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KEYNOTE ADDRESS

Henry G. Manne’

This conference on insider trading is perhaps the fiftieth I have at-
tended on the subject in the more than forty years since my book appeared.
Some of them were not really conferences—*bloodbath” might be a better
term—but this one is different from almost all the others. At those, the
weather was usually warm and the reception very cool. This one is the op-
posite, and it is certainly a far greater pleasure for me. Perhaps cold
weather makes for more intellectual integrity.

Actually, and in a strange way, the George Mason Law School in
which we are meeting, exists in part because of my book on insider trading.
As a result of the unbelievable fury that the book kicked up—which I had
not anticipated and was not prepared for—I became completely disillu-
sioned and frustrated with the level of scholarship in American law schools,
so much so that a couple of years after the book appeared I left law school
teaching—in a sense never to return to full-time law school teaching. I
went into administrative work, founded the Law and Economics Center,
and from that was led inexorably to the remaking of the George Mason Law
School. So the negative response by the rest of the world to that book had
some very good effects. On balance I think I got the better deal.

It is hard to describe the state of intellectualism in law schools gener-
ally in the 1950s, 1960s and 1970s. It was not just an ignorance of law and
economics; it was the whole concept of giving serious analytical treatment
to any subject that was thought to be the province of legal educators. Even
for those academics for whom law was not natural or given, there was still
the idea that it came out of a black box and had to be treated as a given in
any discussion. In other words, there was little or no effort to evaluate the
social or economic value of any given law, and simple-minded ideology
(often far left) was often mistaken for “scholarship.” Students in a modern
law school like George Mason have a great difficulty imagining how totally
intellectually vacuous the law school world was merely forty to fifty years
ago. As a result, early in my career, I experienced many years of confer-
ences and articles in which my work was pretty much treated as a joke.
There really was not much else they could do, since few if any law profes-

* Henry G. Manne is Dean Emeritus of the George Mason University School of Law. He has
been recognized by his peers as one of the four founders of the field of Law and Economics. Dean
Manne has published many books and articles, with emphasis on law and economics, the free market,
and securities regulation. His development of the theory of a “market for corporate control” is credited
with opening the entire field of corporate law to economic analysis, and his 1966 book, Insider Trading
and the Stock Market, began, and still heavily influences, the vast literature on that subject.
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sors at the time had the background in economics that could allow a more
serious discussion.

At any rate, arguing about insider trading ceased to be amusing for me,
and I left it for a long time to do other things. As a result, in the best way
possible, I have gotten my revenge on what I still consider a know-nothing
bunch of pseudo scholars. Even if many real legal scholars still do not
agree with my conclusions in the book on insider trading, the agenda I set
controls the debate and the methodology is utterly dominant, not merely in
the insider trading debate but in anything having to do with securities, cor-
porations, and the law.

But the critics of my book really had a fine old time seeming to make
light of my effort, and most of the relevant world seemed to agree with
them and enjoy the spectacle. Twenty-five or thirty years ago I thought that
the issue had run its course. I did not think there was a great deal more for
anyone to say. The sides were pretty much clear. There were the moralists,
dominant on one side, and market economics people, dominant on the other
side. The subject was then taken up by the empiricists, the technicians in
economics. On the other side of the divide, the issue became one for the
legal technicians, the parsers of regulatory words and case law. But, as far
as the underlying policy issue was concerned, it seemed dead at that point.

Well, I was wrong. I must say that in the last few years there have
been developments in economics that reignited my interest in the subject. I
would never have thought, a few years back, that in the past two years I
would have published an article that was a very important new corrective
for the book. Frankly, it is a little embarrassing for me to go back and read
the book today because the style that I wrote in forty years ago is not how I
would write it today. I was young and naive and I did not have a good
sense for how things that I said would be misunderstood by the outside
world. Today I am a lot more sensitive; perhaps deanships do that to you.

Furthermore, there were some aspects of the book, as I now reread it,
which were noticeably weak. Some of these weaker points, I concede, my
opponents very early on had glommed onto, even if they did not fully un-
derstand the real weakness. I think that the discussion in the book on one of
the central points, the value of insider trading as a form of compensation to
executives, was in principal correct but in practical value almost nil. Over
the years, for instance, I tried to develop and tried to get students to develop
a model for a formal compensation plan that included an explicit right to
trade on information in a company. We could never do it. I could never
figure out to whom you would offer such a provision or how you would
draft it. But even with that, the idea has considerable vitality and could
help inform the issue that a corporation might face if it were allowed to
decide for itself whether or not to outlaw insider trading.

But there was another aspect of that discussion that has also been dis-
appointing to me, an aspect that my multifarious critics have never thought
even worth commenting upon. Only one or two of the perhaps thousands of
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commentaries on the subject has addressed the issue of the distinction be-
tween the entrepreneur and the capitalist manager, a distinction that I still
believe is at the very heart of the so-called “compensation” issue. For many
commentators, perhaps unfamiliar with the economic concept of different
“functions,” this is not an easy distinction, though it is well known today to
the Austrian economists who flourish at George Mason. But it was almost
totally unknown when I was writing (except to the very few early devotees
of the works of Ludwig von Mises and his student Israel Kirzner). I was
perhaps too far ahead of the curve to have expected a calm acceptance of
such a very unfamiliar notion. Alas, it remains only rarely understood even
today.

Today there is tremendous controversy about executive compensation;
it is the number-one issue in the corporate field right now. It was also a big
subject forty, fifty, and sixty years ago, but in a very different way. Schum-
peter’s famous book, Capitalism, Socialism, and Democracy, had popular-
ized an idea that was very common among economists at the time—that
there was a fundamental flaw in the structure of the modern corporation
because it did not provide any way really to compensate for entrepreneurial
or innovative activity. Schumpeter said that, as a result, the managers of
corporations would become highly bureaucratic, that large corporations
would be in a sense like government agencies, that the motivation that
really fired up the classical entrepreneur or small businessperson simply
could not exist in the large corporation, and that eventually these large cor-
porations would either fold or become nationalized. Well, he was certainly
wrong in that prediction and I argued in the insider trading book that I also
thought he was wrong in his explanation and analysis. I showed that there
was a way of compensating these people, a form of compensation that
meshed with what we wanted to reward, namely entrepreneurship and in-
novation. That, of course, was gains from stock trading on the news of the
innovation before it was made public.

About that time, in the 1960s, the tax laws changed to heavily encour-
age the use of stock options, and there is a discussion in the book compar-
ing the use of insider trading to the use of stock options as appropriate
forms of compensation for entrepreneurial activity within the large, pub-
licly-traded corporation. I have had occasion in the last two years to de-
velop that same argument again in an editorial in The Wall Street Journal. 1
think it is a very strong one and, to this day, I simply do not understand why
the economists and the serious scholars in the insider-trading field have
neglected that aspect of the subject. Perhaps part of the reason is that I mis-
led them; I had said that this ought be part of the general compensation
package of corporate managers, and I should have been much more careful
about that. Note, however, that this point goes to the legalization of insider
trading and not to the point of drafting a compensation agreement. If one
reads my earlier work sympathetically, which no one does of course, I think
it is clear that I am really talking about the entrepreneur, though the full
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discussion was not carefully developed. Nonetheless, that important point,
that ought to be part of the debate today about stock options and compensa-
tion, is never heard.

One issue that I addressed in the book, indeed that I had an entire
chapter on, relates to insider trading by government officials. This too is
suspiciously ignored in the public discussion of insider trading. To me this
is particularly interesting and disappointing because it demonstrates how
often people write book reviews and comment on books they have not care-
fully read. I explained in this chapter why the arguments that I used to fa-
vor insider trading for corporate insiders did not hold for government offi-
cials and why I thought that there should be very strict rules against insider
trading by government officials, including elected representatives. I also
discussed how much opportunity government officials have for insider trad-
ing and why it would be even more endemic there than it would be in pri-
vate company trading. It is certainly understandable, even if not defensible,
that government officials have not pursued that idea quite as assiduously as
they might have. After all, as Gordon Tullock explained many years ago,
information flows, regardless of how or whether the information ultimately
gets used in the stock market, is the lifeblood of Washington, and much of
this information has significant stock price impact. And yet, endemic as
this practice must be, I do not know of a single analytical article that has
been written on that subject.

Another disappointment was a sociological aspect of the book. Only
one reviewer to my knowledge picked this up, thought it was an important
point, and no one has developed it further. And that is the question of how
people relate to one another socially in their conveyance of valuable infor-
mation. I mentioned in the book that this might explain something as
homely as selection of members in exclusive country clubs: that members
might only want people as fellow members who are going to give them
something valuable in exchange for something of value that might be given
to them. In other words, I suggested, there was a “social” market for in-
formation, just as we might say there is a market for marriage mates. Some
aspect of this exchange notion is probably involved in selection of col-
leagues, fraternity brothers, and neighbors. I still think that is something
sociologists should be interested in. But that has not developed either, per-
haps because they have not yet, aside from a few domestic relations areas,
been imbued with economic notions of exchange in social relationships.

Two other major economic arguments were made in the book: one was
that no one trading against an insider in the market was really hurt by the
insider trading. No one has ever been able to disprove that proposition.
The other was that insider trading always pushed the price of the stock in
the correct direction and made the stock market more efficient. That is,
informed trading always makes the price more reflective of the actualities
of the corporate world. Both those notions have been reasonably well-
received, but there was an aspect of that last one that I think deserved a
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great deal more attention than it got. How significant was insider trading in
making the market function efficiently, and how important was that stock
market efficiency in a great many other things: capital allocation, the mar-
ket for corporate control, compensation programs for managers, and a num-
ber of things of that sort that relied on accurate pricing of stocks to function
well? Now, I know those measurements are very difficult. Nonetheless,
there has not been a great deal of work done on any of these questions.

