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I. Introduction

The illegality of insider trading is common knowledge in the
United States, as regular citizens, powerful executives, and even
beloved celebrities fall on their swords because of the far-reaching
ban.1 Recently, the SEC made its first attempts to extend the
misappropriation theory of insider trading to include shadow
trading, which involves an employee using inside information re-
lating to one’s affiliated company, to trade the stock of a separate,
but comparable, company.2 This theory of shadow trading sparked
much commentary, confusion and debate, as it (1) is premised
upon a “duty” to source, which informs the trader’s company’s
corporate policy, rather than from any legally recognized fidu-
ciary duty or principal/agent relationship and (2) takes a step to-
ward punishing mere unethical conduct, essentially precluding
trading based on all material nonpublic information, regardless
of its source—similar to the parity-of-information and equal ac-
cess frameworks, repeatedly rejected by the Supreme Court.3 At
the same time, the shadow trading theory cracks down on
corporate conduct, which may offer a route of enforcement that
the Supreme Court finds attractive, as it is in keeping with prior
articulated SCOTUS policy rationale for the prohibition against
insider trading.4 This article aims to offer insight into the chal-
lenges of a shadow trading regime and to provide a perspective
against endorsement of the theory because overall, shadow trad-
ing goes too far to federally punish unethical conduct, and is an
unnecessary stretch of the misappropriation theory’s reach.
However, because the shadow trading theory is in keeping with
the overarching goals of the ban, as articulated by the Supreme
Court, this article argues the SEC has high chances of succeeding
in its attempt to add the shadow trading arrow to its enforce-
ment quiver.

This article proceeds as follows. In Part II, I discuss the law of
insider trading generally, focusing mainly on the development of
the classical, tipping and misappropriation theories. In Part III, I
set forth the “shadow trading” theory, as introduced in 2019 by

*The author is an associate at Akin Gump Strauss Hauer & Feld LLP.

343© 2023 Thomson Reuters E Securities Regulation Law Journal E Winter 2023



SEC v. Panuwat. I then devote Part IV to revisiting the misap-
propriation theory, in light of recent recognition of the “shadow
trading” basis for insider trading liability. In Part V, I dive into
the differing rationales behind insider trading law, the policies
used to justify it, and discuss whether the way the law stands
today achieves those policy goals. I ultimately offer a prediction
as to the trajectory the shadow trading theory might take in
future proceedings. Finally, Part VI presents my conclusion.

II. The Law of Insider Trading, Generally

A. Brief History
While insider trading is a hot topic among many groups—span-

ning from fans of the Dallas Mavericks, to those of Shark Tank,
and even to cooking television show lovers5—the federal regime
“enjoys a somewhat murky legal pedigree.”6 Different from other
countries, in the U.S., no singular federal statute or regulation
explicitly sets forth an express ban on insider trading.7 In the
absence of express congressional mandate, the prohibition
developed—and continues to develop—out of the courts and the
SEC, through elaboration over time by judges and administrative
regulation.8 Consequently, instead of presiding in one place, the
law is scattered. Neither Section 10(b) of the Securities Exchange
Act of 1934 nor Rule 10b-5 expressly forbids insider trading.9

While Rule 14e-3 explicitly regulates trading on material, non-
public information, this is only in the tender offer context.10

Similarly limited, Section 10(b) of the Exchange Act “regulates
trading by corporate insiders, but restricts the use of material,
non-public information only indirectly and only within a very
narrow time horizon.”11 Further, the Title 18 securities fraud
criminal statutes allow the Department of Justice a hand in
enforcing the insider trading prohibition.12 Because of its scat-
tered nature, insider trading law has expanded, contracted,
twisted and bent over backwards throughout the years in a way
that is difficult to follow, even for those who keep a close eye on
the subject.13

Congress passed the Securities Exchange Act in 1934, contain-
ing the key provision Section 10(b).14 Intended as a general anti-
fraud provision, Section 10(b) never actually mentions or defines
insider trading—in fact, insider trading does not technically even
involve “fraud” as the word is typically understood in the securi-
ties realm (i.e., a material misrepresentation or at common law,
omission when there is a duty).15 Rather, insider trading requires
a person or insider possessing and using material nonpublic in-
formation to trade securities without disclosing that information
to their trading counterpart.16 Still, in 1942, the SEC promulgated
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Rule 10b-5 based on Section 10(b), further protecting purchases
and sales of securities from fraudulent schemes.17 Afterwards,
Section 10(b) and Rule 10b-5 became the key provisions used to
prosecute insider trading.18 Despite this advancement in stan-
dards guiding federal insider trading law, state insider trading
common law remained divided,19 and no state imposed civil fines
or criminal liability for insider trading until the second third of
the twentieth century.20

Beginning in 1961, SEC Commissioner William Cary led a
crusade to bring insider trading actions under Section 10(b), hop-
ing to herald the start of criminal and civil liability for illegal
insider trading.21 With the landmark case of In re Cady, Roberts
& Company, Comm’r Cary offered the first articulation of the
disclose-or-abstain rule, whereby persons

must disclose material facts which are known to them by virtue of
their position but which are not known to persons with whom they
deal and which, if known, would affect their investment judgment.
Failure to make disclosure in these circumstances constitutes a
violation of the anti-fraud provisions. If, on the other hand,
disclosure prior to effecting a purchase or sale would be improper
or unrealistic under the circumstances, [the SEC] believes the
alternative is to forego the transaction.22

