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Erosion of the Fiduciary-Duty Requirement in  
Insider-Trading Actions
By Joel M. Cohen, Mary Kay Dunning, & Gregory H. Shill

Every decade or so, a new wave of interest in prosecuting 
insider trading emerges. We see this now. Just as the tides 
of interest in insider trading ebb and flow, so too do the 
contours of the offense itself. Given the present environ-
ment, of course, one would expect regulators to step up 
insider-trading enforcement, and they have.1 This grow-
ing regulatory aggressiveness has coincided with judicial 
relaxation of the elements of insider-trading violations. 
Ensuring proper enforcement without inhibiting the free 
flow of information that regulators and the courts have 
historically recognized as vital to healthy markets truly 
has become a high-wire act.

Taken together, two insider-trading cases decided last 
year—SEC v. Cuban2 and SEC v. Dorozhko3—are a prod-
uct of the Securities and Exchange Commission’s (SEC) 
success in expanding the scope of insider-trading liability 
under, respectively, the so-called misappropriation theory 
of insider trading and an entirely new theory, affirma-
tive misrepresentation. The cases are noteworthy because 
they depart from established Supreme Court precedent 
requiring the breach of a traditional fiduciary or simi-
lar duty as an element of the offense. That element had 
helped foster the “certainty and predictability” long con-
sidered necessary to enforcement of the securities laws.4 
For example, under Cuban, a confidentiality agreement 
between an investor and a company may now be deemed 
sufficient to satisfy the fiduciary-duty requirement even 
where the parties lacked a preexisting fiduciary relation-
ship, as long as the agreement contains a promise not to 
trade on the nonpublic information.5 Likewise, Dorozhko 
extends insider-trading liability to outsiders lacking a 
fiduciary or similar relationship to the company where 
the outsider misappropriates confidential information 
through an “affirmative misrepresentation.”6 Although 
Cuban is currently under Fifth Circuit review and may 
yet be cabined, the Dorozhko decision is unreviewable 
and remains the law of the Second Circuit.7

By undermining the duty requirement, these deci-
sions also move insider-trading jurisprudence toward the 
parity-of-information theory of insider-trading liability 
that the Supreme Court has twice rejected as a basis for 
liability.8 And they move the law toward imposing a gen-
eral duty on market participants to refrain from trading 
while in possession of material nonpublic information—a 
rule the Court has explicitly and repeatedly rejected.

Background of Insider-Trading Law
Section 10(b) of the Securities Exchange Act of 1934 
makes unlawful the use, “in connection with the purchase 
or sale of any security . . . , [of] any manipulative or 
deceptive device or contrivance in contravention of such 
rules and regulations as the Commission may prescribe  
. . . ”9 Rule 10b-5, the SEC’s primary regulation imple-
menting section 10(b), makes it unlawful, in connection 
with the purchase or sale of a security, to “employ any 
device, scheme, or artifice to defraud,” to “make any 
untrue statement of material fact or [omission],” and to 
“engage in any act, practice, or course of business which 
operates or would operate as a fraud or deceit upon any 
person.”10

The Supreme Court has embraced two complementary 
theories of insider trading interpreting section 10(b) and 
its implementing rules. The first, recognized in Chiarella 
v. United States11 and known as the classical theory, 
provides that corporate insiders are forbidden to trade on 
confidential information in violation of a fiduciary duty 
to their company’s shareholders. The Chiarella Court 
emphasized that a central indication of corporate-insider 
status is whether the actor is under a fiduciary duty to the 
shareholders of his or her company. The Second Circuit, 
which was the court below, had adopted a broad defini-
tion of duty, assigning a fiduciary duty to “anyone,” not 
merely insiders, receiving material nonpublic informa-
tion; the Supreme Court explicitly rejected that defini-
tion.12 Three years later, in Dirks v. SEC, the Court reaf-
firmed that interpretation and reiterated that a predicate 
of insider-trading liability is “the existence of a fiduciary 
relationship.”13

The second theory of insider trading, known as the 
misappropriation theory, was recognized by the Supreme 
Court in United States v. O’Hagan14 and extended insid-
er-trading liability to corporate outsiders: Those who 
misappropriate, and then trade on, confidential informa-
tion in violation of a duty of trust or confidence owed to 
the source of the information may be found liable under 
section 10(b).15 Thus, the Court held, a law-firm partner 
who is aware of a regulated client’s still-private plans to 
acquire stock in another company may not trade on that 
information.16

These two theories of insider-trading liability share 
the common requirement of breach of a fiduciary or 
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fiduciary-like duty under section 10(b), a requirement 
now challenged by Cuban and Dorozhko. Under Cuban, 
a private contract may now be deemed sufficient to meet 
this requirement, and under Dorozhko, it may be dis-
carded entirely.