Now, there is one last point that has not been studied as assiduously as
I think it should be. At the time I wrote the book, I had a part-time col-
league in the law school of George Washington where I was then teaching,
his name, Manny Cohen. He was then the number-two man at the Securi-
ties Exchange Commission and later became perhaps one of the most active
and celebrated of all chairmen in the history of the Commission. I knew
Manny—we frequently joshed with each other—and he knew I was prepar-
ing a book on insider trading. He readily agreed that he would review it
when it appeared. Apparently someone (but apparently not Cohen) at the
SEC actually did read it, because it occasioned a meeting of the top brass of
the SEC, where it was decided that no one in the Commission could review
the book, or cite it, or mention it. And that was part of a larger program of
the SEC that was reported to me many times over the years: no staff mem-
ber at the Securities and Exchange Commission would be allowed to cite
any work written by Henry Manne. This boycott was one of the proudest
accomplishments of my life.

Now, as a result of the insider trading book and another little book I
did a few years after that called Wall Street in Transition, an overview of
the economics of securities regulation, the SEC, for the first time in its then
thirty-eight year history, felt under attack. It had until these events been a
charmed agency, thought to be staffed by real experts and beyond scandal.
This is still true to some extent today—and just as fallacious—as it was
forty years ago. For all their feigned expertise and morality they felt very
threatened by my work, and they decided they had to do something about it.
As a result they embarked on a campaign both of making me invisible and
of vilifying the concept of insider trading. The latter may have been the
most successful propaganda campaign by a regulatory agency that we have
ever seen in this country.

In the 1950s, fifteen years before the book, there was no such phrase
as insider trading in common parlance. There was talk about insiders in the
stock market, but it was always either laughed at as something that we all
know about but no one mentions. There was certainly no moral indignation
at the mention of insider trading. There was no righteous complaining of
the sort that is seen today that this is a grievous, dangerous and sinful activ-
ity. The SEC, in an enormously self-serving campaign, changed that, un-
doubtedly the most successful campaign they ever engaged in. They have
succeeded in making the very phrase insider trading such a pejorative term
that people shudder when they hear it. There was an analogy in medicine
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when the term “cancer” used to be whispered in polite company. That is
what the SEC accomplished with the phrase insider trading, and no one has
ever really studied how they accomplished this. It would be a great topic
for a Ph.D. thesis.

As I said earlier, I eventually got over my distaste for talking about in-
sider trading, and, of late, it has become very intellectually exciting again.
A couple of years ago I read John Suroweicki’s book, The Wisdom of
Crowds. He is a finance writer for The New Yorker magazine and the cen-
tral thesis of The Wisdom of Crowds built on an important Hayekian notion,
that market price is some sort of an amalgamation of bits and pieces of
preference and knowledge that people have even though the market partici-
pants involved are disparate, independent, and unknown to each other.
Somehow it all gets aggregated into something called the market price.

The Wisdom of Crowds, just to give you a simple example, starts the
books with a famous episode of a contest to guess the weight of an ox after
it was butchered and dressed. There were eight hundred guesses, none of
which apparently came very close to the correct answer, but the average of
the eight hundred guesses was correct to the fourth decimal point. That was
in 1906; statisticians have known about this and done work using this un-
derstanding, but the economists have not. Indeed Hayek himself did not
notice the relation that the wisdom of crowds notion had to his argument
about how price emerges from many participants in a market making their
interests felt. I thought that the relation between these two notions was
pretty clear and have now written on this subject. Another thing that Su-
rowiecki dealt with in the book, that you will probably hear about today
from Robin Hanson, is the development of the economics of prediction
markets, which is related to the notion of wisdom of crowds but which is
rarely related to the formation of price.

Well, I looked at these new ideas (new at least to me) and realized that
they had something to do with insider trading. I began to put the various
ideas together and that resulted in my recent article on insider trading “In-
sider Trading: Hayek, Virtual Markets and the Dog that Did Not Bark.” 1
am not going to summarize that article now, but others may comment on it
later today. Now the dog that did not bark is the part that T will talk about
because one of the mysteries that I had noticed about insider trading for
many years, and which I alluded to earlier, is that prior to the SEC’s dispar-
agement campaign there was generally silence in the business community
on the subject. There was no question that insider trading in the stock mar-
ket was as much of an everyday occurrence as breathing and eating. And
we know that even today in Japan it is a way of life, though perhaps a little
less so today than it was five years ago. Until ten or fifteen years ago, when
the EU released its directive that every member country should have a law
against insider trading, (a move incidentally heavily lobbied for by the
SEC), no one had ever said much about it.
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If you look back further into the 1950s, 1940s and even back to the
1920s, when we first had a truly large-scale popular equity market in the
United States, you cannot find any serious discussion or condemnation of
insider trading. There was a critical but very naive law review article in the
1914 Michigan Law Review, and Berle and Means, in their classic book in
1932, mentioned insider trading in passing as one of the unfair advantages
that corporate managers had. There was some talk about insider trading at
the time the securities laws were being adopted in 1933 and 1934, but seri-
ous consideration was pushed aside when Senators discovered that a law
against the practice might apply to them. Section 16b of the Securities and
Exchange Act of 1934, the so-called short-swing profit rule, was not a sig-
nificant insider trading provision, as has now come to be generally recog-
nized. There had been a flat prohibition against insider trading in the first
draft of the Securities Exchange Act of 1934, but in the first hearings held
on that Bill a member of the Senate Judiciary Committee asked a staff
member, “Does this cover members of Congress?” The answer was “yes,”
and that provision of the first draft disappeared from the second. It never
showed up again. Now, later on, after the courts had allowed insider trad-
ing to be outlawed by SEC Rule 10b-5, and after the SEC had conducted its
vilification propaganda campaign, Congress, with their usual show of cour-
age, acknowledged in later legislation that insider trading was against the
law even though Congress had never made it against the law.

The silence in the business community, nonetheless, was mysterious.
If all of these arguments—not only the economic arguments, but the moral
and ethical arguments—were as strong as most people seem to think they
are today, why did no corporate manager, large shareholder, or corporate
official in the world complain about it? That was the mystery I set out to
solve, and that was the dog that did not bark. Remember Sherlock Holmes
said that it was the dog’s silence that gave him the information of what was
going on in the fixed horse race. Well, it was silence that told me that man-
agers and large shareholders (who have a very difficult problem monitoring
the managers in corporations they are heavily invested in but do not directly
manage), have a very significant interest in the results of insider trading.

That this silence in the business community about insider trading
could be turned into an explanation of a real benefit from insider trading I
unfortunately missed back in 1964. Basically the argument is that manag-
ers of corporations use changes in stock price as a way of getting informa-
tion that they cannot get any other way and that large stockholders needed
this kind of informed market pricing to monitor the behavior of managers
whom they could not otherwise control. Most of the curriculum of business
schools is fundamentally about the problem that decision makers in corpo-
rations have in getting reliable information on which to base new decisions.
If you could solve that problem easily, the rest of management would be
comparatively easy.
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That is why I concluded that if insider trading was seen as a valuable
device for corporate managers and for large shareholders, they would ap-
prove of it and keep quiet about it. That is exactly what I think happened.
This is not to say that insider trading is the only device for accomplishing
this, merely that it is an important device and presents a strong new argu-
ment for insider trading.

So after forty years I think there really was something more to be said
about the subject. But it sure surprised me that I would be the one to say it.

Thank you very much.
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The Honorable Kathleen L. Casey"

Thank you Kristina for that kind introduction; and thank you Dean
Polsby, Dean Manne, and The George Mason University Journal of Law,
Economics and Policy for inviting me to join you in today’s conference. It
is a distinct honor to be able to return to GMU and participate in a forum
that continues to distinguish this school as a national thought leader. Be-
fore I begin, I must remind you that my remarks represent my own views
and not necessarily those of the Securities and Exchange Commission or
my fellow Commissioners.

Were I not an alumna and friend of this forward-thinking school, I
might stand before you—as a constitutional officer sworn to enforce the
insider trading laws—with some trepidation. But I know that I join you as
a friend because I share your belief that this debate, like any debate that
demands an honest evaluation of the economic value and costs of a rule, is
an important one. I would like to direct my remarks today to three points.
First, the tremendous value I place on the economic analysis of the law, and
how the GMU Law education, which embraces this interdisciplinary meth-
odology, has shaped my consideration of the law; second, how it is a criti-
cal construct to understanding and informing important policy decision
making; and, finally, how this kind of analysis applies—albeit to a much
lesser degree than today’s conference participants might hope—to the en-
forcement of our insider trading laws.

Throughout today you have heard and will continue to hear arguments
that insider trading effectively prices stocks, or efficiently incentivizes or
compensates executives. Regardless of whether or not you agree with these
arguments, what I think is so important about today’s topic is not only that
the debate continues to occur after forty years, but that it continues to
evolve and grow from its roots in Dean Manne’s practically lone voice.
Despite decades of fairly consistent policies proscribing insider trading,
today’s conference assembles several serious arguments and sets of data
that seek to scrutinize and question the rationality and effect of our insider
trading laws. The contributions of Dean Manne and others to the scholarly
debate over insider trading are transcended, however, by the analytical con-

*

Kathleen L. Casey was appointed by President George W. Bush to the U.S. Securities and
Exchange Commission and swom in on July 17, 2006. Her term expires in 2011. Prior to being ap-
pointed Commissioner, Ms. Casey spent thirteen years on Capitol Hill. Commissioner Casey is a mem-
ber of both the Virginia and District of Columbia bars, and received her J.D. from George Mason Uni-
versity School of Law in 1993. She received her B.A. in International Politics from Pennsylvania State
University in 1988.
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struct it embraces and which now informs the consideration of many areas
of law and regulation. So to me, whether these scholars are right or not is
somewhat beside the point: the real point is that policymakers must rigor-
ously analyze whether we are making the right choices in light of the eco-
nomic realities of the market.