This disclose-or-abstain regime proved controversial from the
beginning, lacking clear statutory definition and relying on nei-
ther historical nor common law precedent.23 Still, the rule gained
traction, and enjoyed its broadest expansion in SEC v. Texas Gulf
Sulphur Co., where the Second Circuit emphasized the disclose-
or-abstain rule allows equal footing for all traders—insider or
not—applying to anyone in possession of material inside
information.24 The demands of Cady, Roberts and Texas Gulf
Sulphur resemble the equal access theory, which along with the
parity-of-information theory, is the foundation of the insider trad-
ing prohibition in the European Union.25 The equal access theory
follows a disclose or abstain framework, requiring one who
obtains or misappropriates material non-public information by
virtue of their profession to either disclose it (if allowed) or ab-
stain from trading.26 An equal access or parity-of-information
regime forbids trading based on all material nonpublic informa-
tion, regardless of its source.27 Despite the straightforwardness
and ease of enforcement offered by a disclose-or-abstain regime,
the Supreme Court later rejected its use in favor of the current
fiduciary duty based approach articulated in Chiarella v. U.S.28

B. The Classical Theory
In Chiarella, the Supreme Court abandoned previously ac-

cepted insider trading theories and set forth the basis for insider

[VOL. 51:4 2023] SHADOW TRADING: ANOTHER ARROW

345© 2023 Thomson Reuters E Securities Regulation Law Journal E Winter 2023



trading liability, as it is known today. There, Vincent Chiarella, a
“markup man” for a financial printer, sifted through corporate
takeover bid announcements, which were delivered to his
employer for printing, and deduced the names of the target
companies before the final printing.29 Chiarella then, without
disclosing his knowledge, purchased stock in the target companies
and sold the shares immediately after the takeover attempts
went public, profiting more than $30,000 over the span of 14
months.30 Using the Texas Gulf Sulphur rationale, the Second
Circuit held that Chiarella’s access to and subsequent use of the
material nonpublic information to trade in securities rendered
him liable, despite his outsider status as an employee of a
financial printer.31 After, the Supreme Court reversed Chiarella’s
conviction, reasoning that his conviction was not premised on any
jury finding that he had a duty to disclose the information.32 In
doing this, the Supreme Court rejected the Second Circuit’s use
of the “equal-access” or “parity-of-information” theory, formulat-
ing the classical theory instead.33

Generally, per the classical theory, a fiduciary or agent (in this
articulation, “A”) who owes duties of loyalty and confidentiality to
the corporation (“C”) and collectively, its shareholders, perpetrates
a fraud upon C when A converts nonpublic information entrusted
to A by C, for A’s own benefit, to trade in the securities of C.34 The
classical theory applies to “officers, directors, and other perma-
nent insiders of a corporation” as well as to temporary insiders—
“attorneys, accountants, consultants, and others” who become
temporary fiduciaries of a corporation.35 Corporate insiders (i.e.,
directors and officers) owe a fiduciary duty to their shareholders,
which creates an obligation to disclose material information af-
fecting the stock price before entering a transaction with current
or future shareholders.36 When a director or officer trades
company stock based on material nonpublic information, her or
his fiduciary obligation to the shareholders gives rise to a duty to
disclose, which the director or officer violates when she or he fails
to do so.37 In summary, the classical theory of the prohibition
against insider trading equates silence, coupled with a special
duty, to fraud. In Chiarella’s case, because he made his trades
over anonymous exchanges, he never made false representations
to his counterparties.38 Therefore, absent a fiduciary or other sim-
ilar relation of trust and confidence, liability could not attach to
Chiarella.39 However, as I will discuss later, this outcome would
differ today under the Misappropriation Theory.40

In replacing the parity-of-information rule, the Chiarella Court
showed no restraint in condemning its rationale. In an opinion
written by Justice Powell, the Court held that despite Section
10(b)’s characterization as a catchall provision, it must actually
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catch fraud.41 Thus, the Court found a duty of disclosure to the
market as a whole would radically depart from the “fiduciary-
fraud-based model . . . and ‘should not be undertaken absent
some explicit evidence of congressional intent.’ ’’42 While the Court
acknowledged the inherent unfairness in allowing some market
participants to trade on material nonpublic information, it ef-
fectively killed the equal-access model in one fell swoop by hold-
ing the SEC may not utilize Section 10(b) to categorize every
single instance of financial unfairness as fraud.43

C. Tipper-Tippee Liability
Another great concern to the SEC is the occurrence of tipping—

where one (the tipper) communicates information to a recipient of
that information (the tippee).44 Both a tipper and a tippee may
emerge where one person both communicates and receives certain
information.45 Before Dirks v. SEC, a tippee stood in the shoes of
their tipper—“if the tipper could not trade, the tippee, upon
receiving that information from the tipper and knowing of the
tipper’s situation, also could not trade.”46 However, only three
years post-Chiarella, the Supreme Court once again attempted to
provide clarity to insider trading law by setting a different stan-
dard for tipper-tippee liability, premised on a motivational
requirement.47

In Dirks, Raymond Dirks, an officer of a New York broker-
dealer firm, received material nonpublic information from an
insider of a corporation with which Dirks had no connection.48

While performing his own investigation as to the validity of the
information he received, Dirks shared the information openly
with several investors and clients.49 Prior to public disclosure of
the information shared, Dirks’s five institutional clients sold the
corporation’s stock and profited millions.50 Despite the SEC’s in-
sistence on Dirks’s liability premised on the theory that the “tip-
pee ‘inherits’ a Cady, Roberts obligation51 to shareholders when-
ever [she or] he receives inside information from an insider,” the
Court reaffirmed its Chiarella holding that a duty to disclose
must arise from a relationship between parties, not merely from
someone’s ability to acquire information because of her or his
market position.52 By once again rejecting elimination of the fidu-
ciary requirement, the Court prioritized market efficiency over
regulation of outsider informational abuses.53