Cuban
Last year, the Northern District of Texas in SEC v. 
Cuban addressed whether a breach of a fiduciary duty 
arising by agreement can serve as the basis for insider-
trading liability under the misappropriation theory.17 In 
March 2004, defendant Mark Cuban bought 600,000 
shares of Mamma.com, becoming a 6.3 percent share-
holder, the company’s largest. According to the SEC, in 
the spring of 2004, the CEO of Mamma.com telephoned 
Cuban and told him that he had confidential information 
about the company to share; Cuban allegedly agreed that 
he would keep the information confidential. The CEO 
then told Cuban about a planned private investment in 
public equity (PIPE) offering and asked him whether 
he wanted to participate in it. Cuban reacted angrily to 
the news, stating that he disliked PIPEs because they 
dilute existing shareholders, and, at the end of the call 
exclaimed, “Well, now I’m screwed. I can’t sell.” The next 
day—and before the planned PIPE was publicly dis-
closed—Cuban sold his entire position in Mamma.com, 
avoiding losses that would have exceeded $750,000.

The SEC brought an insider-trading complaint against 
Cuban under the misappropriation theory, alleging that 
he had agreed to maintain the information about the 
PIPE in confidence and then violated that agreement by 
selling his Mamma.com shares in advance of the PIPE 
announcement. Cuban responded that the SEC’s claims 
were baseless because the alleged confidentiality agree-
ment did not establish a fiduciary duty owed to the CEO, 
who had informed Cuban of the PIPE. To establish 
misappropriation liability by agreement, Cuban argued, 
the agreement must arise in the context of a preexisting 
fiduciary or fiduciary-like relationship, or it must create 
such a relationship.

In rejecting Cuban’s argument, the district court held 
that a fiduciary duty can be implied by contract regard-
less of whether a fiduciary-like relationship preceded the 
agreement. The deception that underlies misappropria-
tion-theory liability merely constitutes the undisclosed 
breach of a duty not to use another’s information for 
personal gain; nothing in O’Hagan precludes the estab-
lishment of duty by agreement, the Cuban court conclud-
ed.18 The Cuban court held that a confidentiality agree-
ment, coupled with a duty to refrain from trading on the 
confidential information, could give rise to the requisite 

fiduciary duty. The court ultimately dismissed the SEC’s 
complaint, finding that the SEC had failed to adequately 
plead that Cuban entered into the type of agreement 
necessary to establish a duty.19

While many commentators viewed the Cuban decision 
as a significant setback for the SEC, the court’s accep-
tance of the SEC’s view that a preexisting fiduciary-like 
relationship is not necessary to establish misappropria-
tion liability may in the long term presage a significant 
opportunity for the commission. Cuban permits parties 
operating outside the confines of the traditional fiduciary 
relationship to be deemed to 
have assumed the functional 
equivalent if  they enter a 
contract imposing duties of 
confidentiality and non-use of 
information.20

In its opening brief  to the 
Fifth Circuit, the SEC argued 
that a confidentiality agree-
ment need not contain a non-
use component because inher-
ent in a promise to maintain 
confidentiality is a promise to 
abstain from trading on the 
information.21 The commis-
sion urges that the promise of 
confidentiality preserves the 
value of the information for 
its rightful owner, and the improper use of that informa-
tion destroys its value. Accordingly, the SEC argues, such 
use constitutes misappropriation.22

The SEC overreaches in its Cuban briefs. The commis-
sion first argues that fiduciary duties can be created by 
agreement. Then the commission argues that the relation-
ship created by the agreement need not even be fiduciary 
per se, because parties can contract to the “functional 
equivalent” of such a relationship. Both of these argu-
ments are a stretch on the facts pled in Cuban. By agree-
ing to keep confidential the information he was about 
to hear, the SEC argues, Cuban entered into a special 
relationship with the Mamma.com CEO. Yet all the pled 
facts suggest the two were in an arms-length business 
relationship lacking any of the traditional indicia of a 
fiduciary relationship, such as dominance or control. At 
a minimum, the relationship Cuban entered into with the 
Mamma.com CEO is not the type of relationship Con-
gress, regulators, and courts have traditionally considered 
within the reach of section 10(b).23

The SEC’s expansionist views are not limited to its 
duty-by-agreement argument, however. In a footnote 
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at the very end of its opening brief, the commission 
attempted to persuade the court that Cuban violated 
section 10(b) by communicating material nonpublic 
information about Mamma.com merely by selling a large 
block of shares.24 While practitioners before the SEC 
know well that its staff  frequently view large-block stock 
purchases, coupled with other factors, as circumstantial 
evidence of illicit trading based on inside information, 
the SEC contends here that a trade’s large size alone can 

support a “reasonable infer-
ence” that Cuban breached the 
alleged confidentiality agree-
ment that would be sufficient 
to defeat a motion to dismiss. 
This argument—construing the 
act of trading as communica-
tion—should serve as a warn-
ing to the marketplace and 
practitioners that the SEC will 
continue to push the bounds 
of insider-trading liability as 
far as possible.