Turning to my own experience, the George Mason law and economics
education has truly aided—and shaped—my career. Indeed, I may present
an interesting case study for Professor Padilla who asks to what extent the
insider trading debate influences policymakers. For a little over thirteen
years after graduating from GMU law school, I worked on Capitol Hill un-
der the leadership of a great legislator, Senator Richard Shelby of Alabama.
I was fortunate to gain experience in a variety of different positions, but
finally my career on the Hill culminated as Staff Director and Counsel to
the Senate Banking, Housing and Urban Affairs Committee. Through this
experience, I developed a fair knowledge about both public policymaking
and the political process. The George Mason education—with its emphasis
on considering efficiency and of stopping to think about a decision’s conse-
quences rather than just accepting the popular choice—provided me excel-
lent analytical tools as I sought to help the Senator shape our nation’s poli-
cies. Of course, political realities can often carry the day on Capitol Hill.
But having been schooled in applying economic analysis to the law, I be-
lieve that I was well prepared to serve in my various roles advising the
Senator during the consideration and debate of many important policy is-
sues.

Now, as an SEC Commissioner making decisions about our securities
rules and enforcement activities, I can proudly report that George Mason’s
philosophy, provocative questions from Dean Manne and others about our
markets, influence my thinking and choices. And I am not alone. In the
last several years, graduates of George Mason have moved into many influ-
ential positions throughout Washington. Some enjoy high-profile positions
within the administration and are clearly influencing policy in the Executive
Branch. In many instances, these policies bear the stamp of a GMU-type
economic analysis. But the school’s influence, and the school of thought’s
influence, reaches further and in more subtle ways. All over the Hill, law-
makers employ Mason graduates to advise them, manage their staffs, and
negotiate policies on their behalf. I was just one example of that. Policy
offices in many federal agencies—the Department of Justice, the SEC, and
the Labor Department, to name a few—are staffed by Mason graduates.
Federal and state judges are counseled by clerks hailing from Mason; in-
deed, the Supreme Court finally has a Mason graduate serving Justice
Thomas.

So what are these Mason graduates doing to bring economic analysis
of the law to life? They are writing laws, drafting regulations, recommend-
ing judicial opinions—all against the backdrop of a legal education that
disciplined them to think about the economic consequences of decisions.



2008] KEYNOTE ADDRESS (CASEY) 235

For example, they are asking questions like: How much should a policy
dealing with criminally indicting corporations consider the potential costs
to investors if the indictment causes the company to crumble? And what
effect would fewer market participants have on consumer choice or market
competition? Does director independence on mutual fund boards improve
fund performance for investors? At what level should regulators set auditor
scrutiny in order to achieve results that allow investors to make educated
decisions about share value, without imposing costs that outweigh these
benefits? Some of these questions I have personally asked—either while on
the Senate Banking Committee or in my current role on the Commission.
Some of these questions I continue to ask.

As you may know, the SEC has, in recent years, been criticized for its
perceived failure to analyze the economic impact of its decisions before
imposing additional costs through regulation. Further, several court deci-
sions have checked the SEC’s failure to engage in adequate cost benefit
analysis as is required under the law. I believe these decisions and criticism
offer the SEC an opportunity to more fully incorporate economic analysis
as a formal guide to inform our decision making rather than as a purely
mathematical exercise or postscript to a predetermined policy outcome. Of
course, there will be times where attention and pressure from the Hill, or
the press, or other sources, drive a result designed to achieve investor con-
fidence—but that does not square with an honest economic analysis. In-
deed, policy decisions can often be driven by popular dynamics that draw
major issues from minor ones, adopt assumptions as conclusions, and ac-
cept anecdote as broad truth. That is why discussions such as [today’s con-
ference] are so important.

Dean Manne and the other scholars speaking today remind lawmakers
and policymakers like me that we must analyze, rather than just accept the
common wisdom. Or as Dean Manne has noted, we must ensure that logic
is not lost to emotion: In the case of the Commission, we must hold stead-
fast to the notion that the politically expedient decision is not necessarily
the right decision for investors in the marketplace. We must question
whether the result we seek will achieve the right balance between benefits
and costs—because they will ultimately guide the law’s true effectiveness
for the investor and our markets. Indeed, there is no greater irony, which
comes at a cost to the market and investors, than when a popular end ig-
nores economic reality and drives adverse policy results.

In order to fulfill one of our primary missions—to protect investors—
it is important that we consider whether the costs imposed upon the market,
which are ultimately borne by investors, achieve the sought-after benefits.
Where once some questioned whether economic analysis ran counter to the
interests of investors, today it is clear that those interests are aligned more
often than not. So a cost-benefit analysis is critical to thinking about our
market rules. It is also critical to our country’s ability to continue to offer
the most vibrant, deep, and liquid capital markets in the world, that regula-
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tors measure the benefits of proposed rules or enforcement policies against
the costs placed upon the market. If the costs get too high, market partici-
pants may seek less costly alternatives and invest elsewhere—which in to-
day’s global marketplace is an increasingly viable and attractive choice. In
the end, this competition is a healthy check, which ensures, in my view, that
we affirmatively seek to consider the effectiveness and efficiency of our
laws and regulations.

Over the past several years, there has been growing comment and con-
cern that we may be losing our competitive edge as the world’s leading
financial marketplace. Several commissions and studies have recently been
undertaken to look at our legal and regulatory landscape and seek to inform
policymakers and the public of how it affects our competitiveness. As
much as they prompt vigorous discussion and critical review, they will have
served an important purpose. I know I intend to give their findings and
recommendations thoughtful consideration. Among the areas of focus il-
luminated by these studies is whether the benefits sought by post-Enron and
Worldcom legislation have imposed undue costs that have hindered the
nation’s global competitiveness. Oftentimes, it is not the law itself, but the
implementation of it that can be faulted in this regard. I have the benefit of
having worked in the Senate when the Sarbanes-Oxley Act was considered
and passed, and now, as a member of the SEC, the responsibility of seeking
to ensure that it is implemented effectively and efficiently.

While there continues to be a range of views assessing the overall
benefits and burdens associated with the Sarbanes-Oxley law today, I be-
lieve one thing remains undisputed. And that is, no one anticipated, by
effect or design, that the internal control provisions of Section 404 of the
law would result in such a costly web of compliance. Indeed, it is a modest
enough looking provision. All of about a page in text, modeled largely
after the internal control and attestation requirements of the Federal Deposit
Insurance Corporation Improvement Act of 1991, or FDICIA. While cer-
tainly not the most rigorous form of analysis, the Congress looked to the
fact that internal control reporting had been required for depository institu-
tions under that law for many years to conclude that it would not cause a
significant new burden. Thus, while the spirit and the letter of law did not
contemplate such a costly and burdensome regime, Section 404’s imple-
mentation has undoubtedly facilitated such a result. Section 404 has been
roundly criticized, and is now commonly viewed, particularly abroad, as
emblematic of an excessive and burdensome regulatory environment. The
SEC and the PCAOB are now faced with attempting to alter this market
reality, which has largely been attributed to a lengthy, highly prescriptive
auditing standard (Auditing Standard 2 or AS2) and a heightened compli-
ance and legal risk environment. I believe positive efforts are being made
to adopt a more principled, risk-based approach that allows greater judg-
ment and flexibility so that issuers and auditors can focus on those controls
necessary to adequately address the risk of a material misstatement in their
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financial statements. But we will only be able to measure our success, ul-
timately, by whether these new reforms are sufficient to alter the behavior
our policies have driven. And I believe that will require an ongoing as-
sessment and determination by the Commission of whether we have
achieved our goals. Our efforts to realign the costs and benefits of Section
404 of the Sarbanes-Oxley Act, and the broader public focus on the impact
our regulatory and legal environment is having on our ability to maintain
US competitiveness, are positive illustrations of why we must seek to ap-
preciate the economic consequences, market realities, and costs and bene-
fits associated with our rules and laws.

In the case of insider trading, Congress, my predecessors at the Com-
mission, and the courts, long ago made the judgment that investor protec-
tion requires preventing insider trading. To the disappointment of some in
this room, but likely to the surprise of no one, I will not make news today
by quarreling with this judgment. I am responsible for enforcing the law
and I take that duty very seriously. Even as today’s participants would ar-
gue for a more fundamental application of economic analysis to the under-
lying policy supporting our insider trading laws, they can at least take heart
that economic and cost/benefit analysis does play some role in our en-
forcement of the law. As many here today correctly point out, insider trad-
ing is expensive and difficult to police. Indeed, much insider trading activ-
ity likely never gets detected, leading to potential inequities and inconsis-
tencies in enforcement. Insider trading investigations are resource-
intensive; they rely upon sophisticated detection software, time-consuming
trading analysis, and often cumbersome fact investigations. Those cases
that do not result in settlements are often difficult to prove in court, particu-
larly in the area of proof of intent. The trial of even a relatively small in-
sider trading case can divert Commission lawyers from other matters for
weeks. As is the case in other Enforcement decisions, these opportunity
costs are important considerations as we decide how to allocate, or continue
to allocate, precious resources. The Commission is responsible for enforc-
ing the insider trading laws, but must also enforce other securities rules and
regulations, and must devote resources to our very important rulemaking
function.

