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In 2024, the US. Securities and Exchange Commission
prosecuted what was characterized as the first-ever case
involving the “shadow trading” theory of insider trading.! After a
jury verdict in favor of the SEC, the case is currently pending an
appeal in the Ninth Circuit.

Unlike conventional insider trading, which involves trading in

the securities of the insider’'s own company based on material
non-public information (MNPI), shadow trading involves trading
in the securities of other, but economically related, companies.

From an economic perspective, the shadow trading

theory rests on the premise that information about one
company can affect the value of other economically related
companies. While economic linkages among firms might be
straightforward to establish in some cases, evidence from
academic research suggests that they can also be nuanced
and complex, requiring well-designed economic and statistical
analysis to identify.

Fiscal year 2024 was the first year that US. companies are
required to disclose if they have an insider trading policy and
include a copy of their insider trading policies in their annual
reports filed with the SEC?2

It has been reported that in the wake of the SEC shadow
trading actions, some companies moved quickly to update
their insider trading policies, while others refrained from making
changes.® Moelis & Company, for example, added to its 2025
insider trading policy a “note on ‘shadow trading,” stating that
it “ray constitute insider trading.” Another example, Signet
Jewelers Ltd, explicitly adds references to and bans shadow
trading in its 2025 insider trading policy.®

In this article, we first discuss the SEC’s recent shadow trading
cases, with a focus on the economic evidence underpinning
the Commission’s allegations. We then review key findings
from the academic literature on cross-firm economic linkages
and shadow trading activities.

Through these discussions, the article highlights the

key economic issues and implications that regulators,
policymakers, legal counsel, and corporate stakeholders must
carefully consider in assessing and analyzing shadow trading
allegations.

Recent developments in insider trading matters:
SEC v. Panuwat and SEC v. Bechtolsheim

In 2024, the SEC obtained a favorable jury verdict in SEC v.
Panuwat and reached a settlement in SEC v. Bechtolsheim.
Both matters were brought under the shadow-trading theory.

In SEC v. Panuwat, Panuwat was the former Head of Business
Development at Medivation, Inc., a mid-cap oncology-
focused biopharmaceutical company.¢ According to the SEC’s
complaint, on August 18, 2016, Panuwat learned that Pfizer Inc.
intended to pursue an acquisition of Medivation.”

Shortly after, he purchased out-of-the-money, short-term call
options in Incyte Corp., another mid-cap oncology-focused
biopharmaceutical company.¢ Out-of-the money call options
are inexpensive to buy but can generate large profits if the
price of the underlying stock increases above the strike price
on or before the option expiry.

Survey data reveal inconsistencies
in corporate policies regarding
trading on MNPI.

The SEC alleged that Panuwat purchased call options on
Incyte because he anticipated that the value of Incyte’s stock
would increase once the Medivation-Pfizer deal became
public. Indeed, when the Medivation merger was announced
on August 22, 2016, Incyte’s share price increased by about
8%.° The SEC estimated that the increase in Incyte’s stock
price generated over $100000 of profit to Panuwat.®

According to the complaint, “Panuwat’s undisclosed, self-
serving use of Medivation’s information to purchase securities,
in breach of his duty of trust and confidence, defrauded
Medivation and undermined the integrity of, and investor
confidence in, the securities markets.™

On September 9, 2024, the court imposed a civil penalty of
832119740, which was equal to three times the trading profits
— the maximum allowed under the Insider Trading Sanctions
Act.»
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In SEC v. Bechtolsheim, the SEC alleged that Bechtolsheim,
former Chairman of Arista Networks, traded on the MNP
concerning a potential acquisition of another company, Acacia
Communications.® The SEC alleged that Cisco Systems, Inc.
was considering acquiring Acacia, and that Bechtolsheim
came into possession of this MNPI on July 8, 2019, through

his relationship with an unnamed company. Shortly thereafter,
Bechtolsheim sold Acacia put options through accounts of a
close relative and an associate.™

The following day, July 9, Acacia and Cisco announced that
Cisco would acquire Acacia, triggering a 35% increase in
Acacia’s stock price.® Bechtolsheim’s put options subsequently
expired out of the money, allowing him to profit from the
premium he received from selling those options.

The SEC’s shadow trading claims
rest on the premise that economic
linkages exist between firms, and
such linkages can often create
“spillover effects.”

The SEC estimated that Bechtolsheim’s trades resulted

in illicit profit of $415,726.¢ Without admitting wrongdoing,
Bechtolsheim settled with the SEC, agreeing to pay $923,740
in civil penalties and to accept a five-year officer-and-director
bar”

Economic evidence on cross-firm economic
linkages presented by the SEC

During the SEC v. Panuwat trial, the SEC, through expert
testimony, presented economic evidence of the co-
movements of Medivation’s and Incyte’s stock prices.®

Specifically, drawing on academic literature, the SEC’s expert
explained that news of Medivation’s acquisition was expected
to boost Incyte’s stock price for three main reasons: it (1) raised
expectations for additional biopharma mergers (possibly
including Incyte), (2) provided valuable insight into company
valuations in the biopharma sector, and (3) signaled reduced
competition in the industry, which could enhance profitability
for peers such as Incyte”

To empirically establish the economic linkage between
Medivation and Incyte, the expert first cited the fact that

both were mid-cap biotech peers commonly discussed
together by market analysts.® Then, relying on the event study
methodology, the expert showed that the increase in Incyte’s
stock price following the announcement of Medivation’s
acquisition was unlikely due to normal market fluctuations.

Since there were no other confounding events that day and
given that contemporaneous analyst reports and media
coverage linked the Medivation news to a heightened
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likelihood of Incyte being a future acquisition target, the expert
argued that the increase in Incyte’s stock price was caused by
Medivation’s acquisition news.