In his opposition brief, 
Cuban concedes that a confi-
dentiality agreement may give 
rise to section 10(b) liability, 
but maintains that to create the 
requisite duty, it must impose 
a duty of disclosure to the 
source of the information.25 
Absent an affirmative obliga-
tion to inform the information 
source of plans to breach the 
agreement, the recipient of the 
information is free to trade on 
it, Cuban argues. He further 
maintains that even breach 
of such an agreement does 

not automatically give rise to a federal securities-fraud 
charge; under section 10(b), the SEC must still prove 
deception in connection with the sale of a security, and 
mere “failure to perform a contractual promise, even 
without excuse, is not evidence of fraud.” Finally, he 
argues that parties should be able to engage in efficient 
breaches of contracts without risking violations of the 
securities laws, and that the SEC is exceeding its regula-
tory authority by treating breach of a bare confidential-
ity agreement as insider trading and by seeking to use 
the federal securities laws to punish those with an unfair 
advantage in the marketplace regardless of how they 
acquired it.26

Four prominent law professors submitted a brief  as 
amici curiae in Cuban, expressing their concern that the 
district court’s decision “could result in precedent with 
detrimental effects on corporate law and the national 
securities markets.”27 The amici argue that the Supreme 
Court has consistently required a breach of a fiduciary 
duty or similar duty of trust or confidence for insider-
trading liability to arise, and that the SEC’s attempt to 
impose liability in the absence of such a breach is an 
impermissible expansion of section 10(b)’s prohibition 
on insider trading. Stripped of its fiduciary duty ele-
ment, the amici argue, a section 10(b) charge no longer 
properly alleges securities fraud: “The SEC’s position in 
this case . . . essentially converts each breach of a con-
fidentiality agreement into a fraudulent act, something 
that is beyond the SEC’s power under the Exchange Act.” 
They caution that allowing insider-trading liability to 
be predicated on a confidentiality agreement would lead 
to the potential that anyone who receives confidential 
information could be investigated or charged by the SEC. 
“One can anticipate that market participants will become 
more reluctant to receive confidential information if  it 
brings an increased risk of liability or parties will attempt 
to address the regulatory uncertainty in their contractual 
terms.”

Dorozhko
The Dorozhko action, perhaps even more than Cuban, 
reflects the SEC’s efforts to weaken or even eliminate the 
fiduciary-duty requirement from insider-trading law. On 
October 17, 2007, Oleksandr Dorozhko, a Ukrainian 
national and resident, hacked into Thomson Financial’s 
servers and accessed confidential quarterly earnings 
reports on a company called IMS Health. He gained 
access to the data while the markets were still open and 
purchased about $42,000 worth of IMS “put” options.28 
Shortly after the market closed that day, IMS announced 
that its earnings were 28 percent below the expectations 
of Wall Street analysts. The next morning, the price of 
IMS stock sank 28 percent almost immediately, and 
within minutes after the market opened, Dorozhko sold 
all his IMS options. Dorozhko’s trades—he realized a 
profit of nearly $287,000 overnight—caught the attention 
of his brokerage house, which reported his activity to the 
SEC. After securing a temporary restraining order freez-
ing the proceeds of Dorozhko’s sales of IMS options, 
the SEC moved for a preliminary injunction against 
Dorozhko. The district court denied the SEC’s motion, 
holding that “Dorozhko’s alleged ‘stealing and trading’ 
or ‘hacking and trading’ does not amount to a violation 
of Section 10(b) because Dorozhko did not breach any fi-
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duciary or similar duty ‘in connection with’ the purchase 
or sale of a security.”29 Without a breach of a fiduciary 
duty, the district court concluded, there was no deception 
under section 10(b).