The Commission must also consider whether the level of activity in its
Enforcement program is achieving the appropriate benefits in the market-
place. As some commentators here today have noted, the mere threat of an
Enforcement action may prevent some amount of insider trading. We must
ask how many and what types of additional cases we should be bringing,
measured against the cost of bringing those cases in light of our budgets
and other priorities in order to achieve investor confidence in the market-
place. I have no doubt that today’s conference and thoughtful articles will
continue to spur vigorous debate about the value and effect of our insider
trading laws.



238 JOURNAL OF LAW, ECONOMICS & POLICY [VoL. 4:2

To Dean Manne, Dean Polsby, and the George Mason Law School, I
commend you again for your leadership and scholarship, which are influ-
encing and changing how people understand, consider and practice the law.
Thank you again for inviting me to join you today and for providing me this
opportunity to speak with you.
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HOW DO WE THINK ABOUT INSIDER TRADING?
AN ECONOMIST’S PERSPECTIVE ON
THE INSIDER TRADING DEBATE AND ITS IMPACT

Alexandre Padilla®

ABSTRACT

This essay assesses what impact, following Henry Manne’s publica-
tion of Insider Trading and the Stock Market, the insider trading debate had
on how we think about insider trading. Using economic analytical tools,
Manne’s analysis shed new light on insider trading and gave a new breath
to the insider trading debate. Manne’s work opened venues to new analyses
on insider trading from lawyers, economists, and financiers. This paper
attempts to see if Manne’s work has contributed to the change in lawyers’
views toward insider trading but also the views by policymakers, lawmak-
ers, and the general public. First, I briefly review Manne’s contribution and
influence in the literature. I summarize the results of a survey I conducted
among law and economics scholars. Second, I attempt to measure Manne’s
influence beyond the law and economics field. How did Manne’s work
influence lawyers and economists who are not specialized in law and eco-
nomics and, more particularly, insider trading? How did Manne’s work
influence policymakers and lawmakers? Has Manne’s work had any im-
pact on the general public’s opinion on insider trading? Finally, I provide
some additional concluding remarks.

I. INTRODUCTION

This paper attempts to evaluate how big of an influence Henry
Manne’s work on insider trading has been not only on the literature, but
also beyond—among lawmakers, policymakers, and the general public.

When Henry Manne published Insider Trading and the Stock Market
in 1966, his work initiated a revolution in the way insider trading was stud-
ied. Using economic analytical tools, Manne’s analysis shed new light on
insider trading and gave a new breath to the insider trading debate.

L
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Manne’s work opened venues to new analyses on insider trading from law-
yers, economists, and financiers. In this paper, I attempt to measure to what
extent Henry Manne’s work has influenced the literature on insider trading
and how far his influence has reached. More particularly, I try to see
whether his work changed lawyers’ views on insider trading but also the
views of policymakers, lawmakers, and the general public.

While his contribution is modest, it is necessary to the extent that in-
sider trading has significant economic-policy implications. Insider trading
is the most recognizable and publicly-known form of securities fraud. In
addition, insider trading has helped advance the careers of some well-
known politicians over the last decades.! However, even though insider
trading is heavily regulated and severely sanctioned, a consensus remains to
be achieved among legal and economic scholars with regard to the desir-
ability to prohibit insider trading. The absence of such consensus weakens
the case in either sense to affect current economic policies on this subject.
Given that, at the time, Henry Manne’s work was clearly critical of the state
of the literature on insider trading and challenged the conventional wisdom
that insider trading had to be regulated, it is interesting to see how much
impact his work had on the literature and the debate that ensued. More
importantly, it is important to see what direction the debate has taken over
time and if the current perception on insider trading among lawmakers,
policymakers, and the general public has evolved following Manne’s work
and the ensuing debate. The fact that insider trading is still subject to gov-
ernment regulation does not mean that the rationale for regulating insider
trading has not evolved. In other words, by assessing Manne’s influence, 1
will be able to indirectly evaluate the rationale for the current regulation.

In Section II, I briefly review Manne’s contribution and influence in
the literature. I summarize the results of a survey I conducted among law
and economics scholars. In Section III, I attempt to measure Manne’s in-
fluence beyond the law and economics field. How did Manne’s work influ-
ence lawyers and economists who are not specialized in law and economics
and, more particularly, insider trading? How did Manne’s work influence
policymakers and lawmakers? Has Manne’s work had any impact on the
general public’s opinion on insider trading? Finally, I provide some con-
cluding remarks.

1 For example, there is little doubt that then-United States Attorney in Manhattan Rudolph W.
Giuliani got elected Mayor of New York later in his career because of his hard stance on white collar
crime. He prosecuted and punished many white collar criminals, that is to say, insiders, such as Milken,
Boesky, Levine, and Siegel in the mid-1980s.
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II. How Do LAW AND ECONOMICS SCHOLARS THINK ABOUT INSIDER
TRADING?

This section attempts to summarize what influence Henry Manne’s
work on insider trading had on the law and economics community and how
his work has redirected the insider trading debate toward logic and rigor
and away from emotions and relativism. I first briefly discuss Henry
Manne’s contribution and then assess the influence of his work on the in-
sider trading debate. Finally, I discuss a survey to assess how Manne’s
arguments have survived the criticisms endured during the last forty years.

A. Henry Manne’s Work on Insider Trading

Before I analyze how big of an impact Henry Manne’s seminal trea-
tise, Insider Trading and the Stock Market (1966), had on the legal commu-
nity and beyond, I shall briefly summarize Manne’s main arguments and
goals.

Manne’s seminal work starts with a simple observation: insider trading
has never been subject to a scientific, rigorous, and logical analysis. Ac-
cording to Manne (1966b, 113), economists did not pay attention to the
issue, and lawyers were content to make a legal analysis of insider trading
through case analysis and research, or were too incompetent to engage in a
serious scientific analysis of the subject. There was unanimous dogmatic
agreement among commentators, lawmakers, and policymakers that “in-
sider trading is a sin, and the war against it is a holy one” (Manne 1966b,
113).* Insider Trading and the Stock Market can be viewed as an attempt
by Manne to put back some sense and analytical rigor into a debate where
“logic has been totally lost to emotion” (Manne 1966b, 113).

Henry Manne’s work rests on one idea. Manne’s idea was that when
one takes the time to rigorously and scientifically analyze insider trading, it
is no longer an apodictic truth that insider trading is harmful to the society.
Therefore, it does not necessarily follow that we should come down with
“hobnail boots” on insiders, to use John Shad’s expression when he took
office in 1981 (Henry 1986, quoting then-chairman, John Shad).

2 Asthe arguments developed by Manne are already well-known, there is no need to engage in a
detailed analysis of his thesis. For a detailed overview of Manne's arguments, see Manne (1966a,
1966b), Bainbridge (2000, 777-81), Bainbridge (2001, 65-70).

3 Some immediate reactions to his work illustrate perfectly Manne’s observation. As we will see
below, even today, the term “insider trading” still generates a lot of emotions and dogmatic reactions in
some people.



242 JOURNAL OF LAW, ECONOMICS & POLICY [VOL. 4:2

To support this idea, Manne advances two seminal arguments that, as
we will see, will revolutionize the debate on insider trading.* The first ar-
gument relies on the informational role of prices and informational effi-
ciency. The second argument relies on the entrepreneurial role played by
corporate managers and how insider trading could be used to compensate
those insiders for their entrepreneurial activities.’

To put it in simple terms, Manne argues that insiders, by trading on
nonpublic material information, contribute by improving the informational
efficiency of stock prices. The argument recalls Hayek’s (1945) “The Use
of Knowledge in Society.”® Hayek believes that prices are crystallized
pieces of information providing signals to market participants about where
to allocate means of production. Similarly, securities prices could be seen
as signal mechanisms to inform investors where to allocate capital that will
be used to produce goods and services. The more accurate those prices are,
the more likely market participants will invest their capital in the correct
lines of production. According to Manne, insiders, by trading on nonpublic
material information, are going to contribute by moving securities prices
toward their true value. Securities prices will move toward the value mar-
ket participants will give to the securities “if all information relating to the
security had been publicly disclosed” as a result of insider’s trades (Bain-
bridge 2000, 777). Therefore, investors benefit from this increased effi-
ciency in the sense that they will be more likely to invest their capital in
lines of production which are valued by consumers and the society at large.
Overall, the society at large benefits from insider trading.

The second argument advanced by Manne, suggesting that insider
trading may be used as a compensation scheme, is even more provocative
than the first argument. More exactly, Manne argues that corporate entre-
preneurs should be compensated by being allowed to trade on the material
nonpublic information that they contributed to create. Profits realized
through the use of the material information those entrepreneurs created act
as an immediate compensation for their entrepreneurial activities. In addi-
tion, as Manne (1966b, 117-18) explains, compared to other compensation
schemes, insider trading is far superior to bonuses or stock options because
price increases resulting from public disclosure of the information provides,
even though imperfectly, a comparatively accurate measure of the value of
the information created by the entrepreneur. By allowing the entrepreneur

4 Bainbridge (2000, 777) goes further and considers that Manne’s work literally revolutionized
the economic analysis of corporate law. While Manne is more famous among lawyers for his work on
insider trading, economists know him more for his work on the market for corporate control (see, e.g.,
Manne 1965).

