5, 1975) (stating "duty extends to all purchasers
trading contemporaneously with defendants' wrongdoing, that is, 'while such... information
remains undisclosed!") (quoting SEC v. Texas Gulf Sulphur, 401 F.2d 833, 848 (2d Cir. 1968)).
The language quoted above from Shapiro is quoted in full by Celebrezze in Fridrich,542 F.2d at
327. The Second Circuit may have meant the period to remain open until disclosure. The decision
is not clear on this point, since the total period between defendants' trading and disclosure of the
information was only four days. See Shapiro,495 F.2d at 232-33.
'"Fridrich,542 F.2d at 327 (Celebrezze, J., concurring).
13'See discussion infra Part Ill.
"'See Fridrich,542 F.2d at 326 (Celebrezze, J., concurring) ('There was admittedly no
connection between Appellants' trading and Appellees' decision to sell their... stock. Appellees
are in precisely the same situation they would have been in ifAppellants had chosen to abstain from
trading.") This analysis ofthe connection requirement is questionable. The Supreme Court has held
that the requirement is met even when the defendant did not trade with those harmed by his illegal
conduct. See United States v. O'Hagan, 521 U.S. 642 (1997).
"'Fridrich,542 F.2d at 326 (Celebrezze, J., concurring).
toId.
34Shapiro,495 F.2d at 236. See discussion ofShapiro,supraPart H.B.I.b.
135Fridrich,542 F.2d at 318.
"'Id.at 324-26 (Celebrezze, J., concurring).
"37Shapiro, 495 F.2d at 237.
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but then, acknowledging the same practical difficulty with a privity
requirement, extends the private right of action to contemporaneous traders
as proxies for those in privity.'
Though the two phrases emphasized above have been taken by courts
to be equivalent, the latter has allowed the tightening of the
contemporaneous trader requirement to exclude those who could not
possibly have traded with the defendant. In subsequent cases, evidence has
been presented on the volume of trading or how quickly trades in the stock
at issue are processed.'3 9 This evidence is used to justify the exclusion from
the contemporaneous trader category of those who traded more than a few
days after the defendant."4
This approach ignores a major part of the Second Circuits reasoning
in Shapiro. The court did not extend the group ofpossible plaintiffs beyond
141
those actually in privity merely because privity would be hard to prove.
It did not, as does Celebrezze, designate privity traders as the sole
beneficiaries of the disclose or abstain rule, and then grant a right of action
to proxies in recognition of practical difficulties.' Rather, it explicitly held
that the disclose or abstain duty itself extends to same period traders:
[t]o hold that Section 10(b) and Rule 1Ob-5 impose a duty to
disclose material inside information only in face-to-face
transactions or to the actual purchasers or sellers on an
anonymous public stock exchange, would be to frustrate a
major purpose of the antifraud provisions of the securities
laws: to insure the integrity and efficiency of the securities
markets.... We hold that defendants owed a duty - for the
breach of which they may be held liable in this private action
for damages -not only to the purchasersof the actualshares
sold by defendants (in the unlikely event they can be
"3Fridrich,542 F.2d at 326 (Celebrezze, J., concurring).
"9See, e.g., In re Aldus See. Litig., [1993 Transfer Binder] Fed. Sec. L. Rep. (CCH)
97,376, at 95,987 (W.D. Wash. Mar. 1, 1993) (concluding that "given the unquestionably high
volume of Aldus stock traded daily during the period in question, it is clear that plaintiffs did not
trade with defendants... as no plaintiffs traded on the days of the allegedly wrongful trades"); In
re AST Research Sec. Litig., 887 F. Supp. 231, 233 (C.D. Cal. 1995) (noting "the growing trend
among district courts ... to adopt a restrictive reading of the term 'contemporaneous' at least with
respect to shares heavily traded on a national exchange") (citing In re Aldus Sec. Litig., [1993
Transfer Binder] Fed. Sec. L. Rep. (CCH) 97,376, at 95,987).
"See, e.g., Buban v. O'Brien, No. C94-0331 FMS, 1994 U.S. Dist. LEXIS 8643 (N.D.
Cal. June 16, 1994) (trading within three days does not satisfy "contemporaneous" requirement).
Part ll.B.2 (discussing developments restricting private actions).
See also infra
141Shapiro,495 F.2d at 236.
HIM See, e.g., Fridrich v. Bradford, 542 F.2d 307,323-27 (6th Cir. 1976) (Celebrezze,
L, concurring).
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identified) but to all persons who during the same period
purchased... stock in the open market without knowledge of
the material inside
information which was in the possession of
143
defendants.
The language of the first quoted sentence can perhaps be stretched to
allow Celebrezze's interpretation that the duty in fact extends only to trading
partners, and the plaintiff class is broadened to proxies only because
identifying those in privity is impractical.1" The second sentence, however,
14
clearly points to a different understanding of the Second Circuit's intent.
It explicitly says that, even if the privity traders are identified, the disclose
or abstain duty extends to all the same period traders. It is not limited to
those in privity. 14' Defendants in Shapiro had argued that the only duty
owed was to purchasers of the specific shares they sold, and that since their
trades were made on the open market and not in face-to-face transactions, the
disclose or abstain rule did not apply to them. 47 The Second Circuit
explicitly rejected that conception of the duty, saying that defendants'
argument "totally misconstrue[d]" its rule.4 8 Only secondarily did the court
note that the argument also ignored practical difficulties in identifying those
49
in privity.