In a decision that has attracted wide criticism from the 
securities bar, the Second Circuit reversed, holding that 
where insider-trading liability is predicated on an “affir-
mative misrepresentation,” there is no fiduciary-duty re-
quirement. The court acknowledged that the SEC’s claim 
against Dorozhko, an outsider of IMS, was “not based 
on either of the two generally accepted theories of insider 
trading”30—the classical and misappropriation theories, 
both of which require a fiduciary or similar duty. How-
ever, the court concluded that Supreme Court precedent 
did not “establish[] a fiduciary-duty requirement as an 
element of every violation of Section 10(b),”31 and held 
that the SEC’s claim could be proper if  the fraud alleged 
was “deceptive” within the meaning of section 10(b).32 
Thus, it blessed a new, third theory of section 10(b) li-
ability: acquiring material, nonpublic information via an 
“affirmative misrepresentation” (here, by hacking into a 
computer’s security system) and then trading on it, with 
or without a duty exceeding the ordinary obligation in 
commercial dealings not to mislead.33

By dispensing with the fiduciary-duty requirement of 
existing section 10(b) jurisprudence, the Dorozhko court’s 
“affirmative misrepresentation” theory removes the duty 
limitation from both currently accepted theories. A virtue 
of the classical theory is that it “center[s] on the fiduciary 
relationship between insiders and shareholders,” and in 
so doing, “it narrow[s] substantially the categories of 
persons covered by Rule 10b-5’s prohibition.”34 Similarly, 
liability under the complementary misappropriation 
theory, the Court emphasized in O’Hagan, is “limited to 
those who breach a recognized duty.”35 The Dorozhko 
court held that those Supreme Court precedents merely 
establish that nondisclosure in breach of a fiduciary duty 
is sufficient to satisfy section 10(b)’s “deception” element, 
not necessary, and found “no precedent of the Supreme 
Court or of our Court that forecloses or prohibits” what 
it termed “the SEC’s straightforward theory of fraud.”36 
It noted the general “obligation in commercial dealings 
not to mislead,” whether or not in the face of a duty, and 
approved “affirmative misrepresentation [a]s a distinct 
species of fraud” actionable under section 10(b).

The Dorozhko decision, which has attracted fierce criti-
cism and was labeled “egregious” by a well-known secu-
rities-law professor,37 is a major win for the SEC because 
it eliminates the fiduciary-duty requirement where the 
theory of insider trading is based on a misrepresentation. 
Furthermore, although the computer hacking involved in 

Dorozhko constituted an obvious affirmative misrepresen-
tation in the ordinary sense of those words, the Second 
Circuit did not give much guidance on what types of con-
duct might fall into that category. The decision thus helps 
push section 10(b) jurisprudence down the slippery slope: 
It permits the SEC to simply characterize alleged illegal 
trading as an “affirmative misrepresentation” whenever 
it cannot adequately establish the existence of a fidu-
ciary relationship. Historically, the fiduciary-relationship 
element has required the SEC to meet exacting pleading 
standards; now, regulators have license to charge many 
acts of garden-variety fraud or financial unfairness under 
the nebulous rubric of “affirmative misrepresentation.” 
Conceivably, that could embrace any fraud involving the 
purchase or sale of securities, not merely the prototypical 
Section 10(b) charge where insiders exploit “inside infor-
mation for personal advantage []as a normal emolument 
of corporate office.”38

Moreover, the elimination of the fiduciary-duty 
requirement in cases where liability can be premised on 
misrepresentation has the potential to strain the scarce 
resources of regulators and the courts. Although there is 
no fiduciary duty element expressed in the text of section 
10(b), insider-trading liability historically has required 
the existence of such a duty in part to reflect the judg-
ment of regulators, the public, and the courts that it is 
the inappropriate and deceptive use of special relation-
ships that the federal securities laws target. Many state 
and federal statutes prohibit theft, computer tampering, 
and other kinds of fraud, and could be used to bring 
cases against individuals like Dorozhko who hack com-
puter systems to gain material nonpublic information on 
which they trade.

Conclusion
The Cuban and Dorozhko decisions evidence a shift in in-
sider-trading jurisprudence away from its roots in deter-
ring and punishing those who abuse special relationships 
at the expense of shareholders and into a murkier area 
where the SEC is policing general financial unfairness 
that has traditionally been considered beyond its author-
ity to regulate. The Cuban decision allows for complete 
strangers in arms-length negotiations to be judicially 
determined to have become fiduciaries by agreement, and 
the Dorozhko decision allows for insider-trading liabil-
ity to arise even in the complete absence of a fiduciary 
relationship. Cuban and Dorozhko have so weakened the 
fiduciary-duty element of the insider-trading offense that 
it is now unclear whether such a duty is even required for 
liability to apply. As it stands, this trend toward “duty-
free” pleading requirements augurs greater uncertainty 
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for market participants, and the imprecision makes it 
more difficult for even sophisticated actors to “order[] 
their actions in accordance with legal requirements.”39 Z
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