Instead of sanctioning tipper-tippee trading, the Court adopted
the “participant after the fact” theory of tippee liability—the tip-
pee’s obligation arises from their role as a “participant after the
fact” in the insider’s fiduciary duty breach.54 Accordingly, an
insider must breach a fiduciary duty owed to her or his corpora-
tion and her or his shareholders before a tippee can be held liable
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under Rule 10b-5.55 This ruling effectively established a two-fold
test for tippee liability under Rule 10b-5.56 First, an insider must
breach her or his fiduciary duty by disclosing material nonpublic
information to a tippee.57 The existence of a breach turns on
whether the insider derived some type of personal gain from the
disclosure or intended to make a gift of the valuable information,
which would show the insider communicated the information for
the improper purpose of obtaining some sort of personal benefit
from corporate information.58 Second, a tippee must trade on the
basis of that disclosure with actual or constructive knowledge of
the insider’s breach—making the tippee a “participant after the
fact.”59

Ultimately, the majority of the Court agreed upon Dirks’s in-
nocence, because as a stranger to the corporation of the tipper, he
held no pre-existing duty to its shareholders.60 Further, because
Dirks’s informant received no monetary or personal gain from the
disclosure and did not intend the information as a gift to Dirks,
he breached no duty to the corporation.61 Absent a primary breach
by the corporation’s insiders, Dirks could not commit a derivative
breach, and thus could not be a “participant after the fact” in an
insider’s breach of a fiduciary duty.62

In contrast to the majority’s focus on the lack of personal gain
obtained by Dirks and his tipper, Justice Blackmun’s dissent
focused on the harm done to the uninformed corporation’s
shareholders—the resulting injury to the shareholders remains
the same, regardless of an improper motive and personal gain by
the insider.63 Thus, in Blackmun’s view, tipper-tippee insider
trading law requires evidence of neither. Although the Court did
not ultimately adopt Blackmun’s view, the SEC adopted Rule
14e-3 after the Court’s Chiarella decision, implementing a
framework adhering to the principles Blackmun outlined in his
Dirks dissent.64 By promulgating Rule 14e-3, the SEC attempted
to regulate insider and tippee trading in the tender offer context.65

With certain exceptions, Rule 14e-3 applies the disclose-or-abstain
framework to the “possession of material information relating to
a tender offer where the person knows or has reason to know the
information is nonpublic and was received directly or indirectly
from the offeror, the subject corporation, any of their affiliated
persons, or any person acting on behalf of either company.”66 The
rule also includes a broad anti-tipping provision, which likewise
does away with the personal benefit requirement of Dirks for
tipper-tippee liability.67

Chiarella and Dirks both affirmed the Supreme Court’s resis-
tance to a parity-of-information or equal-access regime, limiting
the application of the insider trading prohibition to circumstances
where a fiduciary duty is owed or relationship of trust and
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confidence exists. However, the SEC, through its promulgation of
Rule 14e-3, still found a way to keep the disclose-or-abstain
regime alive, at least in the context of tender offers. The Supreme
Court later upheld the rule in O’Hagan, finding persuasive the
SEC’s argument that in the tender offer context, an evidentiary
issue exists as to breach of fiduciary duty and the tippee’s knowl-
edge of that breach because in most cases, the only parties to the
information transfer are the insider and alleged tippee.68 This
proof problem, if left unchecked, enabled sophisticated traders to
escape responsibility.69 Therefore, the disclose-or-abstain com-
mand of Rule 14e-3 provided a means reasonably designed to
prevent fraudulent trading, at least in the tender offer context.70

The Chiarella and Dirks outcomes reaffirmed the Court’s
reluctance to further a parity regime, but its sanctioning of Rule
14e-3 suggested the Court is not entirely closed off to keeping the
regime alive, if the circumstances require.71 This apparent con-
tradiction is important to note, especially in considering a
potential shadow trading regime, as I will discuss in Part III.

D. The Misappropriation Theory
Despite the prosecutorial setback advanced by Chiarella, the

SEC continued to press for expansion of Section 10(b) insider
trading liability for the next decade. The misappropriation theory
found its roots in the Chiarella briefs, where prosecutors argued
that Chiarella breached his duty to the acquiring corporation and
his employer when he traded using information obtained by
virtue of his employment.72 Still, the Supreme Court did not ac-
cept a fraud-based theory extending to corporate outsiders until
the 1997 case of United States v. O’Hagan.73 There, James
O’Hagan, a partner at a law firm, learned confidential details
regarding a tender offer his colleagues actively worked on, where
they represented Grand Metropolitan PLC in its tender offer for
Pillsbury Company.74 While O’Hagan himself did not work on the
deal, he still took the information, traded Pillsbury stock before
the transaction went through, and profited more than $4.3
million.75

In prosecuting O’Hagan, the SEC could not rely upon the clas-
sical theory because he breached no duty of trust or confidence to
his counterparties—he was not a temporary insider of Pillsbury,
therefore he owed no duties to the company or its shareholders.76

Instead, the prosecutors argued for—and the Supreme Court
embraced—the misappropriation theory, whereby Section 10(b)
and Rule 10b-5 liability incurs whenever one uses material,
nonpublic information for securities trading in a manner deceit-
ful to the source of that information.77 A non-insider such as
O’Hagan satisfies the “deceptive device or contrivance” require-
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ment of Section 10(b) by duping his principals (i.e., his law firm
and its clients) out of the exclusive use of their confidential infor-
mation by trading on it.78