1

The reason the Second Circuit saw an insider's disclose or abstain
duty as extending beyond those who turned out to have traded with him is
that limiting the duty to those in privity would limit the rule's effectiveness
to non-market trades. 5 ' In face-to-face transactions, the insider could satisfy
his duty and disclose to his trading partner before trading (thereby avoiding

43

' Shapiro,495 F.2d at 237 (emphasis added).

14Id.

14

S1d.
'aId This statement is consistent with the Shapirodistrict court's interpretation of the
Second Circuit, which Celebrezze specifically rejects. See supra note 88.
4Shapiro,495 F.2d at 236.
14id.
9
R See O'Connor & Assocs. v. Dean Witter Reynolds, Inc., 559 F. Supp. 800, 805
1d.
(S.D.N.Y. 1983) (discussing problems with a privity requirement). The court stated that:
[a]lthough the Court of Appeals did note in Shapiro the practical difficulties of
matchingparticularsales with particularpurchases, the Court's decisionwas based
primarily not on that rationale but rather on the conclusion that "it would make a
mockery of the 'disclose or abstain' rule if we were to permit the fortuitous
matching ofbuy and sell orders to determine whether a duty to disclose had been
violated."
Id. (quoting Shapiro, 495 F.2d at 236). Cf. Wang, supranote 16, at 1191 ("If the rationale
underlying the 'contemporaneous' class of plaintiffs is the difficulty of ascertaining the party in
privity, all5 those who might have been in privity would be allowed to sue.").
" °See Shapiro,495 F.2d at 236-37.
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a violation).' In the open market, where the insider does not know before
trading who his trading partner will be, he cannot avoid a violation by
disclosing only to his trading partner."5 2 Therefore, to serve its purpose at
all, the duty to disclose must apply to all who, with that information, might

alter their choice about whether or not to trade.'
This may seem a slim distinction to make between the Shapiroand
Celebrezze analysis and rule. It is, however, one that is critical to the later
development of the contemporaneous trader requirement, and to the
justification given for using it to limit the private right of action."s As will
be seen in the discussion of the Wilson case that follows, it is a distinction
that was either unnoticed or simply rejected by a different panel of the

Second Circuit That panel adopted the contemporaneous trader requirement
55
five years after Celebrezze's concurring opinion in Fridrich.

2.

Wilson

56

In dismissing a plaintiffs claim for insider trading, the Second Circuit
in Wilson adopted substantially Judge Celebrezze's approach in his
concurrence in Fridrich.5 7 The plaintiff Wilson argued that, since the

...
See id.
'"2See idl
I'Mr See also Painter, supra note 20, at 1378 ("Since in any active market disclosure to
a particular individual is not feasible, the duty to disclose, ifsuch a duty exists, must be owed to all
members ofthat ill-defined class ofstockholders who, with the benefit ofinside information, would
alter their intention to [trade]....'); Shapiro,495 F.2d at 236 n.14 (quoting same). Note, however,
that Painter goes on to say that the duty should apply only to "same period" traders. Painter, supra
note 20, at 1378.
As indicated by the Shapiro language, it seems nonsensical to suggest that the duty to
disclose is owed only to a person or persons whose identities cannot be ascertained until after the
opportunity to avoid a violation by disclosing has passed. An insider could never satisfy the
"disclose and trade" alternative by disclosing only to those with whom he will trade when he has no
idea who those people will turn out to be. The notion that the disclose or abstain duty runs only to
trading partners is carried over from the situation of face-to-face trading and makes no sense in the
context of anonymous trading on the open market.
f"See, e.g., Wilson v. Comtech Teleconmm. Corp., 648 F.2d 88 (2d Cir. 1981).
"S'Id.
111d Wilson is the second case to which the legislative history of the Insider Trading and
Securities Fraud Enforcement Act of 1988 refers for the contemporaneous trader requirement. See
-.tL REP.No. 100-910, at27 n.22 (1988). Wilson was a sophisticated investor who apparently
purchased Comtech stock on the advice of his broker, not in reliance on any misstatements or
omissions of Comtech's. After affirming the district courts finding that the reliance requirement
was not satisfied, the Second Circuit dismissed plaintiffs first claim based on the company's failure
to correct alleged misstatements. It then went on to address briefly plaintiffs claim that trading by
the company and one ofits officers provided an independent basis of liability. Wilson, 648 F.2dat
94.
"Wilson 648 F.2d at 94-95.
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company and an insider had traded in stock while information about a
change in earnings remained undisclosed,15 the district court wrongfully
dismissed his action."5 9 The district court had found that defendants had no
disclose or abstain duty to Wilson, who had traded a month after the insiders
sold.16 ° The Second Circuit addressed this argument by citing to both
Shapiroand the Celebrezze concurrence in Fridrich."' It first noted that, in

