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THE Stor TRADING ON CONGRESSIONAL KNOWLEDGE ACT

By Stephen M. Bainbridge*

ver time, nobody beats the market. This basic premise

of eflicient capital markets theory has been confirmed

in numerous academic studies.! The only important
exception to the rule traditionally has been corporate insiders
trading in their own corporation’s stock.? The obvious and
generally accepted explanation for insiders’ results is their
access to and use of material nonpublic information about the
company.’

A 2004 study of the results of stock trading by United
States Senators during the 1990s, however, found that the
Senators on average beat the market by 12% a year.* In sharp
contrast, U.S. households on average underperformed the
market by 1.4% a year and even corporate insiders on average
beat the market by only about 6% a year during that period.’
A reasonable inference is that some Senators had access
to—and were using—material nonpublic information about
the companies in whose stock they trade:

Looking at the timing of cumulative returns, the senators
also appeared to know exactly when to buy or sell their
holdings. Senators would buy stocks just before the shares
suddenly would outperform the market by more than
25%. Conversely, senators would sell stocks that had been
beating the market by about 25% for the past year just
when the shares would fall back in line with the market’s
performance.

The researchers say senators’ uncanny ability to know
when to buy or sell their shares seems to stem from having
access to information that other investors wouldn’t have.
“I don’t think you need much of an imagination to realize
that they’re in the know,” says Alan Ziobrowski, a business
professor at Georgia State University in Atlanta and one
of the four authors of the study.®

Members of Congress can obtain material nonpublic
information in many ways. They can learn inside information
when, for example, a company confidentially discloses it during
the course of a Congressional hearing or investigation. In most
cases, however, members of Congtess likely trade on the basis
of market information.

“Market information” refers to information that affects the
price of a company’s securities without affecting the firm’s
earning power or assets.... Examples include information
that an investment adviser will shortly issue a “buy”
recommendation or that a large stockholder is seeking to
unload his shares or that a tender offer will soon be made
for the company’s stock.”

In the present context, examples of market information
readily available to members of Congress include knowing

*William D. Warren Professor of Law, UCLA School of Law.
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that “tax legislation is apt to pass and which companies might
benefit,” being aware “that a particular company soon will be
awarded a government contract or that a certain drug might
get regulatory approval....”

Analysis of the legality of such trading must begin by
recognizing that the term “insider trading” is a misnomer in
two relevant senses. First, trading on the basis of either inside or
market information is a potential breach of the federal securities
laws. The mere fact that information may have originated
outside the company is irrelevant, so long as the information
is material to the company’s stock price.” Second, the federal
securities laws’ prohibition of so-called “insider” trading
in fact extends to many corporate outsiders.!” Accordingly,
Congressmen, their staffers, and other government officials
and employees are not exempt from liability for trading on the
basis of material nonpublic information simply because they
are not corporate insiders.

Under current law, however, although congressional
staffers and other government officials and employees could
be prosecuted successfully for insider trading under the federal
securities laws, the quirks of the applicable laws almost certainly
would prevent members of Congress from being successfully
prosecuted.!’ To address that anomaly, Congressmen Louise
Slaughter (D-NY) and Brian Baird (D-WA) have introduced
The Stop Trading on Congressional Knowledge Act (“STOCK
Act”)."? Ifadopted, the Act “will prohibit Members of Congress
and their staff from using nonpublic information they are able
to obtain through their official positions to enrich their personal
portfolios.”*?

Part I of this Article explains why members of Congress
are effectively immune from insider trading liability under
the current federal securities laws. Part II sets out the policy
justifications for extending those laws to include members of
Congtess. Finally, Part III critiques the STOCK Act’s approach
to banning congressional insider trading.

I. Current Law

Although the modern insider trading prohibition
technically is grounded in the federal securities statutes and
regulations, most notably Rule 10b-5," promulgated by the
SEC pursuant to the authority granted it by Section 10(b) of the
Securities Exchange Act," the prohibition in fact is the product
of a series of judicial decisions creating a quasi-common law
in the interstices of Rule 10b-5."¢ As the prohibition evolved,
two conceptually distinct theories emerged pursuant to which
liability for insider trading can be imposed:

[T]he Supreme Court has recognized two theories
of insider trading liability: the “classical theory” and
the “misappropriation theory.” The classical theory
generally only imposes liability when a trader or tipper
is an insider of the traded-in corporation. The classical
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insider-trader thus breaches a fiduciary duty owed to
the corporation’s sharcholders. The misappropriation
theory, however, creates liability when a tipper or trader
misappropriates confidential information from his source
of the information. The misappropriator thus breaches a
fiduciary duty owed to the source."”