With the adoption of the misappropriation theory in O’Hagan,
SCOTUS recognized each basic element of insider trading
liability. Specifically, the Court found Section 10(b) liability arises
where a person, seeking personal benefit,79 trades on material
nonpublic information in breach of some fiduciary or similar duty
of trust and confidence to the counterparty to either the trade80 or
the source of the information.81 However, room for confusion still
exists because of ambiguity within Section 10(b) and judicial rul-
ings on the subject. For example, uncertainties exist regarding
what constitutes a personal benefit as required in Dirks; when
trading is considered on the basis of material nonpublic informa-
tion; when information is material or nonpublic; what type of fi-
duciary relation triggers the duty to disclose; and whether that
relation must be one of trust and confidence (Chiarella) or trust
or confidence (SEC Rule).82 As I discuss in Part III, the ambiguity
and breadth of resolutions to these uncertainties may significantly
expand or contract insider trading liability.83

Perhaps one of the most pressing and controversial questions
deriving from the adoption of the misappropriation theory in
O’Hagan is how courts should define the bounds of fiduciary-
esque relationships for the purposes of the misappropriation
theory. Despite lack of one clear definition for a relationship that
should be treated as fiduciary, courts mostly agreed on the es-
sential characteristic of agency—the fact that one party is relying
on the other party to act in his or her interest.84 Trust alone is
not enough to create a fiduciary relationship, and neither is
vulnerability—something more is needed, in the form of reliance.85

Qualifying relationships are not between peers or equals, but are
rather characterized by reliance and control, leaving “one party
in a position of domination, inferiority, or vulnerability.”86

Despite best judicial efforts to create an agency-centric defini-
tion, in 2000 the SEC promulgated Rule 10b5-2 to settle the is-
sue and define certain fiduciary-esque relationships, such as
personal, social and familial relationships, which would impose a
duty of trust or confidence required under the misappropriation
theory.87 Rule 10b5-2 defined the test for misappropriation as a
breach of trust or confidence88 and created the possibility of owing
such a duty to any ‘source’ of material nonpublic information.89

Applying both to personal and business relationships,90 Rule
10b5-2 enumerated a non-exhaustive list of situations where
such a relationship may be presumed, and in effect, a trader
would owe a legal duty to the source of the information:

(1) Whenever a person agrees to maintain information in con-
fidence;
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(2) Whenever the person communicating the material nonpub-
lic information and the person to whom it is communicated
have a history, pattern, or practice of sharing confidences,
such that the recipient of the information knows or reason-
ably should know that the person communicating . . .
expects that the recipient will maintain its confidentiality;
or

(3) Whenever a person receives . . . information from his or
her spouse, parent, child, or sibling . . ..91

Despite the misappropriation theory’s well-established applica-
tion in the business setting prior to Rule 10b5-2,92 its applicabil-
ity to personal and family relationships remained uncertain prior
to the rule’s adoption.93 Understandably, courts grappled with the
question of whether to find a fiduciary duty within intimate
relationships. For example, in 1991, the second circuit rejected
application of the misappropriation theory in the case of a wife
entrusting inside information to her husband.94 The court found
that marriage did not create a fiduciary relationship, and no duty
arose where one spouse unilaterally entrusted the other spouse
with confidential information without the promise of
confidentiality.95 With the subsequent SEC adoption of Rule
10b5-2, however, the misappropriation theory’s applicability
became more accepted in the context of family and other personal
relationships, but the outcomes of this line of cases remain
unpredictable.96

Despite the SEC’s persistence in targeting deceitful and fraud-
ulent practices within existing fiduciary relationships, adoption
of Rule 10b5-2 gave the SEC leeway to target communications
between friends and social acquaintances—notably, conduct not
based on a preexisting legal duty and that is not criminal, tor-
tious, or fraudulent.97 In this subset of cases, no direct relation-
ship existed between defendants and the owners of the nonpublic
information—rather, the defendants committed legal violations
by using information shared by a friend for their own personal
gain.98 In enforcing the right to honest family and friends, adop-
tion of Rule 10b5-2 served as a large expansion of insider trading
liability by giving the SEC clearance to focus on personal com-
munications and relationships.99 Even with this clearance,
however, only roughly one-third of misappropriation actions are
premised based on family relationships, friendships, and breaches
of confidentiality agreements—and these outcomes are far less
certain than the outcomes of misappropriation cases in the busi-
ness setting.100 As I discuss in Parts IV and V, the SEC’s recent
enforcement action in Panuwat is in keeping with the SEC’s focus
on relationships within the business setting, but still advances a
focus on unethical conduct, rather than duties arising out of
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traditional fiduciary relationships, much like the old parity-of-
information and equal access theories.

III. Shadow Trading: Another Arrow in the SEC’s
Enforcement Quiver?

As discussed above, the judicial versus regulatory view of illicit
insider trading may differ, depending on the time period and
context during which the trader’s conduct takes place. In 2021,
the SEC filed a complaint in California federal court, premised
on a new and novel legal theory, shadow trading.101 Prior to SEC
v. Panuwat, the theory had never been tested in court; however,
on January 14, 2022, Judge William H. Orrick denied Matthew
Panuwat’s motion to dismiss,102 which effectively signaled
potential for upcoming expansion of the bounds of insider trading
law, specifically in terms of the ever-expanding misappropriation
theory. As of April 14, 2023, the most recent docket entry in the
Panuwat case is an order setting a settlement conference,
scheduled for September 7, 2023 in San Francisco.103 Depending
upon the outcome of that conference and any proceedings
afterwards, if the SEC prevails in its prosecution of Panuwat,
this expansion might signal a new era of insider trading enforce-
ment actions.