Shapiro,it had held that an insider selling stock had "a duty to disclose only
to those who purchased the stock 'during the same period' as the insiders'
sales."162 It then acknowledged that the Shapiro district court in a
subsequent opinion had interpreted that phrase to mean the period from the
time of the defendants' trades to the time of disclosure."6 The Wilson court
noted, however, that in Shapirothat entire period was only four days long.'
In its rejection of the Shapiro district courfs "until disclosure"
interpretation,'65 the Second Circuit in Wilson sounded like the Sixth Circuit
in Fridrich.'" It mentioned the same two reasons for limiting the private
cause of action as did both the majority and the concurrence in Fridrich.67

"Id at 94. Justbeforerejecting plaintiffs argument, the Second Circuit quoted a statement
of the disclose or abstain rule that indicates an obligation for insiders to abstain from trading during
the period of nondisclosure of material inside information. "'[A]nyone in possession of material
inside information musteither disclose it to the investing public, or, ifhe is disabled from disclosing
it.. ., or he chooses not to do so, must abstain from trading in or recommending the securities
concerned while such inside information remains undisclosed."' Id (quoting SEC v. Texas Gulf
Sulphur Co., 401 F.2d 833, 848 (2d Cir. 1968) (en banc)). The court is quoting from its own
decision in Texas GulfSulphur, the case that first announced the disclose or abstain rule.
'60ld.

161Wilson, 648 F.2d at 94-95.

"IL (emphasis added) (quoting Shapiro,495 F.2d at 237). Shapiro does not contain the
restrictive language used in Wilson. Whereas Wilson's language implies the Shapiro court was
establishing the outer limits of the duty, Shapiro was in fact engaged in rejecting the limit argued
by defendants. Shapiro said the disclose or abstain duty is owed "not only to the purchasers of the
actual shares sold by defendants ... but to all persons who during the same period [traded]."
Shapiro,495 F.2d at 237 (emphasis added). The thrust in Shapiro,then, is one ofextension beyond
privity traders, rather than restriction to same period traders. The language in Wilson is somewhat
misleading as to Shapiro's holding. This allows the Wilson court to more easily adopt Judge
Celebrezze's (mistaken) understanding of the extent of the disclose or abstain duty, and the
contemporaneous trading solution he bases on that understanding.
163Wilson, 648 F.2d at 94.
1Id.

'"Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., [1975-76 Transfer Binder] Fed.
Sec. L. Rep. (CCH) 95,377, at 98,878 (S.D.N.Y. Dec. 5,1975). See O'Connor & Assocs. v. Dean
Witter Reynolds, Inc., 559 F. Supp. 800, 803 (S.D.N.Y. 1983).
"Wilson v. Comtech Telecomm. Corp., 648 F.2d 88 (2d Cir. 1981); Fridrich v. Bradford,
542 F.2d 307 (6th Cir. 1976).
167Fridrich v. Bradford, 542 F.2d 307 (6th Cir. 1976).
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First, it raised the specter of unlimited potential liability. 6 ' Second, it said

that those who do not trade with the insider do not need the protection ofthe
disclose or abstain rule; hence there was, in this case, no duty to the plaintiff,
the violation of which could result in liability to him.169 The court followed
Judge Celebrezze in limiting the disclose or abstain duty to contemporaneous
traders.170 However, again
following Judge Celebrezze, it diverged from its own prior statement of the
reach of the disclose or abstain duty, speaking in terms that smack ofprivity:
[a]ny duty of disclosure is owed only to those investors trading

contemporaneously with the insider; non-contemporaneous
traders do not require the protection ofthe "disclose or abstain"
rule because they do not suffer the disadvantage of trading
" '
with someone who has superior access to information.17

Because Wilson had purchased his shares a month after the insider sales, the

court said he did not trade contemporaneously." u It therefore affirmed the

district court's dismissal of the action."7

Wilson, 648 F.2d at 94 (explaining that "[t]o extend the period of liability well beyond
the time of the insider's trading simply because disclosure was never made could make the insider
liable to all the world").
"91d. at 94-95.
170
1d
171WiLson, 648 F.2d at 94-95 (emphasis added) (citing Fridrich v. Bradford, 542 F.2d 307,
326 (6th Cir. 1976) (Celebrezze, J., concurring)). The language quoted in the text has been quoted
by many subsequent cases in reference to the contemporaneous trader requirement. See supranote
32.
1
2Wilson, 648 F.2d at 95.
I'd. One commentator had the following to say about Wilson:
Wilson is strange, for a "contemporaneousness" rule simply reverts back to the
notion ofprivity. The court said that "non-contemporaneous traders do not require
the protection of the disclose or abstain rule because they do not suffer the
disadvantage of trading with someone who has superior access to information."
But that is true of anyone not in privity with the defendant. While the court did
not offer a precise definition of "contemporaneousness," it seems to be*
establishing a concept of "constructive privity" - limiting standing, if not to
persons whose shares actually came from orwentto the defendant, to those whose
shares might have but for the fortuities ofmarketplace matching.* In this sense,
however, the result is subjectto the same criticism thatShapirooffered againstthe
privity requirement itself, for the plaintiffin Wilsonwas no less affected or injured
by the defendants conduct than those who might be fortunate enough to meet the
contemporaneousness standard.
* Read strictly, this concept might be applied in cases involving widely followed
issuers by granting standing to those persons whose trades were executed on the
same day or days that defendant traded, so long as that occurred after defendant
breached his duty to disclose.