As we shall see below, in the vast majority of cases only
the latter theory will be relevant to insider trading by members
of Congress and other governmental officials.

A. The Classical Theory

The modern federal insider prohibition began taking
form in S.E.C. v. Texas Gulf Sulphur Co."® The TGS opinion
rested on a policy of equality of access to information. The
court contended that the federal insider trading prohibition
was intended to assure that “all investors trading on impersonal
exchanges have relatively equal access to material information.”
Put another way, the majority thought Congress intended
“that all members of the investing public should be subject
to identical market risks.” Accordingly, under 7GS and its
progeny, virtually anyone who possessed material nonpublic
information was required either to disclose it before trading
or abstain from trading in the affected company’s securities.
If the would-be trader’s fiduciary duties precluded him from
disclosing the information prior to trading, abstention was
the only option.

In Chiarella v. U.S.,"” the United States Supreme Court
rejected the equal access policy. Instead, the Court made
clear that liability could be imposed only if the defendant
was subject to a duty to disclose prior to trading. In turn, the
requisite duty to disclose arises out of a fiduciary relationship
between the inside trader and the persons with whom he trades.
Chiarella thus made clear that the disclose or abstain rule is not
triggered merely because the trader possesses material nonpublic
information. When a securities fraud action is based upon
nondisclosure, there can be no fraud absent a duty to speak,
and no such duty arises from the mere possession of nonpublic
information.? As the court explained in its subsequent decision

in Dirks v. S.E.C*:

We were explicit in Chiarella in saying that there can be no
duty to disclose where the person who has traded on inside
information “was not [the corporation’s] agent, ... was not a
fiduciary, [or] was not a person in whom the sellers [of the
securities] had placed their trust and confidence.” Not to
require such a fiduciary relationship, we recognized, would
“[depart] radically from the established doctrine that duty
arises from a specific relationship between two parties” and
would amount to “recognizing a general duty between all
participants in market transactions to forgo actions based
on material, nonpublic information.”*

The substantial limitation on the scope of insider trading
liability imposed by Chiarella posed the question whether
anyone other than classical insiders such as directors, officers,
and perhaps large shareholders could be held liable for dealing
on the basis of insider information. Dirks confirmed that
the classical theory reached at least two other categories of
potential defendants. First, certain outsiders with especially
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close relationships with the issuing corporation can become
constructive insiders:

Under certain circumstances, such as where corporate
information is revealed legitimately to an underwriter,
accountant, lawyer, or consultant working for the
corporation, these outsiders may become fiduciaries of the
shareholders. The basis for recognizing this fiduciary duty is
not simply that such persons acquired nonpublic corporate
information, but rather that they have entered into a special
confidential relationship in the conduct of the business of
the enterprise and are given access to information solely
for corporate purposes.... For such a duty to be imposed,
however, the corporation must expect the outsider to keep
the disclosed nonpublic information confidential, and the
relationship at least must imply such a duty.??

Second, the Dirks court held that the insider trading
applies not only when an insider—whether classical or
constructive—trades, but also when such an insider tips inside
information to an outsider who then trades.* The court held
that a tippee’s liability is derivative of that of the tipper, “arising
from [the tippee’s] role as a participant after the fact in the
insider’s breach of a fiduciary duty.”® A tippee therefore can
be held liable only when the tipper breached a fiduciary duty
by disclosing information to the tippee, and the tippee knows
or has reason to know of the breach of duty.?®

What Dirks proscribes thus is not merely a breach
of confidentiality by the insider, but rather the breach of a
fiduciary duty of loyalty to refrain from profiting on information
entrusted to the tipper.”” Looking at objective criteria, courts
must determine whether the insider-tipper personally benefited,
directly or indirectly, from his disclosure.?® The most obvious
example of a benefit is the outright sale of information for cash.
Non-pecuniary gains by the insider can also qualify, however.”
Liability could be imposed, for example, on a corporate CEO
who discloses information to a wealthy investor not for any
legitimate corporate purpose, but solely to enhance his own
reputation.’® Likewise, liability could be imposed where the
tip is a gift because that transaction is regarded as analogous
to the situation in which the tipper trades on the basis of the
information and then gives the tippee the profits.*!