Shadow trading’s alleged illegality derives from the misappro-
priation theory, where an insider’s trading breaches a duty to the
source of the material nonpublic information because it “defrauds
the principal of the exclusive use of [its] information.”104 The
shadow trading theory involves an individual associated with one
entity (Entity A) trading “in another public company’s securities
(Entity B), typically a competitor entity or supply chain partner,
based on material nonpublic information obtained during their
employment or from another relationship with Entity A.”105 In
other words, shadow trading occurs where two companies are al-
legedly correlated in some way (i.e., a peer company in the same
relatively small industry) and an insider uses confidential infor-
mation pertaining to the business of the company she or he is af-
filiated with, to trade in the securities of another company.106 If
the shadow trading theory is to prevail in courts, the expansion
of insider trading liability advanced by adoption of the misappro-
priation theory continues to live up to the breadth concerns of
many. Further, this new regime indicates the SEC’s prosecutorial
efforts turning back toward a focus on unethical corporate
conduct, instead of on dishonesty and deceit within social and
business relationships.

A. SEC v. Panuwat
Matthew Panuwat served as a senior officer for Medivation,

Inc., a mid-sized oncology biopharmaceutical company located in
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San Francisco, California.107 In August 2016, Panuwat, through
the course of his employment, received confidential nonpublic in-
formation that Pfizer, Inc. intended to acquire Medivation.108

Within minutes of receiving this confidential information,
Panuwat purchased short-term out-of-the-money call options109 in
the common stock of Incyte Corporation, another mid-sized
oncology-focused biopharmaceutical company.110 Panuwat antici-
pated the value of Incyte would materially increase upon public
announcement of the Medivation acquisition.111 By trading ahead
of the acquisition announcement, Panuwat profited $107,066.112

Importantly, the SEC’s complaint against Panuwat noted that at
the start of his employment at Medivation, Panuwat agreed to
keep information that he learned during his employment
confidential and not to make use of that information, except for
the benefit of Medivation.113 He also signed Medivation’s insider
trading policy, prohibiting employees such as himself “from
personally profiting from material nonpublic information concern-
ing Medivation by trading securities issued by Medivation or the
securities of another publicly traded company.”114 Although Rule
10b5-2(1) specifies a legal duty exists “whenever a person agrees
to maintain information in confidence,” Panuwat argued he did
not breach his duty to Medivation because the company’s insider
trading policy did not prohibit trading in Incyte securities.115

In bringing its complaint against Panuwat, the SEC set forth
multiple allegations, including (1) Panuwat’s conduct breached
his company agreements and/or policies because Panuwat agreed
to keep information learned during his employment confidential
and not to make use of it;116 and (2) in violation of Section 10(b)
and Rule 10b-5 thereunder, Panuwat, a non-insider of Incyte,
misappropriated the confidential information of his own company
by engaging in trading Incyte shares, even though his employer,
Medivation, had no confidential business arrangements with
Incyte.117 Panuwat argued in his Reply in Support of his Motion
to Dismiss that his was the first case the SEC brought against
someone who traded in the securities of an issuer about which he
had no material nonpublic information, and that the SEC
engaged in legal gymnastics because it knew full well that the
conduct in this case was outside the scope of existing insider
trading laws and the SEC’s enforcement authority.118 In further-
ance of this argument, Panuwat’s attorneys referenced the fact
that in every misappropriation case cited by the SEC in opposi-
tion to Panuwat’s motion to dismiss, the defendant misappropri-
ated information about the company in which he traded—a key
element missing in Panuwat’s case.119 Still, Judge Orrick denied
Panuwat’s motion to dismiss, allowing the case to move forward,
signaling opportunity for a huge SEC victory.120
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Despite the uncertainty that lies ahead in terms of trial and
post-trial rulings, the SEC likely perceives the most recent Panu-
wat ruling as a win. Emboldened by this win, the SEC may very
well pursue other related or novel theories of insider trading li-
ability, such as extension of the shadow trading theory to the tip-
ping context. As I discuss below, a crusade against shadow trad-
ing may take flight in the next decade, and many unexpected
challenges and uncertainties will accompany this new regime if
the courts allow it to flourish.

B. Challenges of a Shadow Trading Regime
Judge Orrick’s order denying Panuwat’s motion to dismiss

indicates preliminary federal court validation of the shadow trad-
ing theory—at least on the basis of the facts alleged in the SEC’s
Panuwat complaint. Questions arise, however, regarding the
potential scope of the theory. The Panuwat case presented the
perfect fact storm for the SEC to bring action pursuant to a the-
ory it had been itching to test in court121—(a) trading in securities
of a “closely correlated” company to the insider’s company; (b) a
defendant who, in the course of his employment, signed a broadly
worded corporate insider trading policy, capturing trading in any
other public company; and (c) the use of highly confidential infor-
mation to one company, clearly material to the stock price of an-
other company.122 However, not every future shadow trading case
promises to present such positive facts for the government’s case.
Further, to ensure safety from this new basis of insider trading
liability, corporate insiders must know where to draw the line—
something that at the moment, with so much uncertainty sur-
rounding the theory, proves difficult to do. Lastly, the misappro-
priation theory’s expansion in Panuwat paves the way for a huge
jump toward a parity-of-information regime—previously rejected
by SCOTUS—where anyone in possession of material nonpublic
information must either disclose it or abstain from trading.
Considering the preceding points, the challenges of a shadow
trading regime are categorized into three categories: the question
of context, an increased need for clarity, and the movement closer
to a de facto parity-of-information regime.123