DELAWARE JOURNAL OF CORPORATE LAW

d.

[Vol. 24

A FinalEarly Word: O'Connor 74

The final case cited in the legislative history of ITSFEA for a
definition of the contemporaneous trader requirement is the only case that
draws a clear line for the requirement. O'Connorwas decided by the same
district court that had considered Shapiro.' In O'Connor, the court
dismissed an action as to particular defendants in spite of plaintiffs attempt
to argue the contemporaneity standard in its own favor. 76 This ruling was
made even though plaintiff had traded just hours before the defendants."
While acknowledging that the disclose or abstain duty was not confined to
those in privity with defendants, the court ruled that the duty to disclose was
not breached until defendants began trading. 8 Therefore, it reasoned, those
who had traded before the insider could claim no harm.' 79
Not only did the O'Connor court reject defendants' argument that
privity was required generally in a private action for damages, it went further
and said that, even if defendants could name those with whom they had
actually traded, the action would still not be limited to those in privity. 8
Referring back to Shapiro, the court said that, although the difficulty of
matching trades in an anonymous market was one reason Shapiro did not

D. LANGEVOORT, INSIDER TRADING REGULATION 269 (1990 ed.). As Langevoort predicts here,
courts in fact have come to read the requirement strictly and to limit standing to same day trading,
or even to trading within a few hours, where the stock at issue is heavily traded. See WANG &
STEINBERG, supranote 16, § 6.5.5-.7.
' 4 0'Connor & Assocs. v. Dean Witter Reynolds, Inc., 559 F. Supp. 800 (S.D.N.Y. 1983).
O'Connoris the third case cited in the legislative history of Insider Trading and Securities Fraud
Enforcement Act of 1988 as authority on the contemporaneity standard. H.R. REP. No. 100-910,
27 n.22 (1988).
" 750'Connor & Assocs. v. Dean Witter Reynolds, Inc., 559 F. Supp. 800 (S.D.N.Y. 1983).
1761d. at 803, 806.
177Id. at 802.
79

0'Connor,559 F. Supp. at 803. The court reasoned that:
[t]he fact that strict privity between buyer and seller is not required... does not
mean that the element of causation may be dispensed with .... Thus, although the
liability ofone who trades on inside information may extend to all those who trade
between the date of the defendant's sales and the date of public disclosure of the
inside information, [see Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc.,
[1975-76 Transfer Binder] Fed. Sec. L. Rep. (CCH) 95,377, at 98,878
(S.D.N.Y. Dec. 5, 1975); cf. Wilson, 648 F.2d at 94-95] liability does not extend
to those who traded prior to the defendant's breach of his duty to "disclose or
abstain" - that is, prior to the date of the defendant's trades.
1

Id.
I"See id.at 805. One defendant had argued that, because buyers and sellers in the options
market could be readily matched, cases doing away with the privity requirement in an anonymous
market should not apply to options cases. Id.
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require privity, it was not the only reason, nor was it the primary one.'
Shapirohad said that the disclose or abstain duty was
imposed "to insure the integrity and efficiency ofthe securities
market," a purpose which in Shapiro was held to require that
liability extend to all those who traded during the same period
as the defendants and who would not have traded had they
known of182the inside information possessed by the
defendants.
As to the concern about unlimited liability, the court explained out that if
damages are limited to the disgorgement of profits, a defendant could claim
no prejudice for a class including all contemporaneous traders.'
2. Subsequent Judicial Developments
The foundational cases provide no precise outlines to the
contemporaneous trader requirement. Similarly, Congress provided no
definition of contemporaneous trading when it codified the private right of
action in 1988." Cases decided since then have added little to our
understanding of what exactly constitutes contemporaneous trading. The
requirement, however, has been subject to increasingly strict interpretations.
A number of cases have suggested that it requires that a plaintiffs trading
take place on the same day as defendant's. ' 5 Also, the procedural
positioning of the contemporaneous trading argument is being used to
dispose of private actions at very early stages of litigation.
Though Shapiro and Fridrich specifically declined to use
contemporaneous trading as a standing requirement many courts since then
have followed Wilson in making it a matter of standing,8 6 and have
dismissed actions prior to discovery for failure to plead contemporaneity