Cases in which members of Congress or other government
officials qualify as classical insiders or constructive insiders
present no enforcement difficulties under current law. Nothing
in the existing rules precludes their application in such cases.
Such cases, however, presumably are quite rare. According to the
House Ethics Manual, for example, members of Congress and
their senior staff may not, inter alia, “serve for compensation as
an officer or member of the board of an association, corporation,

or other entity.”*

Opportunities to serve as a classical insider
thus are unlikely to arise.

In contrast, it seems plausible that Congressmen or
other government officials might sometimes receive tips from
corporate insiders. Such a tip would be the functional equivalent
of a bribe. Nothing in current law would prohibit prosecution
of both tipper and tippee in such cases. Instead, it would be
treated the same way as gifts of information.

Suppose the insider claimed that he gave the tip not for
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personal benefit, however, but so that the company would
benefit. In effect, the tipper claims, he bribed the Congressman
so the Congressman would do a favor for the company. The
logic of Dirks suggests there could be no insider trading liability

in such a case.??

B. The Misappropriation Theory

As defined by the Supreme Court in U.S. v. O’Hagan,*
in which the Court endorsed the misappropriation theory as
a valid basis for insider trading liability, the misappropriation
theory is another misnomer. It does not deal with theft of inside
information—or, at least, not directly—but rather holds that
a fiduciary’s undisclosed use of information belonging to his
principal, without disclosure of such use to the principal, for
personal gain constitutes fraud in connection with the purchase
or sale of a security and thus violates Rule 10b-5.%

The Court acknowledged that misappropriators have no
disclosure obligation running to the persons with whom they
trade.* Instead, it grounded liability under the misappropriation
theory on deception of the source of the information; the theory
addresses the use of “confidential information for securities
trading purposes, in breach of a duty owed to the source of the
information.”” Under this theory, “a fiduciary’s undisclosed,
self serving use of a principal’s information to purchase or sell
securities, in breach of a duty of loyalty and confidentiality,
defrauds the principal of the exclusive use of that information.”
So defined, the Court held, the misappropriation theory
satisfies § 10(b)’s requirement that there be a “deceptive
device or contrivance” used “in connection with” a securities
transaction.®

Where members of Congress, congressional staffers,
or other government officials obtain material nonpublic
information in the course of their duties and then use it to
trade in the stock of the relevant issuer, their conduct could
be colloquially described as a theft of the information, but any
potential insider trading liability under the misappropriation
theory would require proof of a fiduciary duty between the
official and the source of the information. To be sure, two
recent cases hold that a fiduciary relationship is not essential to
misappropriation liability. In S.E.C. v. Cuban,” a district court
held that a non-fiduciary who had agreed contractually both to
keep information confidential and not to use the information
for personal gain could be held liable for misappropriation-
based insider trading liability. In S.E.C. v. Dorozhko," the
Second Circuit held that an alleged computer hacker who
supposedly broke into the computer system of a company
called IMS Health, Inc., and used the information he learned
in doing so to purchase put options on the company’s stock
had committed a deceptive act in connection with the purchase
or sale of a security. Because the case purportedly involved a
material misrepresentation (namely, the hacker’s disguising of
his identity in breaching the company’s computer network), the
court opined that showing of a fiduciary duty is unnecessary.

The Cuban case seems more important for present
purposes. If government ethics rules banning the use of
nonpublic information for personal gain are deemed to
constitute the requisite agreement, the Cuban case provides a
precedent for imposing liability. The Cuuban decision, however, is
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inconsistent with the well-accepted proposition that a fiduciary
relationship is required.”