In addition, the SEC’s expert highlighted Incyte’s stock price
movement in response to two earlier acquisition rumors, one
involving Medivation in March 2016 and one involving another
biopharmaceutical company, Pharmacyclics, in February 20152

The expert showed that in both cases, Incyte’s stock rose by
more than 5% following the rumor after controlling for the
movement of the market as a whole, which was statistically
significant at a 95% confidence level* The expert concluded
that the Incyte’s stock price increase was most likely caused
by the merger rumors, just as the Medivation acquisition has
boosted Incyte’s stock price.

In contrast, the defendant’s experts disputed the conclusion
that Medivation’s acquisition news would be expected to move
Incyte’s stock prices.* They emphasized differences between
Medivation and Incyte’s financial profiles, investor bases, and
products.® The experts noted that such differences, along

with the specific features of the biopharmaceutical industry,
undermined the relevance of academic research on cross-
company market reactions to this case.

Further, the defendant’s experts criticized the SEC’s expert for
relying on a limited and selective sample of events, and for

not addressing alternative explanations for Incyte’s stock price
movements, in concluding that Incyte’s stock price was affected
by acquisition news in the biopharmaceutical industry.»

However, the jury ultimately found Panuwat liable for insider
trading in violation of the federal securities law. The case is
currently pending an appeal in the Ninth Circuit.

Empirical findings on cross-firm economic
linkages from academic research

The SEC’s shadow trading claims rest on the premise that
economic linkages exist between firms, and such linkages
can often create “spillover effects,” where information about
one firm can impact the stock prices of other economically
linked firms.7” A vast body of academic research spanning
more than a decade demonstrates that spillover effects occur
across numerous types of informational events and economic
contexts.

For instance, a study of bankruptcy filings finds that when
a firm files for bankruptcy, its suppliers often experience
significant stock price declines in anticipation of disruptions
across the supply chain.

Similarly, other studies show that announcements of firms

being taken private tend to increase the valuations of their

industry rivals,” or that initial public offerings can affect the
stock price and operating performance of competing firms
within the same industry.®

Spillover effects have also been studied in contexts such as
earnings announcements, where one firm’s results impact the
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stock prices of its industry peers; customer news, which can
affect supplier valuations; and M&A announcements, which
may shift valuations across the competitive landscape.®

More recently, shadow trading itself has become a topic of
interest in the academic literature. A recent study documents
“robust evidence” of shadow trading activity ahead of

several types of corporate news events, including earnings
announcements, merger and acquisition announcements, and
new product announcements.®

The authors find that individuals may circumvent internal
trading restrictions by trading in the securities of their firm’s
business partners and competitors. They also estimate

that profits from a single shadow trading event range from
$139400 to $678,000. This evidence, taken at face value,
should be of interest to any stakeholder in U.S. equity markets.

Potential issues and considerations

Empirical findings from academic research serve as a valuable
foundation for understanding and assessing the economic
channels through which the action of, or information about,
one firm can affect the valuation of others. However, the
empirical evidence can vary case-by-case. In many instances,
establishing (or disproving) economic linkages is nuanced
and context-specific, often requiring well-designed and
constructed economic analysis.

For example, a recent academic study notes that the
November 2020 announcement by Pfizer of a COVID vaccine
implied an eventual end to pandemic restrictions, which in turn
suggested a potential decline in demand for services such as
Zoom and Netflix.®

The authors posit a hypothetical scenario in which Pfizer
insiders, with early access to the non-public vaccine
information, could have foreseen these broad market
implications and engaged in shadow trading, for example,
by short-selling stocks like Zoom and Netflix, and/or buying
stocks in sectors that poised to benefit from reopening, such
as movie theaters and cruise lines.

The economic linkage between Pfizer and Zoom or Netflix in
this hypothetical example is less obvious than that in the two
SEC cases discussed above. This example underscores the
complexities of establishing and assessing such linkages in
the context of shadow trading behavior.

A rigorously designed economic framework is particularly
important when the underlying economic relationship is
ambiguous. Correlation in price movements does not always
imply a causal economic linkage.

Poorly designed event studies, for example, may lead to

false positives, suggesting a causal economic relationship
where none exists. Establishing causation thus requires
careful consideration of all relevant facts and potential
alternative explanations such as sector-wide news or broader
macroeconomic conditions.
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Academic researchers have also commented that the current
regulatory framework is ambiguous, and proving a breach of
fiduciary duty can present both legal and evidentiary hurdles,
especially when the trading activity does not directly harm the
source company.®

Individuals with access to MNPI may rationalize trading in
economically linked firms, particularly when corporate policies
and/or the regulatory framework governing trading restrictions
and disclosure requirements are ambiguous about whether
such conduct constitutes a violation.®

Survey data reveal inconsistencies in corporate policies
regarding trading on MNPI. One study of 267 companies finds
that approximately 53% prohibit trading on MNPI in either their
own firm or related stakeholders (e.g., partners or competitors),
while in the remaining 47%, the restriction applies only to
trading in their own firm’s securities.?’

Another survey of 51 companies in the S&P 500 index reports
that 76% prohibit trading in securities of any company based
on MNPI, 22% prohibit trading in securities of business partners
and competitors, and one company limited its policy only to its
own stock.®®

The inconsistency in corporate policies and the potential
complexities of the economic evidence raise important
questions and risks. These should be carefully evaluated

by regulators, legal counsel, economic experts, compliance
officers, and corporate leadership, as they navigate evolving
changes around insider trading enforcement in interconnected
markets.
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