181id.
i1d. (quoting Shapiro,495 F.2d at 237, 239-40). See discussion supra Part ll.B.l.b.
'O'Connor, 559 F. Supp. at 805. By this time, the Second Circuit had adopted the
disgorgementmeasure of damages in Elkindv. Liggett &Myers, Inc., 635 F.2d 156 (2d Cir. 1980).
'"See discussion of the Insider Trading and Securities Fraud Enforcement Act of 1988,
infra Part I.C.2.
"In re Aldus Sec. Litig., [1993 Transfer Binder] Fed. Sec. L. Rep. (CCH) 97,376 (W.D.
Wash. Mar. 1, 1993); In re Stratus Computer, Inc. Sec. Litig., No. 89-2075-Z, 1992 U.S. Dist.
LEXIS 22481 (D. Mass. Mar. 27,1992) (only same day trades contemporaneous). See Backman
v. Polaroid Corp., 540 F. Supp. 667, 671 (D. Mass. 1982) (trades two and seven days apart not
contemporaneous).
"See supra note 77.
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with sufficient particularity." 7 In addition, the standard for pleading has
itself been tightened in some courts. The Ninth Circuit now holds that
contemporaneous trading is a "circumstance constituting fraud,"'8 8 and the
level of particularity that is now considered to satisfy the pleading
requirement is tighter than it was in the past. Finally, at least one court has
used this position in conjunction with the 1995 Private Securities Litigation
Reform 9Act 8 9 to raise further obstacles to private actions for insider
trading. D
3. Summary of Judicial Creation and Development
Preceding sections have described initial problems created by the
contemporaneous trader requirement. This requirement was based on an
incomplete understanding of causation and harm in the insider trading
context.' 9' The creation of the requirement involved two mistakes. First, it
was based on a mistaken notion that the only persons harmed by insider
trading are those in privity with the insider."9 Second, it involved a
mistaken attempt to respond to the problem of disproportionate potential
liability by limiting access to the private right of action, rather than by
imposing a rational cap on the damages to which an inside trader could be
subject) 93
The history ofthe creation and development ofthe requirement by the

courts reveals an exacerbation of these mistakes and the problems they
"'See, e.g., Neubronner v. Milken, 6 F.3d 666, 670 (9th Cir. 1993) (stating that plaintiffs
"allegation of a three-year period of contemporaneous trading is clearly insufficiently specific to
establish contemporaneity").
"Id. at 670 (holding that "contemporaneous trading is necessarily a 'circumstance
constituting fraud' because an insider can not be liable to a private party under section 10(b) and
Rule lOb-5 without having traded contemporaneously; thus, contemporaneous trading must be
pleaded with particularity under [Fed. R. Civ. Pro. 9(b)]"). Rule 9(b) provides that "[i]n all
averments offraud or mistake, the circumstances constituting fraud or mistake shall be stated with
particularity."
189Pub. L. No. 104-67, 109 Stat. 737 (1995).
"In re Silicon Graphics, Inc. Sec. Litig., 970 F. Supp. 746 (N.D. Cal. 1997). For a review
of some of the cases described broadly in this section, see VANG & STINBERG, supranote 16, at

§ 6.5.

...
See, e.g., O'Connor & Assocs. v. Dean Witter Reynolds, Inc., 559 F. Supp. 800
(S.D.N.Y. 1983); Wilson v. Comtech Telecomm. Corp., 648 F.2d 88 (2d Cir. 1981); Fridrich v.
Bradford, 542 F.2d 307 (6th Cir. 1976); Shapiro v. MerillLynch, Pierce, Fenner& Smith, Inc., 495
F.2d 228 (2d Cir. 1974).
9See sources cited supra note 191.
"See CLARK, supra note 9, at 336 ("The Fridrich court's decision to impose a just
limitation on the defendant's liability for damages by means of a holding on what appears to be
another subject -whether defendant in fact caused injury- must leave jurists uncomfortable.').
See also supra text accompanying note 108 (quoting the Fridrichcourt's rationale).
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cause, through the ever more strict application of the requirement by
courts." Cases decided since the foundational cases have continued and,
for the most part, have compounded the original problems with the
contemporaneous trader requirement.195 The original concern over limiting
the private action to trading that has the appropriate causal connection with
the illegal conduct has led courts not only to adopt the contemporaneous
trader requirement, but also to restrict its reach. 6 The perceived need to
limit the scope of potential liability continues to be a touchstone when courts
are using and interpreting the requirement.
C. OtherDevelopments That Inform the Critique
of the Contemporaneous TraderRequirement
The previous section discussed the creation and development of the
contemporaneous trader requirement in the courts. This section presents
non-judicial perspectives that inform the critique of that requirement. It
begins with a discussion of the American Law Institute's Federal Securities
Code. In the Code, the product of a decade of study, the ALI adopted
standards for the private cause of action for insider trading."
Next, this section discusses the congressional adoption of the
contemporaneous trader requirement in the Insider Trading and Securities
Fraud Enforcement Act in 1988.198 ITSFEA provided an express private
right of action for contemporaneous traders. Congress did not defime the
term "contemporaneous," but rather referred to the case law for its
definition!1 9 Three ofthe cases discussed in the previous section were cited
as authority for the contemporaneous trader requirement.2" The legislative
history of ITSFEA also contains comments that may shed some light on
what Congress might have been requiring, and why.