1. What Contexts Allow for Shadow Trading Li-
ability?

One pressing question stemming from the most recent Panuwat
ruling is whether the theory will survive when some of the specific
Panuwat factors are missing. Conveniently, in Panuwat, the SEC
relied on certain unique circumstances that may not exist in
future cases, thus the U.S. district court’s validation of the theory
begs certain questions.124 For example, will the shadow trading
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theory prevail in the absence of a corporate insider trading policy
provision as specific as the one in Panuwat? Although Panuwat
signed Medivation’s insider trading policy—an agreement not to
trade under Rule 10b5-2(1)—no confidentiality agreement existed
between Medivation and Incyte—in fact, Panuwat possessed no
confidential information regarding Incyte, period.125 Rather,
Panuwat on his own deduced the likelihood of Incyte’s stock value
increasing in the wake of Medivation’s acquisition announcement.
Regardless, the court determined the scope of Panuwat’s duty
based on the language of Medivation’s insider trading policy.126

This duty issue, although relatively clear cut within the specific
facts of Panuwat, has potential to make or break a shadow trad-
ing enforcement action, depending on how courts choose to
interpret corporate policies, and how far they are willing to go to
support the SEC in this new and novel regime.

In Panuwat, the text of Medivation’s policy, although broad,
did not technically include Incyte in its enumerated list of
companies its employees could not use material nonpublic infor-
mation about Medivation to trade securities in—the list included
Medivation itself, and other “publicly traded compan[ies], includ-
ing all significant collaborators, customers, partners, suppliers,
or competitors” of Medivation.127 Despite Panuwat’s argument
that Incyte constituted a peer company of Medivation, rather
than a collaborator, customer, partner, supplier or competitor, the
court interpreted the enumerated categories as “mere examples,”
rather than an exhaustive list.128 Three Milbank attorneys, in
their assessment of Panuwat in NYU’s Compliance and Enforce-
ment publication, expect the reach of Panuwat to go far.129 Nota-
bly, the district court in Panuwat excluded from its analysis what
would happen if the policy did not include a trading prohibition,
or if the prohibition were drafted narrowly (i.e., only prohibiting
trading in suppliers and purchasers, or customers and
collaborators).130 Would this mean the insider is free to trade as
he or she pleases? Because the district court in Panuwat did not
go so far as to address these questions, but chose instead to
interpret the Medivation policy broadly, these issues will likely
arise once again in future SEC litigation premised on the shadow
trading theory.

Another concern is whether the shadow trading theory may
expand in terms of the situations in which it will apply, and the
type of charges that may be brought (i.e., civil versus criminal).
First, is it possible that future enforcement actions will involve
allegations of tipping based on the shadow trading theory?
Because of its “win” thus far in prosecuting Panuwat, the SEC
may feel emboldened to pursue a shadow trading regime with
tipper-tippee enforcement actions against public company insid-
ers or investment advisers and asset managers that may receive
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information from public companies.131 Another important ques-
tion is whether the U.S. Department of Justice will one day bring
a criminal case based on the shadow trading theory. As noted by
Robert Barron in the Securities Regulation Law Journal, the
DOJ and SEC sometimes bring parallel enforcement cases in con-
nection with the same alleged illicit insider trading activity,132

and it is more likely than not that the DOJ will eventually bring
a criminal shadow trading case.133 In fact, in line with the preced-
ing points, it is entirely likely that in an appropriate fact situa-
tion, the SEC and DOJ might allege acts of ‘tipping’ in the shadow
trading context.134 In effect, the context which opens the door to
civil and criminal insider trading liability is likely to expand far-
ther than those initial parameters set by SEC v. Panuwat
through present and future judicial validation of the shadow
insider trading theory.

2. An Increased Need for Clarity
Because uncertainty breeds opportunity for both intentional

and unintentional noncompliance and opens the door to endless
litigation, certain issues require clearing up by courts and the
SEC before companies and employees can fully feel protected
from potential shadow trading liability.

First, a potential source of confusion is whether the Panuwat
case might change the definition of “materiality” in misappropri-
ation cases. In defending his trade, Panuwat argued that mate-
rial nonpublic information concerning the Medivation acquisition,
obviously material to Medivation, could not be material to Incyte
because the information was not about Incyte.135 In response, the
SEC accused Panuwat of attempting to “improperly narrow the
meaning of materiality.”136 Ultimately, the court sided with the
SEC in finding that “Section 10(b) and Rule 10b-5 cast a wide
net, prohibiting insider trading of ‘any security’ using ‘any
manipulative or deceptive device.’ ’’137 Further, it noted that Rule
10b5-1(a) “does not state that the information ‘about that secu-
rity or issuer’ must come from the security or issuer itself to be
material.”138 Moreover, it held that Rule 10b5-1(a)’s list of
manipulative and deceptive devices is not exhaustive given the
language that “manipulative and deceptive devices include,
among other things . . ..”139 The court ultimately found it
plausible that the Medivation acquisition constituted material
nonpublic information to Incyte because “a reasonable Incyte in-
vestor would consider it important in deciding whether to buy or
sell Incyte stock.”140 The court’s conclusion that information about
one company may be material to investments in a separate
company carries important implications.141 In the Panuwat
context, information a reasonable investor would consider
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important in making a stock trade decision likely includes the
“two companies’ historic stock price movement, financial projec-
tions, drug pipeline, and corporate strategy.”142 A question remain-
ing, to potentially be answered at trial, is how a defendant may
persuade a fact finder that information about one company is not
material to investments in a separate company, and more broadly,
where courts will draw the materiality line in shadow trading
cases.