Assuming that the misappropriation theory in fact
requires a breach of a duty of disclosure arising out of a fiduciary
relationship or similar relationship of trust and confidence, an
important distinction arises between members of Congress and
other government officials. The Standards of Ethical Conduct
For Employees of the Executive Branch provide that “[p]ublic
service is a public trust, requiring employees to place loyalty to
the Constitution, the laws and ethical principles above private
gain.”® Accordingly, an employee of the Executive Branch
should be deemed an agent of the government or, at least, to
stand in a similar relationship of trust and confidence with the
government.* The Standards further provide: “An employee
shall not engage in a financial transaction using nonpublic
information, nor allow the improper use of nonpublic
information to further his own private interest or that of
another, whether through advice or recommendation, or by
knowing unauthorized disclosure.”®

Turning to Congress, both members of a Congressman’s
staff and committee staffers are employees of their respective
houses.“® They are subject to an ethical obligation never to “use
any information received confidentially in the performance of
governmental duties as a means for making private profit.”*

These employment relationships should suffice for
congressional staffers to be deemed to have an agency or other
relationship of trust and confidence with their employing
agency. In S.E.C. v. Cherif;®® for example, the court held
that “a person violates Rule 10b-5 and Section 10(b) by
misappropriating and trading upon material information
entrusted to him by virtue of a fiduciary relationship such as
employment.”® Put into O’Hagan’s terminology, “a [staffer’s]
undisclosed, self serving use of [congressional] information to
purchase or sell securities, in breach of a duty of loyalty and
confidentiality, defrauds [Congress].”™

Of whom are members of Congress agents or fiduciaries,
however? With whom do they have the requisite relationship
of trust and confidence out of which the requisite duty to
disclose before trading arises? The only logical candidate is the
electorate. Although there is some precedent in other contexts
for the proposition that “a public official... owe[s] a fiduciary
duty to the public to make governmental decisions in the
public’s best interest,”" the predominant view, as stated by
former SEC enforcement official Thomas Newkirk, is that “[i]fa
congressman learns that his committee is about to do something
that would affect a company, he can go trade on that because
he is not obligated to keep that information confidential.... He
is not breaching a duty of confidentiality to anybody.”** To be
sure, if the Cuban decision discussed above® becomes widely
accepted, and the congressional ethics manuals’ prohibition of
insider trading by members is deemed to provide the requisite
agreement, liability might be imposed on members who violate
that obligation.* As we have seen, however, that decision
remains highly controversial.”

An apt precedent for treating stock trading by congressional
staffers and members of Congress differently is provided by U.S.
v. Carpenter.® R. Foster Winans wrote the widely read “Heard
on the Street” column for the Wall Street Journal, which
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provides investing information and advice. Because that column
apparently had a short lived effect on the price of the stocks it
covered, someone who knew the column’s contents in advance
could profit by trading in the affected stocks. Although Wall
Street Journal policy stated that prior to their publication the
contents of columns were the Journal’s confidential property,
Winans, before publication, disclosed the contents of his
columns to several friends who then traded in the affected
stocks. Winans and his friends were convicted of mail and wire
fraud and insider trading under Rule 10b-5 pursuant to the
misappropriation theory.”’

In Carpenter, the Second Circuit held that Winans and
his fellow conspirators committed illegal insider trading by
“secreting, stealing, purloining or otherwise misappropriating
material non-public information in breach of an employer-
imposed fiduciary duty of confidentiality,” on the basis of which
they then traded in the stock of issuers mentioned in Winans’
columns.’® In dicta, the court indicated that the Wall Street
Journal could have traded on the basis of the information in
question:

Appellants argue that it is anomalous to hold an employee
liable for acts that his employer could lawfully commit.
Admittedly, ... the Wall Street Journal or its parent, Dow
Jones Company, might perhaps lawfully disregard its own
confidentiality policy by trading in the stock of companies
to be discussed in forthcoming articles.... Although the
employer may perhaps lawfully destroy its own reputation,
its employees should be and are barred from destroying
their employer’s reputation by misappropriating their
employer’s informational property.... Here, appellants,
constrained by the employer’s confidentiality policy, could
not lawfully trade by fraudulently violating that policy, even
if the Journal, the employer imposing the policy, might not
be said to defraud itself should it make its own trades.”