5 Another argument advanced by Manne (1966a, 1966b, 2005) is that the practice of insider
trading does not harm long-term investors or, at least, not as much as “pure” speculators who try to
“beat” the market. :

6 Actually, Manne recently published a paper where he uses Hayek’s seminal paper to justify this
argument to deregulate insider trading (see Manne 2005).
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to profit from this information before it being disclosed to the general pub-
lic, he can recover the value of his discovery. According to Manne (1966b,
119), compensating entrepreneurs for their innovations by allowing them to
inside trade will stimulate even more innovations on the part of those entre-
preneurs. Manne raised the same idea recently in his article, “Options?
Nah, Try Insider Trading” (Wall Street Journal, August 2, 2002, A8).

As Bainbridge (2001) discusses, “it is only a slight exaggeration to
suggest that Manne stunned the corporate law academy by daring to pro-
pose deregulation of insider trading” (Bainbridge 2001, 65). The tradition-
alists’ response was immediate and vitriolic (see, e.g., Schotland 1967;
Mendelson 1969; see also Manne 1970). Ironically, some of the ensuing
reactions to Manne’s publication of Insider Trading and the Stock Market
illustrate perfectly his original point that “logic has been totally lost to emo-
tion.”

B. The Insider Trading Debate: Retrieving the Lost Logic

Whether Manne is right or wrong does not really matter for this analy-
sis. What really matters is that Manne’s analysis shed new light on insider
trading and gave a new (long-needed) breath to the insider trading debate.
Manne should be credited for “helping stimulate the outpouring of impor-
tant law and economics scholarship in corporate law and securities regula-
tion” in the following decades (Bainbridge 2000, 777, emphasis added). By
challenging those scholars to find analytically sound arguments to counter
his thesis, those who felt that insider trading should be prohibited find that
Manne forced them to move away from an emotion-based dogmatic argu-
mentation toward a value-free scientific argumentation if they wanted to
prove him wrong. The debate that ensued between the pros and cons of
insider trading quickly grew to dramatic proportions. A very prolific litera-
ture emerged that went beyond just trying to prove that Manne was right or
wrong.® More importantly, most of this prolific literature, as Manne wanted
it to, takes place in the language of economic sciences.’

While for quite some time most of the literature on insider trading fol-
lowing Manne’s work was devoted to support or deconstruct his arguments,

7 However, it is difficult to tell whether such hostility toward Manne’s work was due to the fact
that he dared to propose to deregulate insider trading or that he argued that “lawyers do not have the
skills to develop a careful economic analysis of the subject” (Manne 1966b, 113).

8 Bainbridge (2000) lists 271 references on insider trading. A simple search on JSTOR® gener-
ates about 127 articles with insider trading in their title. A search on UMI dissertation express generates
about 40 U.S. and Canadian dissertations on insider trading. Obviously, much more publications and
dissertations have been written on insider trading.

9 As Bainbridge (2001, 65) explains, even those who argue that insider trading is an issue of
fairness spend most of their time using economic references to explain their position whether it is a pro
or con insider trading position.
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modern literature has largely expanded the analysis beyond those two key
arguments. Moreover, a large portion of this literature has become more
applied and empirical than theoretical. Most of the theoretical literature is
devoted to legal philosophy, such as defining insider trading and analyzing
new case law, or the implications of new laws and regulations affecting,
directly or indirectly, insider trading. Others have attempted to develop
more or less complex mathematical models to explain why, under some
assumptions and circumstances, Manne’s arguments do not work. One of
the most attacked arguments in Manne’s work was the “insider trading as
an efficient compensation scheme” argument (see, e.g., Easterbrook 1981,
3-24; 1985, 81-99). Also, public choice models of regulation have started
to make their entry into the debate as well (see, e.g., Haddock and Macey
1987, 311-52). While those models have made the debate on insider trad-
ing much more rigorous and analytical, they were lacking the same empiri-
cal research that Manne’s work was lacking as well, which would make the
analysis even more rigorous and convincing: empirical evidence."

Today, empirical works constitute most of the literature on insider
trading because empirical evidence is always a more convincing tool when
it comes to pronouncing normative conclusions. The empirical literature is
quite diversified and addresses all aspects of the insider trading debate.
Some have attempted to study whether insider trading does improve the
information efficiency of stock prices (see, e.g., Fishman and Hagerty
1992). Most of the results are controversial for the simple reason that it is
difficult to access data when the practice is illegal. Other empirical studies
have attempted to measure the impact of insider trading on the cost of capi-
tal,"" on stock market liquidity and ownership concentration,'? or on the bid-
ask spread.” Another set of empirical literature has been devoted to the
effectiveness of insider trading regulations, showing that insider trading
laws are largely ineffective in preventing insiders from trading on the basis
of nonpublic material information in general and around major corporate
events."

10 pagerson (1967) in her review of Manne’s Insider Trading and the Stock Market was probably
the first economist to suggest that even if Manne is right, “much more empirical research” is needed
(Patterson 1967, 971-74).

11 See Bhattacharya and Daouk (2002) for an example showing that the cost of equity only de-
creases after the first insider trading case has been prosecuted.

12 gee Beny (1999) for an example showing that weaker insider trading regimes have, on average,
higher ownership concentration and are less liquid.

13 See Manne (2005, 167-68) for references for this literature.

14" gee Bettis, Ducan and Harmon (1998, 53-57) for a survey of this literature. Interestingly, the
recent Congressional hearings held in September 2006 on how widespread illegal insider trading is and
whether there is adequate criminal enforcement were supposedly organized following a study conducted
by Measuredmarkets Incorporated, which found that 41% of the companies receiving buyout bids exhib-
ited abnormal and suspicious trading in the days and weeks before those deals became public. Meas-
uredmarkets concluded that these unusual activities most likely involved illegal insider trading (see
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There is not enough room to discuss in detail every aspect of the in-
sider trading debate, but one can easily see that Manne’s plea for more logic
and less emotion in the study of insider trading has largely been heard by
the community of lawyers and economists. Even though it is reasonable to
say that most of the literature tends to show that insider trading can have
significant negative effects at several levels, this literature has clearly
adopted the standards that Henry Manne wished for when he started to
study insider trading.

C. So What Do You Think About Insider Trading?

As we have seen, it is without a doubt that Manne’s work has signifi-
cantly influenced the way insider trading is being studied in contemporary
literature. Even though a significant part of the literature is still devoted to
case analysis and legal philosophy, the economics of insider trading today
comprises most of the literature, and a significant part of this economic
literature is increasingly empirical. However, most of the literature very
rarely pronounces economic-policy conclusions, and it is fair to say that
Manne’s main intent was to affect the conclusions that law and economics
and insider-trading scholars may have had before he published his seminal
treatise. In an attempt to assess what perspective the law and economics
community takes when it comes to develop economic-policy conclusions
regarding insider trading, I conducted a small survey (see Appendix 1, in-
fra). Another implicit goal of this survey was to see how well Henry
Manne’s pro-insider-trading arguments survived the debate.'

The questionnaire was sent to two mailing lists, the George Mason
University Law & Economics mailing list and the Mises List, and to over
two hundred lawyers and economists at three universities: the University of

Senate Judiciary Committee 2006a, 2006b; see also G. Morgenson, “Whispers of Mergers Set Off Bouts
of Suspicious Trading,” New York Times, August 27, 2006, A1). While this is not the right place to
discuss this question, one could ask how the government can justify insider trading prohibition on the
basis that insider trading discourages non-insiders from investing in the stock market if this prohibition
is ineffective and investors do not seem discouraged from investing in the stock market.

15 1n his comments, Professor Lloyd Cohen (2003) states that, when confronted with complex
issues, ambiguous from a moral and legal viewpoint and often not easy to understand, people tend to use
metaphors and similes to pronounce their normative conclusions. Most often, as Cohen (2003) argues,
those metaphors and similes are often misleading (Cohen 2003, 361). To some extent, Manne’s work
can also be seen as an attempt to educate people in the legal community, and those outside, so they can
develop normative conclusions not based on such erroneous metaphors. Historically, it might explain in
part why courts have moved away from the “level playing field” or the “equal access to information”
doctrines because the law and economics literature has contributed to educate courts on the fallacy of
using such doctrines to make rulings. Cohen’s (2003) argument is not without reminding us of Dem-
setz's (1969) Nirvana fallacy critique in which he describes the dangers and fallacy of using concepts
such as the perfectly competitive market as a benchmark or a norm to derive economic policy conclu-
sions when real markets deviate from such ideal state of affairs (Demsetz 1969).
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Colorado, the University of Chicago, and the University of Loyola at Chi-
cago. The questionnaire consists of eight questions and additional demo-
graphic questions.” It began with a very basic definition of insider trading
and a simple statement about what I wanted to do. In this questionnaire, I
defined insider trading as “trading in securities while in possession of mate-
rial nonpublic information.””” In the statement, I asked whether insider
trading should not be prohibited, that is, the regulation of insider trading
would not be government-enforced. However, I argued that even in a de-
regulated environment, nothing would prevent corporations from writing
contracts where insider trading would be forbidden or would not be allowed
under some circumstances. In addition, we argued that corporations could
as well require their insiders to report their trades as the SEC does. The
questions asked were relatively simple and addressed common objections
against, and arguments in favor of, insider trading. Participants were asked
if they thought insider trading should be prohibited, sometimes prohibited,
or not prohibited. They were asked the main reasons why they thought
insider trading should be prohibited or should be allowed. Finally, they
were asked whether they saw some obstacles to having insider trading self-
regulated.