Second, it is possible that corporate insiders will find it difficult
determining what companies the SEC may deem “comparable” to
their own in prosecuting shadow trading cases. Similarly,
corporate insiders and/or tippees might find themselves at risk
any time they trade in securities of any company within their
own “industry,” especially if their company’s corporate insider
trading policy language is broad in scope.143 In Panuwat, the SEC
had the advantage of prosecuting an insider from a company in a
smaller market, with a scarcity of companies in the same market
position—this made the SEC’s materiality argument far easier
than if the companies were publicly traded players in the oil and
gas industry, for example. In the shadow trading context,
materiality may be determined by how the SEC “defines the
companies to include as peers in the supposedly relevant industry
or sector—essentially adding a kind of market definition compo-
nent to its already uncertain market analysis.”144 Regardless of
how the answer to this question plays out in future proceedings,
issuers, broker dealers, banks, asset managers, and investment
advisors should stay on guard when making informed trading de-
cisions, and must be prepared to adapt to the implications follow-
ing Panuwat.145

3. Movement Closer to a Parity Regime
As discussed above in Part II, the equal access theory or parity-

of-information theory requires “anyone who obtains material non-
public information concerning an issuer or a security because of
[her or his] professional activity, or misappropriates it, should ei-
ther disclose it (when allowed) or abstain from trading.”146 In
practice, a parity-of-information regime would disregard the
source consideration, precluding trading based on all material
nonpublic information.147 Although the Supreme Court has repeat-
edly rejected the parity-of-information theory—with the excep-
tion of Rule 14e-3148—in the wake of Panuwat, the state of the
law now inches closer to a de facto parity regime.149 This is the ef-
fect of unpredictability involved in expanding insider trader li-
ability—no one knows where the line is, and traders may, without
any predictability or forewarning, find themselves subject to SEC
or DOJ scrutiny, which will attempt to connect the individual’s
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trading success to an announcement made by another company
in the same industry.150 In summation, furtherance of the shadow
trading theory may invite SCOTUS review of a regime closely
resembling the parity-of-information world—a world the Supreme
Court has expressly indicated it does not condone.

IV. Misappropriation Theory Revisited, in the Wake
of Panuwat

As discussed above in Part II, the promulgation of Rule 10b-5,
specifically Rule 10b5-2, served as an extreme expansion of
insider trading liability. The scope of the Rule expanded the law’s
applicability even further in the business setting, covering
confidentiality agreements or NDAs, and for the first time,
expanded the scope of the Rule in the context of intimate personal
and familial relationships.151 Before the Rule, the law focused
mostly on business communications and relationships, the duty
stemming from insiders’ status as fiduciaries to their employers.
There, misappropriation occurred in the context of legally-
recognized relationships of trust and confidence—fiduciary and
an enumerated group of functionally-equivalent relationships—
and disclosures made in the context of professional dealings.152

Before the adoption of Rule 10b5-2, intimate and familial relation-
ships did not necessarily give rise to insider trading liability. For
example, in United States v. Chestman, a pre-O’Hagan case, the
Second Circuit held that misappropriation of information be-
tween spouses could not give rise to insider trading liability.153

This rejection of liability based solely on kinship or intimate
personal relationships was not unusual for the time—no other
circuit court accepted the notion, and courts similarly rejected
the idea that the requisite fiduciary-like relationship could exist
merely by one entrusting another with confidential information.154

In contrast, in SEC v. Yun—after adoption of Rule 10b5-2—the
Eleventh Circuit defined the spousal duty of loyalty and confiden-
tiality more broadly than the Second Circuit.155 There, the court
found a duty between spouses may exist if the spouses have a
history or practice of sharing and maintaining business confi-
dences or if they breached an agreement to maintain each other’s
business confidences.156

After the year 2000 and the SEC’s promulgation of Rule 10b5-2,
insider trading law embraced the SEC’s targeting communica-
tions within and between friendships, social acquaintances and
personal relationships.157 The Rule also likened the signing of a
confidentiality agreement to owing a duty of trust or confidence,
although the Rule does not specify a particular setting or context
for prosecuting the breach of these agreements.158 SEC enforce-
ment began to encapsulate insider trading as a form of cheating
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or personal corruption that prevents securities markets from be-
ing a level playing field.159 Because this realm of enforcement
abandoned the requirement of a pre-existing legal duty, Rule
10b5-2 premises insider trading liability on conduct that is not
criminal, tortious or fraudulent (i.e., betraying the confidence of a
family member or friend).160 In essence, post-adoption of Rule
10b5-2, the misappropriation theory has taken great strides to
develop “the federal crime of ‘unethical conduct.’ ’’161

Now, in the most recent decade, considering the Panuwat deci-
sion, it appears the SEC’s efforts pull the misappropriation the-
ory simultaneously in two directions at once. On one hand, it ap-
pears the theory may stretch to encompass broadly unethical
conduct (i.e., situations such as that in Panuwat, where no real
fiduciary duty or principal/agent relationship existed between the
insider and the company whose securities are traded). This
stretch reflects the SEC’s mindset that “trading on nonpublic in-
formation ‘has the same impact on the market and investor
confidence’ regardless of how traders acquire the information.”162

In line with this stretch is the idea that the Panuwat decision
takes the insider trading prohibition further in the direction of
an equal access or parity-of-information regime, at least in the
context of the misappropriation theory. On the other hand, Panu-
wat also reflects the preference toward a prosecutorial focus on
corporate behavior, and less of a preference for deceit within
intimate, social and personal relationships, which has been a
less-than-successful focus of the Commission in the past few
decades.163 As I will discuss in Part V, these two directions, al-
though seemingly incongruent, are reconcilable through exami-
nation of the policy rationale behind the insider trading theory,
as articulated by the SEC, compared to prior SCOTUS
articulation. This reconciliation advances the case for why the
shadow trading theory should not prevail in future litigation, but
at the same time, why the SEC may believe it will.