Nothing in O’Hagan is inconsistent with the distinction
drawn in Carpenter. The misappropriation theory bans
undisclosed trading by an agent or other fiduciary in breach
of a duty of loyalty to the principal; it does not ban trading
by the principal in the same information, even if the agent in
question developed the information for the principal. As an
employer, a member of Congress is free to trade; as an employee,
the staffer is not.

II. Policy

Over 40 years ago, Henry Manne observed that “the
federal government is the largest producer of information
capable of having a substantial effect on stock-market prices.”®
To the extent the government does not itself generate such
information, vast amounts of information must be disclosed to
the federal government before it becomes public.®’ Congressmen
are especially well-positioned to receive nonpublic information,
Manne argued.® In addition to their direct interactions with
nongovernmental information sources, they are also “focal
points for receiving information produced or learned in all
the various executive departments and agencies” that report
to them.®

The argument for prohibiting insider trading by members
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of Congress and other government employees is straightforward:
“the ability of elected officials to profit on the basis of material
nonpublic information creates perverse incentives for these
officials, and introduces innumerable distortions and the
potential for immeasurable harm in a legal system in which
public trust and confidence is critical.”** As Larry Ribstein
observes:

Congress’s insider trading is bad because it gives our
lawmakers the wrong incentives. Do we really want to give
Congress more reasons to hurt and help particular firms?

In fact, Congress’s trading is worse than trading by
corporate insiders, which at least might be rationalized
as a way to let employees cash in on their productive
efforts. It’s far worse than the usual trading on non-public
information by outsiders without any breach of duty,
which may encourage socially productive investigation
and monitoring....”

Congressional insider trading thus is undesirable, in the
first instance, because it creates incentives for members and
staffers to steal proprietary information for personal gain. The
massive increase in federal involvement in financial markets
and corporate governance as a result of the financial crisis of
2008 has made opportunities to steal such information even
more widely available to government officials. Second, it gives
members and staffers incentives to game the legislative process so
as to maximize personal trading profits. Indeed, some members
of Congress are so prominent that their pronouncements could
move the market, allowing them to profit even further from
trading on undisclosed information. Third, inside information
can be utilized as a pay-off device.”* Fourth, it gives members
and staffers incentives to help or hurt firms, which distorts
market competition.

In sum, the point hardly requires belaboring. There is
no plausible justification for allowing members of Congress
or other governmental actors to use material nonpublic
information they learn as a result of their position for personal
stock trading gains. To the contrary, the policy arguments all
come down on the side of banning such trading.

I11. The Stop Trading on Congressional Knowledge Act

Congressmen Brian and Slaughter introduced versions
of the STOCK Act in the 109", 110%,°® and now the 111'"
Congresses.” According to Congressman Brian, the current
version of the Act would:

* DProhibit Members or employees of Congress from
buying or selling stocks, bonds, or commodities futures
based on nonpublic information they obtain because of
their status;

* Prohibit Executive Branch employees from buying
or selling stocks, bonds or commodities futures based
on nonpublic information they obtain because of their
status;

* Prohibit those outside Congress from buying or selling
stocks, bonds, or commodities futures based on nonpublic
information obtained from within Congress or the
Executive Branch;
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* Prohibit Members and employees from disclosing any
non-public information about any pending or prospective
legislative action obtained from a member or employee of
Congress for investment purposes;

* Require Members of Congress and employees to report
the purchase, sale or exchange of any stock, bond, or
commodities future transaction in excess of $1,000 within
90 days. Members and employees who choose to place their
stock in holdings in blind trusts or mutual funds would be
exempt from the reporting requirement....”°

A. The Probibition on Trading and Tipping

The STOCK Act is not self-executing. To the contrary,
it mostly dumps the problem into the SEC’s lap by directing
the Commission to undertake a number of rulemaking
proceedings.

For present purposes the key operative provision is
Section 2(a), in which the SEC is directed to adopt a rule
prohibiting:

[Alny person from buying or selling the securities of
any issuer while such person is in possession of material
nonpublic information, as defined by the Commission,
relating to any pending or prospective legislative action
relating to such issuer if—

(1) such information was obtained by reason of such person
being a Member or employee of Congress; or

(2) such information was obtained from a Member or
employee of Congress, and such person knows that the
information was so obtained.”!