Although only one hundred questionnaires were returned, the very few
completed questionnaires provide an interesting, even if only anecdotal,
perspective on Henry Manne’s influence in the law and economics commu-
nity.

When asked whether insider trading should be prohibited, about 25%
replied by the affirmative, 40% replied by the negative, and 35% replied
sometimes. The most interesting part of the survey is that every one of
those who answered that insider trading should be always or sometimes
prohibited advanced that prohibition would be justified because insider
trading is economically inefficient and generates agency problems within
the corporation: meaning that insider trading gives incentives to insiders,
particularly managers, to make decisions not necessarily in the best interest
of the shareholders in order to profit from short-term stock price swings.
The results of the questionnaire suggest that those who see insider trading
as problematic do not agree with Manne’s principal argument that insider
trading should be deregulated and used as an efficient compensation
scheme. Similarly, about 80% who oppose insider trading think that it dis-
courages investment and, thus, decreases market liquidity.

16 appears those demographic questions were not very useful given the low rate of returns.

17 Some people commented that my definition of insider trading was not rigorous, and this criti-
cism is accurate. However, for the purpose of the questionnaire, this definition is no different from the
definition used by economists in general. Moreover, one could argue that there is no “official” defini-
tion of insider trading because the concept of who is an insider and where there is illegal insider trading
has constantly evolved through United States Supreme Court decisions and other cases.
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Of those who agree with deregulating insider trading, 100% agree that
it is because it improves informational efficiency but only 80% agree that
insider trading would be an efficient compensation scheme for managers.
Only 10% agree that insider trading should be prohibited because it is un-
fair or immoral. Among those 10% who agree that insider trading is im-
moral, only one person argues that it is because it is based on informational
disparity between investors and insiders. However, all of those 10% agree
that insider trading is immoral because it amounts to theft of information
and a breach of fiduciary duty.

Overall, while only anecdotal,’”® those results are interesting because
they show that the morality/fairness-based argument has lost a lot of ground
to economics/efficiency-based arguments in the insider trading debate.”
There is little doubt that Manne’s influence has been lasting over the last
forty years, particularly in terms of influencing the debate toward a more
rigorous scientific analysis as opposed to a moral-based argument. In some
sense, the debate is now healthier in the sense that reason has substituted
dogma.

While analyzing the debate gives us a good idea of how Henry
Manne’s work on insider trading has influenced the law and economics
community, it provides us with very few insights of his influence outside
this community. There are at least three levels at which it would appear
interesting to analyze Manne’s reach outside the law and economics com-
munity: policy makers, judges, and regulatory authorities.

HI. OUTSIDE THE LAW AND ECONOMICS COMMUNITY

When I wrote the questionnaire I hoped to gain some insight into what
lawyers and economists, as well as those not directly involved in law and

18 There is no doubt that a survey of a larger number of economists and lawyers is necessary to get
a more accurate picture of how Manne has influenced the academic community.

19 Laura Beny pointed out to me, however, that it is not because something is efficient that it
necessarily should be allowed, as it can be immoral. For example, Fogel and Engerman (1971) showed
that the slave-using Southern agriculture was more efficient than the free-labor-using Northern agricul-
ture (Fogel and Engerman 1971, 353-67; 1977, 275-96; 1980, 672-90). Nonetheless, it is clear that,
while such a system might have been more efficient, slavery is imn:ioral. Thus, it should be prohibited
because it represents a clear physical infringement of property rights of the individual over his body and
mind. But, as Lloyd Cohen argued, this is a clear wrong over which there cannot be any debate. How-
ever, for insider trading, the answer is not as obvious. Because insider trading involves information, the
intangible, non-physical nature of information makes it more difficult to argue that there is violation of
property rights as, in most cases, violations of property rights involve goods of physical nature. In
addition, as the evolution of court rulings on insider trading shows, the ethics of insider trading has
evolved as well. On the other hand, the definition of efficiency has not. Therefore, using efficiency as a
normative goal in the case of insider trading might provide a solution to the debate over insider trading
as, contrary to slavery, rape, and theft, insider trading does not involve a physical infringement of prop-
erty rights or physical harm.
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economics thought about insider trading. Not surprisingly, the feedback
from non-law and economics scholars was very low (under 10%).”° The
author received emails from lawyers stating that they did not specialize in
this area and, therefore, would not complete the survey described above.
Others suggested that I develop an online survey. A few lawyers that have
not published in the area responded that they thought both moral and eco-
nomic considerations should be taken into account. For lawyers, insider
trading is first and foremost a breach of fiduciary duty and a misappropria-
tion of the shareholder’s information. Nevertheless, for those lawyers,
some economic considerations should be taken into account when pro-
nouncing policy conclusions.

Interestingly, answers came from non-legal scholars and economists
who use the analytical tools provided by law and economics for quotidian
problems but have neither published on insider trading nor did they identify
themselves as law and economics practitioners. Overall, most economists
agree that the answer to my question of whether insider trading should be
prohibited is an empirical question and, therefore, “sometimes” is the best
answer they could give me. Ultimately, for those economists, the regula-
tion of insider trading is a matter of efficiency but the problem is that effi-
ciency can operate at several levels. There is efficiency within the corpora-
tion, and there is efficiency at the market level, i.e., informational effi-
ciency. Accordingly, when asked what they think about insider trading,
they agree that insider trading improves informational efficiency but at the
same time they also agree that insider trading “generates agency problems
and raises agency costs within the firm, that is, it gives incentives to insid-
ers (more particularly, managers) to make decisions not necessarily in the
best interest of shareholders to profit from short-term stock price swings.”
Economists, even if they have not published on insider trading or are not
per se law and economics practitioners, do see the costs and benefits of
insider trading and, ultimately, regulating insider trading is a matter of
comparing those costs. Some of those in favor of “sometimes” regulating
insider trading also argue that insider trading could be an efficient compen-
sation mechanism for managers to incite them to increase the value of the
company but, as I said above, because insider-trading profits result from
price-swings those incentives can become negative incentives to misman-
age the company. Surprisingly, most economists, even those in favor of
sometimes regulating insider trading, disagree with the criminalization of
insider trading. While there are reasonable economic arguments as to why
one would agree with the criminalization of insider trading, that is, to in-
crease the costs of breaking the law and therefore discourage the practice, it
seems that the “human-after-all” side of those economists takes over.

20 One coutd argue that with such a low feedback percentage any discussion of what those an-
swers mean is at best anecdotal. On the other hand, the data points that those answers represent can be
used as illustrative examples when taken in the broader context of the literature and other sources.
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There is a final interesting observation. Respondents in favor of regu-
lating insider trading agree that, even if we consider the issue of insider
trading a contractual issue, insider trading is difficult to monitor and that
the SEC or the government has to step in to at least enforce those contracts.
This argument is somewhat similar to those developed by Easterbrook
(1985, 94) and Macey (1991, 40-41) where a centralized agency such as the
SEC or other market organizations such as the New York Stock Exchange
(NYSE) or the National Association of Securities Dealers (NASD) benefits
from economies of scale in monitoring and enforcing difficult contracts.

IV. INSIDER TRADING AT THE REGULATORY LEVEL

As we have seen, Henry Manne’s work has had some significant influ-
ence on the literature on insider trading to the extent that his work has led to
the production of more scientific, economics-based analyses of the insider
trading question, and insider trading scholars have progressively departed
from using an ethics-moral, to a more relativist approach to insider trading.
Nevertheless, like any scholar, another purpose of his work was to influ-
ence policy-makers.

To assess the impact of Henry Manne and the law and economics lit-
erature on the perception of insider trading at the regulatory level, I turn to
the evolution of legislation, rulings, recent Congressional hearings, and
SEC chairman speeches.” A general look would tend to refute the idea that
law and economics literature has had any impact whatsoever on how insider
trading is perceived at the regulatory level. More and more insider trading
cases are being litigated, and the laws, regulations and sanctions are becom-
ing tougher.? Consequently, the class of insiders has been continuously
reinvented.? However, just because insider trading has been increasingly
regulated by lawmakers and policymakers, does not necessarily mean that

21 Obviously, this is a tiny sample of regulatory evidence. It will take a full paper or even a book

to assess in detail the evolution of the perception of insider trading at the regulatory level.

22 Insider trading is subject to criminal charges and the Justice Department can bring such charges
on its own initiative. Any violation of the Rule 10b-5 or 14e-3 is a crime punishable by a $1 million
fine and up to ten years in prison. In the Insider Trading Sanctions Act of 1984, Congress also increased
the civil sanctions imposable by the SEC against insiders. In addition, in the Insider Trading and Secu-
rities Fraud Act of 1988, Congress authorized the SEC to develop a bounty program and extended the
responsibility to breach insider trading laws to controlling persons to give incentives to monitor the
activities of their employees. For further details, see Bainbridge (2001, 55-57).

B In United States v. Willis, 737 F. Supp. 269 (S.D.N.Y. 1990), a psychiatrist was indicted for
insider trading based on information he learned from a patient. A football coach was also brought in
court for insider trading in SEC v. Switzer, 590 F. Supp. 756 (W.D. Okla. 1984) but ultimately the court
rejected the case. An article by H. Jenkins, Jr., (Wall Street Journal, May 9, 2001, A27) reports that
Kathryn B. Gannon aka Marilyn Star, an adult movie performer, was also indicted in 1999 for insider
trading.