V. The Differing Policy Rationales Behind the
Insider Trading Prohibition

In keeping with the convoluted statutory, regulatory and
judicial origins of the substance of the insider trading prohibi-
tion, the rationale behind the prohibition remains just as unclear.
In short, the stated or implied policy rationale may differ depend-
ing upon where one looks for the answer. Broadly, is the prohibi-
tion conduct-based (akin to a parity-of-information or equal ac-
cess regime) or is it relationship-based (akin to the modern day
classical theory)? Is the purpose behind the ban to further overall
market integrity and fairness, or is the ban intended to protect
ownership interests in information? Alternatively, does the ban

[VOL. 51:4 2023] SHADOW TRADING: ANOTHER ARROW

359© 2023 Thomson Reuters E Securities Regulation Law Journal E Winter 2023



serve mainly a disclosure interest, or is it tied to the larger theme
of corporate governance? To track the trajectory of Panuwat and
the misappropriation theory more broadly, the devil is in the
details to understand where the shadow trading theory comes
from, and how—or if—it will fit within insider trading
jurisprudence.

As endorsed by the Supreme Court, the purpose of the insider
trading ban is in keeping with the business property rationale—it
is an owner’s right to protect the use of its material nonpublic in-
formation through the mechanisms of agency and contract law
(i.e., insider trading policy).164 The SCOTUS rationale indicates
the prohibition is not about fairness or fraud, but rather about
conversion and theft.165 In contrast to the SCOTUS articulation,
the SEC looks at the insider trading prohibition in a different
light, as evidenced by its attempt to expand the law using the
shadow trading theory. The SEC views insider trading as a form
of cheating or personal corruption that prevents securities
markets from existing as a level playing field.166 In context, then,
Rule 10b5-2 specifically does not fit within the perceived SCOTUS
insider trading narrative. Namely, the SEC’s view toward com-
munications within and between friends, social acquaintances
and personal relationships wholly encapsulates ideals of fairness
and prevention of fraud, not conversion or theft. Instead, Rule
10b5-2, at least in large part, focuses on enforcing the “right” to
honest family and friends.167

In line with the SEC’s policy goals and its focus on personal
relationships is its movement ever closer to a parity-of-
information regime, as discussed above.168 As discussed above,
SCOTUS repeatedly rejected a parity-of-information regime, and
although it has endorsed the misappropriation theory and Rule
10b-5 in its own jurisprudence,169 the Supreme Court has also
been wary in recent years of attempts to expand application of
insider trading liability.170 However, as evidenced by its endorse-
ment of Rule 14e-3 in O’Hagan, it is possible that the Court is
not entirely closed off to a disclose-or-abstain regime, if the cir-
cumstances so require.171 Considering these preceding points, if
the Panuwat case were to proceed to the Supreme Court, the
Court might take the opportunity to dial back its previous insider
trading decisions and reject the shadow trading theory because of
its movement ever closer to a parity regime, its premise upon no
real fiduciary or principal/agent duty, and its inconsistency with
the SCOTUS policy business property rationale for the insider
trading prohibition.

Despite the preceding argument, Panuwat does indicate a
promising path when looking at prosecutorial focus. By applying
the misappropriation theory in the shadow trading context to
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corporate conduct, rather than toward family and friends, the
SEC makes moves toward compliance with the SCOTUS policy
rationale, creating potential for an ultimate Commission win. In
the recent years, one great criticism of the insider trading prohi-
bition is that it reaches a point where trading is likely to receive
different treatment, depending on whether it is conducted by
professionals or nonprofessionals.172 Instead of protecting the
market from unfair advantages, including conversion and theft,
the prohibition protects and promotes “the special advantages
enjoyed by securities analysts and other professional investors,
while increasingly penalizing the use of inside information by
others.”173 One way to look at the shadow trading theory, in rebut-
tal to these recent criticisms, is that it forces focus to corporate
conduct in a very significant way, imploring companies to reshape
and regulate insider conduct through corporate policy. This is ev-
idenced by the duty owed by Panuwat to Medivation, which
stemmed from his signing of the corporate insider trading policy,
characterizable as an agreement to maintain information in
confidence under Rule 10b5-2(b)(1).174 This shift in focus could
itself serve as a driving force for endorsement of the shadow
trading theory as it moves through the courts, because the SEC
craftily ensured that while on one hand, the theory leans toward
a parity regime and is premised on a pseudo-duty, it also, on the
other hand, furthers articulated SCOTUS policy goals for the
insider trading prohibition.

VI. Conclusion
As of now, the future of the shadow trading theory of insider

trading liability remains up in the air. A shadow trading regime
presents countless challenges, including delineating the contexts
it will apply in, the need for clarity, and a movement toward a
parity-of-information regime. However, arguments may be made
on both sides of the debate as to whether the theory will survive
further judicial scrutiny. While insider trading jurisprudence is
no stranger to expansion of the misappropriation theory, never
before has the SEC taken such great strides to recognize a
pseudo-duty based upon a relationship between unrelated parties
with no real connection to one another, other than the industry
they work in. Further, in practice, this theory punishes merely
unethical conduct, precluding trading based on all material
nonpublic information, regardless of its source. However, the the-
ory’s focus on corporate conduct may prove attractive to the
courts, as it falls in line with the SCOTUS business property ra-
tionale behind insider trading prohibition and furthers a focus on
enforcement of corporate insider trading policies. Only time will
tell whether the shadow trading theory will gain traction, signal-
ing a new era of insider trading enforcement actions.
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