'See supranote 185 and accompanying text.
'See supranotes 184-90 and accompanying text.
' See cases discussed supra Part ll.B.1.-2.
"9'Justa year after the publication of the ALI Federal Securities Code, an article was
published discussing in detail the harm caused by insider trading. In Wang, supranote 60, at 122545, 1304-11, Professor Wang presented an interesting exposition of how, and to whom, insider
trading results in harm, and also commented on the approach taken in the ALI Code.
'.insiderTradingand Securities FraudEnforcementAct of 1988, Pub. L.No. 100-704,102
Stat. 4677 (1988) (codified at 15 U.S.C. §§ 78c(a), 78o, 78t-1, 78u(a), 78u-1, 78ff(a), 78kk, 80b-4a
(1994)).
'"See H.R. RP. No. 100-910, at 27 (1988).
"OId. at 27 n.22.
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1. The ALI Federal Securities Code: Private Action Open
to Those Trading Until Disclosure0 1
a.

Introduction

In 1980, the American Law Institute published the Official Draft of
its Federal Securities Code. 0 2 The Code was the product of a decade of
careful work, constant revision, and input from a number of experienced and
esteemed members of the bench and bar, the public sector, and the
academy.2 3 Though the Code was never passed into law by Congress," it
reflects the informed thinking ofknowledgeable people under circumstances
(and in a time frame) that allowed a more comprehensive and careful
drafting than is usually the case in the press and the politics of the legislative

20IFEDERAL SECURITIES CODE (ALI 1980). For other discussions of the insider trading
provisions of the ALI Code, see WANG & STEINBERG, supranote 16, ch. 8; Wang, supranote 60,
at 1304-11. For general discussions of the ALI Code, see, e.g., A Symposium on the Proposed
FederalSecuritiesCode, I PACE L. Rnv. 279 (1981) (analyzing the AL Code); Symposium, The
American Law Institute's Proposed Federal Securities Code, 32 VAND. L. REV. 455 (1979)
(analyzing the ALI Code); Lewis D. Lowenfels, The CaseAgainstthe ProposedFederalSecurities
Code, 65 VA. L. RV. 615 (1979) (stating that the proposed code is not necessary to solve many of
the existing problems and creates more serious problems).
2
02FEDERAL SECURITIES CODE at vii (ALI 1980). The idea for the Code was originally
discussed at an American Law Institute Council meeting in 1964 by Professor Louis Loss and then
Chairman of the SEC William L. Cary. Id. The idea received the support of the American Bar
Association's Committee on Federal Regulation of Securities. Id The project was meant to unify
and integrate various federal statutes affecting securities, and also to improve them, clarify them,
and eliminate inconsistencies and overlaps. Id The drafting involved the close participation of a
group of Consultants and Advisors, and the cooperation ofboth the ABA and the SEC. The project
took a full decade to complete. l at xxi. The Official Draft was endorsed by the ABA and later
by the SEC. Statement Concerning Codification of the Federal Securities Law, Securities Act
Release No. 6377, [1981-1982 Transfer Binder] Fed. Sec. L. Rep. (CCH) 9183,090 (Jan. 21, 1982);
Statement Concerning Codification ofthe Federal Securities Law, Securities ActRelease No. 6242,
[1980 Transfer Binder] Fed Sec. L. Rep. (CCH) 9 82,655 (Sept. 18, 1980).
tm
See FEDERAL SECRITIES CODE at xxi-xxiii (ALI 1980); HAROLD S. BLOOMENTHAL &
SAMUEL WOLFF, SECUrITIES AND FEDERAL CORPORATE LAW § 1.01 (1997) (stating that "the
proposed Code was exposed to many points ofview in the drafting process and involved some of
the best minds in the field of securities law").
'The Code was presented to Congress in 1980, but Congress did not act on it. "[W]hen
the AL's Federal Securities Code was presented to Congress in 1980, Congress essentially yawned
and declined to act. Unfortunately, 'good government' reform does not excite powerful
constituencies nor generate the level of emotion necessary to stir a lethargic Congress into action."
John C. Coffee, Jr., Re-Engineering Corporate Disclosure: The Coming Debate Over Company
Registration,52 WASH. & LEE L. REv. 1143, 1145-46 (1995).
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process.02 5 The Code has influenced the work ofjudges and regulators.2es
It is illuminating to consider the approach of the Code to the issues
surrounding the contemporaneous trader requirement.
The Code would make express the implied private right of action for
The Code does not adopt a requirement of
insider trading."'
contemporaneous trading for open-market 2°8 insider trading.2" Rather, it
grants a private action to all those trading from the day the defendant trades
caps that
until disclosure of the information.2 0 It also provides for damage
21
limit a defendanfs total liability in the open-market setting.
b.