250 JOURNAL OF LAW, ECONOMICS & POLICY [VoL. 4:2

law and economics has had no effect whatsoever. In reality, a reading of
texts, some judicial rulings, and Congressional hearings shows that what
has been written in the law and economics literature has received increasing
attention, even though not necessarily in the direction that Manne would
have preferred. Moving away from the “equal-access-to-information” doc-
trine developed in Texas Gulf Sulphur, which was based on fairness argu-
ments, rather than actual analytical economic arguments, lawmakers, and
policymakers have moved toward a more economical argument of promot-
ing investors’ confidence and developed “healthy” and broad markets.?
However, even if economic arguments have started to make an appearance
in rulings on insider trading, those arguments were not, for obvious reasons,
the determining arguments in those rulings.”

Similarly, Congressional hearings held in September 2006 regarding
widespread illegal insider trading and potential criminal enforcement, show
that economic arguments have become part of the regulatory discourse.
The justification for prohibiting and criminalizing insider trading is to guar-
antee that U.S. capital markets are efficient.*® Macey (U.S. Senate 2007,
14-15), who testified in those hearings argued that insider trading was
paramount to theft of intellectual property that “belongs to the corporation
and its investors” (U.S. Senate 2007, 14).” The rationale for criminalizing
insider trading according to Macey is to increase the costs for insiders to
misappropriate this material, confidential information (U.S. Senate 2007,
14). Arguably, Beny (2006) offered the most economically influenced tes-
timony during those hearings. She argued that countries with more strin-
gent insider trading laws tend to exhibit (1) lower equity ownership concen-
tration; (2) more informative stock prices; (3) greater average stock market
turnover, and thus, more liquid markets than countries with less stringent
insider trading laws (Beny 2006, 4-7). She concluded that her “results are
consistent with (but do not prove) the claim that insider trading laws have a

24 The same argument has been made by Bainbridge (2001, 65).

25 For example, in United States v. O’Hagan, 521 U.S. 642 (1997), Justice Ginsburg quotes the
negative externality problem raised by insider trading when the information has been misappropriated.
In SEC v. David E. Lipson 278 F.3d 656, 659 (7th Cir. 2002), Judge Posner wrote: “Even skeptics about
the prohibition of insider trading tend to look askance at an insider who profits from the poor perform-
ance of his company—poor performance for which he may be responsible.” See Frank H. Easterbrook
and Daniel R. Fischel, The Economic Structure of Corporate Law 274-75 (1991); Henry G. Manne,
Insider Trading and the Stock Market 150-51 (1966); but cf. Dennis W. Carlton and Daniel R. Fischel,
“The Regulation of Insider Trading,” 35 Stan. L. Rev. 857, 872, 873-75 (1983).

26 One should note that nowhere in those testimonies is a definition of efficient capital markets
provided. Are we talking about informational efficiency or economic efficiency?

27 While this is not the proper place to discuss this argument, one could wonder why any corporate
shareholder, large or small, could therefore not be allowed to trade on material nonpublic information
given that this information belongs to her. Is this information collectively owned by the corporation and
its investors? When a shareholder comes across confidential information, should a meeting be held so
she can ask permission to trade on this information.
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positive impact on stock markets” (Beny 2006, 8). In addition, she argued
that “private parties would be unlikely to give adequate consideration to
those external benefits, if insider trading were left to private contracting”
(Beny 2006, 8). She concluded that her “findings thus support the case for
public regulation and correspondingly weaken the case for deregulation of
insider trading.” (Beny 2006, 8).

The recurrent theme is that illegal insider trading will discourage in-
vestment in stock markets if the public knows that it is pervasive. Given
that capital markets are the lifeblood of an economy, if investment de-
creased due to insider trading, the deadweight loss to society would in-
crease.

This being said, while economic arguments have increasingly been
advanced to justify the current prohibition of insider trading, emotion-based
moral arguments are still present in the regulatory discourse. Insiders are
being depicted as insidious people who have little regard for morality and
could care less about their reputation. When then-SEC Chairman Arthur
Levitt (1998) gave his speech to the “SEC Speaks” Conference, his first
thought on insider trading was that it is “morally wrong” (Levitt 1998).
Following Louis Loss, Levitt argued that “the statutes establishing our
regulatory system championed the idea of ‘the level playing field.”” “Hon-
est trading and equal access to material information” is the main raison
d’étre of securities regulation (Levitt 1998). Similarly, last September,
SEC Commissioner Roel C. Campos reaffirmed this idea of level playing
field and fairness in a speech on the current role of capital market regula-
tion:

Many of our regulations are actually the product of requests from various parties (both from
the business and the investor camps) to level the playing fields and provide a framework
within which a healthy economy can thrive through competition, innovation, fairess, effi-
ciency and confidence (Campos 2006).

As I have said above, while economic arguments have been increas-
ingly relied on during regulatory discourse, arguments based on morality
are still dominant. However, we should recognize that those arguments are
closely linked. In this sense, while Henry Manne may not have succeeded
in convincing regulatory authorities, lawmakers, and policymakers to revisit
insider trading laws, his plea to adopt a more rigorous, analytical, and logi-
cal approach to insider trading may have been heard to some extent.

V. THE GENERAL PUBLIC’S OPINION

The last aspect of my attempt to assess the impact of Henry Manne’s
work was to analyze its effect on the general public’s views on insider trad-
ing. Not only did Henry Manne publish in the academic literature but he
also published in the popular press, notably articles such as “The Case for
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Insider Trading” in The Wall Street Journal (March 17, 2003, A14). There
is no doubt that such publications seek to change the general public’s opin-
ion on insider trading, or at least offer another viewpoint. Henry Manne is
not alone in this task. Other commentators have attempted to explain why
insider trading is not always a bad thing (see, e.g., Smith 2002; Lemieux
1991). But, when we look at the popular press, the media, pop culture, et-
cetera, we can quickly see that advocates of insider trading are more the
exception than the rule. More importantly, Manne and his colleagues are
not as popular as, for example, Oliver Stone and his movie Wall Street
(1987). Oliver Stone’s depiction of Wall Street and Gordon Gekko, whose
character was based on Ivan Boesky, had a far greater impact on the general
public than any of the rigorous, analytical arguments that Henry Manne had
developed over the last forty years to defend insider trading. Gordon
“Greed is Good” Gekko comes across as despicable as one can be.® He
appears as a very greedy, manipulating, cutthroat person who would not
stop at anything to make profits. This representation of the insider Gordon
Gekko a.k.a. Ivan Boesky as a cutthroat individual is undoubtedly the way
the general public perceives insiders.

Similarly, Henry Manne’s Insider Trading and the Stock Market could
not compete with James B. Stewart’s number one bestseller Den of Thieves
(1991). Den of Thieves clearly does not show Ivan Boesky, Dennis Levine,
Martin Siegel, and Michael Milken in the best light. Like Wall Street’s
Gordon Gekko, they are represented as greedy, cutthroat individuals.® By
focusing on the personality and characters of those insiders, the general
public automatically assimilates insider trading with greed and immorality,
thus relegating to the background the possible benefits those insiders
brought to the business world and society at large. Often when it comes to
money, emotions take over reason. Manne himself, in his book, describes
the reaction that the arguments he presented to some of his students created.
A reaction that one could paraphrase as being “I don’t care (if it’s efficient
or economically good), it’s just not right!” (see Manne 1966a, 15 n.42).

In the wake of the 1986 inside trading scandals involving Dennis Le-
vine, Michael Milken, Ivan Boesky, and Martin Siegel, a similar poll was
conducted by The Wall Street Journal and NBC News (“Poll Finds Major-
ity Thinks Insider Trading is Common,” June 6, 1986, 1). The results were

28 If one had any doubt that Oliver Stone used Ivan Boesky as a model for the Gordon Gekko
character, one should remember that, in 1986, at the UC Berkeley Haas School of Business commence-
ment ceremony, Ivan Boesky gave a speech in which he said: “Greed is all right, by the way. I want you
to know that. I think greed is healthy. You can be greedy and still feel good about yourself” (Boesky
1986).

29 One should note, though, that the book also shows that the government stopped at nothing to
get Ivan Boesky and Michael Milken, such as using RICO laws and threatening to put Michael Milken’s
brother and family in jail. Also, the book shows that the government may have itself committed one of
the largest insider trades by forcing (allowing) Ivan Boesky to sell $440 million in shares before pub-
licly disclosing the indictment.
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no different from the one conducted sixteen years later. 1,599 adults were
asked the following question: “Do you think that insider trading—that is,
trading on information not known by the general public—is common
among investment professionals, or don’t you think so?” Of the 1,599
adults asked, 69% said they thought insider trading was common. Among
the 27% of the respondents who invest in the stock market, 76% said they
thought insider trading was common.

Sixteen years later, in the wake of the Enron, WorldCom, and Martha
Stewart’s scandals, several polls were conducted as well. The results are
quite revealing on the public’s opinion regarding insider trading. In 2002,
CBS News conducted a poll regarding American people’s confidence in big
business. The poll was conducted among a nationwide random sample of
685 adults. The results showed that 68% believed that insider trading was a
widespread practice (CBS News 2002). Examining specifically Martha
Stewart’s case, even though she was never convicted of insider trading,
most people thought she was guilty of insider trading and should have been
punished for it. In 2003, the New York Times reported that a poll conducted
by the Siena Research Institute reported that 60% of the 567 people inter-
viewed thought that Martha Stewart was guilty (New York Times, June 14,
2003). Similarly, in a Harris Poll conducted in 2004 which asked 3,378
adults the following question: “Martha Stewart has been charged with ob-
struction of justice and fraud related to insider trading. Do you think she is
probably guilty or not?” 60% answered that they thought she was probably
guilty (Taylor 2004).

