SHADOW TRADING: THE FIRST TEST FOR
THE SEC'S NOVEL THEORY

The first test of the Securities and Exchange Commission's
("SEC") shadow trading theory in federal court has resulted in a
win for the agency. On January 14, 2022, a federal district court
denied defendant Matthew Panuwat's motion to dismiss the
SEC's complaint, permitting the case to go forward on a theory of
"shadow trading."! Shadow trading is where corporate insiders
exploit material nonpublic information ("MNPI") about their
company, to trade in the securities of an "economically-linked"
company, such as a similarly situated competitor. For an in-depth
discussion of the case and the shadow trading theory, see our
prior client alerter.

In upholding the SEC's shadow trading allegations, U.S. District Judge William H.
Orrick ruled that the SEC's complaint adequately alleged that Panuwat's conduct
breached his duty to his company, Medivation Inc., when he traded in a
competitor's shares after obtaining MNPI about Medivation's upcoming merger
with Pfizer. While acknowledging that there "appear[ed] to be no other cases
where the [MNPI] at issue involved a third party,” the district court concluded that
"the SEC's theory of liability falls within the general framework of insider trading,
as well as the expansive language of Section 10(b) and corresponding
regulations." It was "commonsense," in the district court's view, that MNPI may be
material to more than two companies. The district judge also dismissed Panuwat's
purported lack of notice, finding that "[tlhe SEC has sufficiently alleged that
Panuwat acted with scienter, and therefore had notice that his purported actions
were prohibited by law."

Of particular interest to whether Panuwat breached a duty to Medivation in
misappropriating MNPI is Medivation's corporate policy, which stated,

During the course of your employment...with the Company, you may
receive important information that is not yet publicly disseminated...about
the Company. ... Because of your access to this information, you may be
in a position to profit financially by buying or selling or in some other way

1 Order Denying Motion to Dismiss, Securities and Exchange Commission v. Panuwat, No. 21-cv-06322-WHO (N.D. Ca. Jan. 14, 2022).
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dealing in the Company’s securities...or the securities of another publicly
traded company, including all significant collaborators, customers,
partners, suppliers, or competitors of the Company. ... For anyone to use
such information to gain personal benefit...is illegal. ...2

Although Panuwat did not trade in either Medivation or Pfizer securities, he did
trade in securities of Incyte, a competitor likely to be affected by the Medivation-
Pfizer merger, and thus plainly covered by Medivation's insider trading policy.
Under the circumstances, it was difficult for Panuwat argue lack of notice and lack
of breach of duty. Companies are well-advised to ensure that their insider trading
policies similarly prohibit trading in any securities, even those of a third-party
company or competitor, to avoid being caught in any "shadow trading" crosshairs.

2

Complaint, Securities and Exchange Commission v. Panuwat, No. 21-cv-06322-WHO, § 20 (N.D. Ca. Aug. 17, 2021).
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