A rule comporting with this provision would ban members of
Congress and congressional staffers from trading on the basis
of material nonpublic information obtained by virtue of their
position. It also would ban the tippee of a member or staffer
from trading so long as the tippee knew the information was
obtained from a member or staffer. The provision thus solves
the doctrinal problems associated with prosecuting members of
Congress who commit insider trading. Other provisions of the
Act do likewise with respect to federal government employees
generally.

Note, however, that there is a key limitation on the
scope of the prohibition authorized by the Act; namely, the
information must relate to a “pending or prospective legislative
action,” which action in turn must relate to the issuer of the
securities traded. As to the former aspect, how broadly will
“legislative action” be interpreted? As to the latter, information
about one issuer may often allow one to profit by trading in the
securities of another company.

Consider the following cases:

o After Congress defeats proposed legislation that would have
sharply increased Acme’s costs of doing business, Acme’s CEO
gives a key Congressman a hot tip on Acme stock as a pay
off. There was a legislative action, but it was in the past and,
accordingly, is neither pending nor prospective.

* A member of Congress learned from a Cabinet member that
a government agency was about to enter a large procurement
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contract. There is no “pending or prospective” legislative
action, but there is valuable material nonpublic information
on which the member could trade.

* The CEO of Acme is an avid hunter. Congress is
considering legislative action that would ban hunting of the
CEOQO’s favorite game animal. The CEO of Acme gives a key
Congressman a hot tip on Acme stock as a bribe to oppose
the hunting law. This is perhaps the most egregious form of
Congressional insider trading, yet it would not seem to relate
to “such issuer” and thus would not be prohibited.

* During a confidential committee investigation, a member
of Congress learns that Acme is about to announce a major
new discovery. The member infers that Ajax—Acme’s major
competitor—will take a serious hit. The member shorts Ajax
stock. Technically, the member has not traded in the stock
of “such issuer.”

‘Three other problems with the present statutory language
deserve mention. First, the Act applies only to “the securities of
any issuer.” The rulemaking authorized by the Act thus could
not proscribe trading in third-party derivatives, such as options.
Second, while the Act authorizes a ban on tippee trading, it
does not expressly authorize a regulatory ban on tipping by
members or staffers.”? There is no reason members and staffers
should be allowed to tip with impunity. Finally, Rule 14e-3
prohibits tippees from trading on the basis of material nonpublic
information about a tender offer not only if the tippee knows the
information came from one of the specifided sources, but also if
the tippee “has reason to know” that it came from a proscribed
source. The STOCK Act should do likewise with respect to
information obtained from a member or staffer.

Congtess could solve these problems by broadening the
grant of rulemaking authority given the SEC by the Act even
further, so as to allow the SEC to address harms related to those
to which the Act is addressed. We have known about the need
to address congressional insider trading at least since Manne’s
1966 book, however, and the SEC has been “happily complicit
with” the failure to address it.”> Accordingly, it seems safe to
assume that the SEC will be loath to bite the hand that feeds
its budget by taking an aggressive stance in the Act’s mandated
rulemaking proceedings. Where there are known gaps, such
as those identified here, Congress therefore should fill them
expressly.

B. Reporting Provision

The STOCK Act would require that a member of
Congtess disclose to the Clerk of the House or Secretary of
the Senate, as the case may be, transactions of $1,000 or more
in “any stocks, bonds, commodities futures, or other forms of
securities that are otherwise required to be reported under”
the Ethics in Government Act.”* A member has up to 90 days
after the transaction is effected to disclose it.”” This compares
quite unfavorably with the two days corporate insiders have to
report transactions covered by Section 16 of the Securities and
Exchange Act.”® A shorter disclosure window is in order.
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IV. Conclusion

Insider trading by corporate insiders has been banned for
over four decades.”” Throughout that period, we have known
that insider trading by members of Congress was a potential
problem that arguably presented even more serious policy
concerns than trading by classic insiders. Congressional insider
trading creates perverse legislative incentives and opens the
door to serious corruption. Yet, both Congress and the SEC
have turned a blind eye.

The STOCK Act would fix the doctrinal obstacles to
prosecuting members of Congress who commit insider trading,.
If passed, it also might finally give the SEC political cover to
actually bring such cases. Although the present Act still needs
work, it is long overdue.
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