Who CanBring a PrivateAction

Code section 1703 sets up the private right of action for insider
trading.21 2 Section 1703(b) deals with transactions effected in the market
and provides that a person who violates various of the substantive fraud
provisions, including those covering insider trading, "is liable for damages
to a person who buys or sells during the period beginning at the start of the
day when the defendant first unlawfully sells or buys, and ending at the end
of the day when all material facts.., become generally available." ' Thus,

kld at 1145 ("Almost everyone in the field applauded this effort, accomplished underthe
magisterial direction of Harvard Professor Louis Loss. Eventually, even the SEC endorsed this
approach....").
'See Norman S. Poser, A Monument to a RegulatorySystem, 92 MICH. L. REv. 1797,
1797 (1994) ("Although never enacted into law, the Code has profoundly influenced judicial
decisions and SEC rulemaking.").
'0See FEDERAL SEcuRIEs CODE at xlvi (ALI 1980); id § 1703.
2anin the area ofcivil liability for Rule 1Ob-5 type violations, the Code deals separately with
market and non-market transactions. See FEDERAL SECURMEs CODE §§ 1702(a)-(b), 1703(a)-(b)
(1980).
"It does adopt a same day trading requirement for private actions based on other types of
securities0fraud. See i § 1702(b).
21Id. § 1703(b).
2
"Id.§§ 1703(i), 1708(b).
2 2
1 Section 1703 is titled "Sales and Purchases By Fraud or Misrepresentation." The
substantive elements ofa violation are provided in § 1603. Also relevant to this discussion is Code
§ 1702. Section 1702 provides for liability for' "llegal Sales and Purchases." It addresses "nonfraud-type violations that have to do with sales or purchases of securities." FEDERAL SEcuRrTIEs
CODE § 1702(a) cmt. (1)(a) (ALI 1980).
1LThis allows the possibility thatplaintiffwill have traded before defendant, though on the
same day. FEDERAL SECURnES CODE § 1703(b) (ALI 1980). This seems to conflict with
O'Connor&Assocs. v. Dean Witter Reynolds, Inc., 559 F. Supp. 800 (S.D.N.Y. 1983), but it does
simplify the identification of qualifying plaintiffs.
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the Code adopts the designation of the class of potential plaintiffs advocated
for in this article and assumed by the district court in Shapiro.2 4
The drafters of the Code did not adopt this designation of the class of
potential plaintiffs unmindful of alternatives. In fact, for different situations,
the Code uses three different requirements mentioned in this article:
privity,215 same day trading1 6 and trading after the insider and prior to
disclosure of the information.2 17 The first alternative, requiring privity
between plaintiffs and defendants, is used by the Code, but only for
situations in which it is deemed appropriate.1 Thus the Code requires

privity where the courts have always required it, in face-to-face

transactions. 2 9 For such "transactions not effected in the markets," the

violator is liable to "his buyer or seller."'

This is the requirement both for

insider trading and other fraudulent securities trading covered in
section 1703(a),"2 and for the parallel provision dealing with non-fraudulent
violations involving securities trading covered in section 1702(a).m "[Ilf,"
however, "a transaction is effected in a manner that would make the
matching of buyers and sellers substantially fortuitous,"' that is, for
"transactions effected in the markets," 4 privity is deemed inappropriate.'
" 4 Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d 228 (2d Cir. 1974);
Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., [1975-76 Transfer Binder] Fed. Sec. L.
Rep. (CCII) T 95,377, at 98,878 (S.D.N.Y. Dec. 5, 1975). See also Wang, supra note 60, at 1307
('This classification is roughly equivalent to the Shapiro or Ellindclass ofplaintiffs.'). Robert C.
Clark apparently also assumes this was the Second Circufs approach. See CLARK, supra note 9,
§ 8.10, at 335.
"'See supraParts II.A., HI (discussing the problems surrounding privity).
"16See supranote 185 and accompanying text (discussing same day trading).
"'See supraPart II.B. (noting key cases involving insider trading).
2tFEDERAL SECURrr1ES CODE at xlix(l0) (ALI1980).
2191a § 1702(a).
"'Seeid. (stating sellers or buyers are liable to their buyer or seller).
"'Id. § 1703(a).
"FEDERAL SEcuRrIEs CODE § 1702(a) (ALI 1980).
-id. at xlix(l0).
Ild. § 1703(b).
"'Section1702, like § 1703, deals separately with market and non-market transactions.
The general approach of the Code in this area is to distinguish between market and non-market
trades. The drafters recognized the fortuitousness of any matching of buyers and sellers in market
transactions:
(10)
Face-to-faceversus market transactions:Today [Rule lob-5 and other
provisions].., ignore the very real differences between face-to-face transactions
and purchases in an organized market, where the tracing of certificates from seller
to buyer (or vice versa), if mechanically possible at all, produces an altogether
fortuitous result. The successor provisions, §§1702-03, treat the two types of
transactions separately, so that, ifa transaction is effected in a manner that would
make the matching of buyers and sellers substantially fortuitous, all persons who
buy or sell on a given day are treated alike (§§1702(b), 1703(b)).
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The Code deals with the fortuitousness of matching trades in the
open-market setting differently than have the courts. Instead of creating a
class of potential plaintiffs who might have been in privity with the
defendant, a group with "constructive privity," the Code simply
acknowledges the fortuity and designates what the drafters deemed to be a
sensible class given that,226in these situations, "any concept of privity of
contract is meaningless."
For different kinds of market transactions, the Code uses both the
second and third alternatives listed above. For civil liability for open-market
violations of a variety of types covered under section 1702(b), it provides a
"same day" trading requirement. m Section 1702 is "designed essentially to
protect the buyer or seller in the particulartransactionrather than to
regulate the industry generally."' Thus, when it is deemed appropriate, the
Code uses the restrictive version of the contemporaneous trading
requirement.' The fact that the drafters of the Code used this designation
of a class of potential plaintiffs in the section of the Code immediately
preceding the insider trading provision strongly suggests that their failure to

adopt it for insider trading suits was an intentional rejection of the
contemporaneous trader alternative that was developing in the courts at the
time. 23
The third alternative listed above was chosen for insider trading where
the trades took place in the market. Recall that section 1703 deals with
fraudulent sales and purchases and covers insider trading." In non-market
situations, it mirrors the provisions of section 1702, and makes defendants

Id at xlix(1O). Professor Loss points out in his Introduction to the Code that "the commentsthough most of them accompanied the earlier drafts, and their final version here reflects many
suggestions from members of the advisory groups and others - must be understood to be the
Reporter's, not the Institute's." Id. at xxii.
" FEEAL ScurIEs CODE at xliv(b) (ALI 1980) (commenting generally on Fraud and
Civil Liability portions of Code). See also id § 1702(e) cmt.4(b) ("[To] insist on... privity of
).
contract between plaintiff and defendant... [would be] both impractical and nonsensical ....
'See id§ 1702(b). Section 1702(b) provides that "a seller or buyer who acts as in section
1702(a) is liable for damages to a person who buys or sells a security of the same class on a day
when the defendant unlawfully so acts." I Damages under subsection (b)are limited so they will
be no greater than under subsection (a). See id § 1702(e)(2). See also id § 1702(b) cmt. 3 (stating
that defendant's exposure is no more than under § 1702(a)).
2
See id. § 1702(a) cmt. 1(a).
'As mentioned above in the discussion of Shapiroand Celebrezze's opinion in Fridrich,
the contemporaneous trader requirement was narrowed into a proxy for privity, restricting the private
right of action to those who traded within a few days ot or on the same day, as the defendant. See
supraPart ll.B.1.
"'See cases discussed supra Part II.B.I.
"3FaumF.L SEcurrEs CODE

§ 1703 (ALI 1980).
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liable to their trading partners for rescission or damages. 2 In market
situations, however, it does not mirror section 1702. 3 As indicated above,
instead of making the defendant liable only to same day traders, it opens the
category of potential plaintiffs to everyone trading from the time the
defendant did until disclosure of the information. 4
The explanation given for rejecting a "same day" trading requirement
for eligibility to sue for insider trading, in spite of the fact that the Code uses
such a requirement for other circumstances, is worth noting.25 A comment
following section 1703(b) explains this deviation:
So far as describing eligible plaintiffs is concerned,
section 1703(b) necessarily departs from the same-day formula
of section 1702(b). For under that formula persons who
bought on a day when the defendant sold and who later resold
before the facts became generally available would have
standing but normally would be unable to show damages under
... [the applicable damage provisions of the Code], whereas
their buyers would be able to show damages if they held until
the facts became generally available but would lack standing;
and the result might be immunity for the defendant. 6
This is an acknowledgment that the harm from an insider's trade may be
transferred up until the time disclosure is made, and that therefore the one
in privity may not be hanned. 23
c.

Damage Limitations;Prorationof Damages'

As noted, the Code requires neither privity nor contemporaneous
trading for eligibility to sue for insider trading in the open-market setting.

"Id. § 1703(a) (violator "liable to his buyer or seller").
- Mld. § 1703(b) cmt. (2).
'Idk § 1703(b) (stating that a violator "is liable for damages to a person who buys or sells
during the period beginning at the start ofthe day when the defendant first unlawfully sells or buys,
and ending at the end of the day when all material facts ... become generally available").
235 FEDE.AL SEcurrmEs CODE § 1703(b) (ALI 1980).
'Id § 1703(b) cnt. 2. This is the same reason the Second Circuit in Shapiro gave for
rejecting defendants' theory ofliability based on the concern about enormous potential liability. See
supranotes 91-100 and accompanying text (discussing Shapiro).
27
See infra PartIm.
"'lhe idea of capping damages has been discussed by a number of commentators. See
sources cited supranote 9. Several commentators specifically refer to the ALI Code's proposal.
See, e.g., Langevoort, supranote 25, at 657-62 (discussing a damage limitation high enough to deter
securities fraud).