In an effort to assess the current popular opinion on insider trading, I
conducted a small survey among my students to whom I never talked or
taught anything about insider trading. In this survey, after providing a short
statement similar to the one provided in the other survey I conducted among
lawyers and economists, I asked the students whether they thought insider
trading should be prohibited and asked them to briefly provide a statement
to explain their answer. To increase the percentage of feedback from stu-
dents, I gave to those students who completed the survey one extra-credit
point on their final course grade. Of 124 questionnaires that were sent to
the students, 65 returned the questionnaire completed, which is about 52%.
Of 65 students who returned the questionnaire, 56 said that insider trading
should be prohibited (86%) and all 56 students who stated that insider trad-
ing should be prohibited see insider trading as an unfair practice in which
the insider take an unfair advantage over the “regular investor . . . the little
guys.” Some students think that allowing insider trading would create a
negative externality on the market, thus discouraging investment. For those
students, insider trading is nothing less than cheating the system. They
mostly see insider trading as selling stocks before bad news is made public,
thus harming those who purchase the stocks from the insider. The most
common example used by those students was Martha Stewart. Of the 65
students, 5 of them thought that insider trading would be very difficult to
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regulate and monitor due to the intangible nature of the good used: informa-
tion. Another student wondered why the definition of insider trading was
restricted to securities markets. He mentioned that one of his friends was
an oil-seeking geologist working for Shell Group. The student said that his
friend explained to him that “if he finds or believes that there is oil on the
1,000 acres that you own, he can offer to buy the land from you, but is not
required to disclose that there is or could be oil under the dirt, making the
land many times more valuable than you know.” For this student, that type
of transaction was equivalent to insider trading but was perfectly legal.

If there was some doubt regarding how unpopular insider trading is,
those studies and polls will eliminate any doubts. Obviously, the extant
unpopularity of insider trading should not be impugned on the inability of
Henry Manne and other pro-insider-trading scholars to educate the public
but rather on the fact that the general population is usually poorly educated
when it comes to economics.”

V1. CONCLUDING REMARKS

The modest purpose of this paper was to assess how big of an influ-
ence Henry Manne’s work on insider trading had on the literature as well as
outside, in the real world. His seminal work Insider Trading and the Stock
Market has pushed many opponents to reconsider some of their (dogmatic)
beliefs on insider trading. More importantly, his work has brought into the
picture the analytical rigor that was necessary to analyze a problem that has
many policy ramifications. Because of technical difficulties, however, it is
difficult to quantify Henry Manne’s actual influence. Certainly, the magni-
tude of the debate that ensued following the publication of his work shows
the importance of the issues and questions he raised.

If one were to assess whether Henry Manne succeeded in his primary
goal, the answer would be: it depends on what Manne had in mind when he
wrote his book on insider trading. If his primary goal was to influence
policymakers and lawmakers toward deregulating or, at least revisiting,
insider trading, it is clear that Manne failed in his attempt. However, it is
unlikely it was his main goal given that academics rarely succeed in influ-
encing governments, lawmakers, and policymakers in their decisions, par-
ticularly, if those decisions involve deregulation and big cuts in their budget

30 My arguments rejoin Cohen’s (2003) comments discussed supra at note 19, that people, when
faced with complex issues, difficult to understand, tend to use metaphors and similes to derive their
normative conclusions. The lack of economic education among the general population not only explains
the relative unpopularity of insider trading but also of big businesses such as Wal-Mart or Microsoft;
why people generally favors increasing minimum wages, rent control and other price controls, and
oppose legalization of marijuana and immigration.
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and paychecks.”® On the other hand, if Manne’s main goal was to force
insider-trading critics to provide logical, analytically rigorous justifications
for prohibiting insider trading, there is no doubt that his influence has been
significant. As we have seen, the literature on insider trading quickly
moved from dogmatic, emotion-based argument toward a more value-free
scientific approach.

However, one should not claim victory yet. Much work remains to be
done in terms of convincing policymakers, lawmakers, and the general pub-
lic to adopt a similar approach when discussing and considering insider
trading. It seems clear that in the political realm and in the public, emotions
and dogmatism are still dominating the discourse on insider trading. It
seems that beyond trying to influence the political realm or the public, the
main goal of insider-trading scholars should be to continue to educate peo-
ple on insider trading so that insiders cease to be our “modern witches.”*

31 1t does not mean that scholars and academics should not attempt to influence governments,

lawmakers, and policymakers but the chances of success are very low except when recommendations
are toward more regulations, more laws, bigger budgets, etc.
32 This expression is inspired by Lemieux (1991).
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APPENDIX 1

Questionnaire on Insider Trading
Should Insider Trading Be Prohibited?

I use a very generic definition of insider trading, which “is trading in
securities while in possession of material nonpublic information” (Bain-
bridge, Stephen M. 2001. “The Law and Economics of Insider Trading: A
Comprehensive Primer.” Available on the Social Sciences Research Net-
work http://papers.ssrn.com/sol3/papers.cfm?abstract_id=261277). I use a
very loose definition of insiders and define them as any individuals who
have access or have been given access to inside information.

While this study is investigating whether insider trading should be
prohibited and such prohibition should be enforced by the government, I do
not necessarily assume that, under a regime where insider trading would be
allowed, people would not make contracts about confidentiality and use of
nonpublic information.

Under a regime where insider trading would not be government-
regulated, it is possible that corporations competing on capital markets
would develop policies governing the use and communication of nonpublic
information and restricting the use of such information for personal profits
if they believe such policies will attract capital. In the same way that the
Securities Exchange Commission and government authorities require cor-
porate insiders to report their transactions and track their transactions
through the Ownership Reporting and with the assistance of stock ex-
changes authorities, under a regime where some corporations would write
contracts policing the use of nonpublic information, those corporations
could use similar mechanisms to enforce those contracts.

Name (optional):
Last Name (optional):

Question 1: Have you published on insider trading?
Yes No

Question 2: Do you think insider trading should be prohibited?
Yes No  Sometimes

If you answered NO to Question 2, go to Question 7.
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Currently, insider trading laws make insider trading violations both a
civil and criminal offense. Civil prosecution is usually brought by the Se-
curities Exchange Commission in a United States court district. The civil
penalty is to be determined by the court district but cannot exceed three
times the profit gained or loss avoided as a result of illegal insider trading.
One should note that any civil penalty must be paid to the Treasure of the
United States. Criminal charges are traditionally brought by the Depart-
ment of Justice. Insider trading is punishable by monetary penalties and
imprisonment up to 10 years. However, the standard of proof in criminal
prosecution is higher and makes illegal insider trading more difficult to
prove. If insider trading were to be decriminalized, the Department of Jus-
tice could no longer indict and prosecute illegal insider trading. One could
argue that criminalizing insider trading increases the costs of engaging in
illegal insider trading-and therefore would likely discourage more illegal
insider trading than just imposing civil/monetary sanctions.

Question 3: Do you think insider trading should be treated as a civil offense
but not a criminal one?
Yes No

Question 4: If you think insider trading should be prohibited, is it mainly
because:

Insider trading is unfair/immoral

Insider trading is economically inefficient

Both unfair and economically inefficient

If you answered that insider trading should be prohibited because “it
is immoral” go to Question 5, if you answered “because it is economically
inefficient” prohibited go to Question 6.

Question 5: In your opinion, insider trading is immoral because:
It is based on an informational disparity between traders/investors
It amounts to a breach of fiduciary duty
It amounts to a misappropriation to information

Question 6: In your opinion, insider trading is economically inefficient be-
cause (check all that apply):

It discourages investors from investing in the stock market and, thus,
decreases market liquidity and increases capital costs

It generates agency problems and raises agency costs within the firm,
that is, insider trading give incentives to insiders (more particularly, manag-
ers) to make decisions not necessarily in the best interest of shareholders to
profit from short-term stock price swings

It enables individuals to manipulate stock prices
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Question 7: If you believe that policing of insider trading is a contractual
question, you think the decision to govern insider trading should be left to
(check all that apply):

The corporation

The shareholders

Stock exchange authorities

Even though I believe the policing of insider trading is a contractual
question, I believe that only the government could efficiently police insider
trading because insider trading is difficult to monitor

Question 8: If you think insider trading should be allowed, it is because
(check all that apply):
Insider trading improves informational (market) efficiency
Insider trading is an efficient compensation mechanism for managers
Insider-trading-law costs outweigh the benefits of such laws

Background Questions (optional):

Iam:
an Economist a Lawyer Other - please specify

I have:
a Ph.D. in Economics alD. a M.A. or M.S. in Economics
Other - please specify

Profession (check all that apply):

Academic
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COMMENT

Alexandre Padilla’s How Do We Think About Insider Trading?
An Economist’s Perspective On The Insider Trading Debate And Its Impact

Lloyd Cohen’

I have two different categories of comments to offer on Professor
Padilla’s paper: procedural and substantive. The first procedural comment
is a suggestion to my fellow economists that they be more accepting of the
survey method of this paper than they are likely inclined to be. Economists
are, in general, constitutionally opposed to surveys; or to say it more sim-
ply, we hate surveys, and that hatred is usually well-justified. But this case
is a bit different. Surveys are perhaps the only possible tool to answer the
interesting questions that Professor Padilla examines.

Why do we generally oppose surveys? First, surveys are often em-
ployed tendentiously, thoughtlessly and inappropriately. They are tenden-
tious in that the questions asked in the survey are often shaded so that vastly
different outcomes can be engineered to the same basic question. For ex-
ample, “Do you think a mother should be permitted to murder her unborn
child?” No? How about, “Do you think a woman has a right to control her
own body and terminate an unwanted pregnancy?” Surveys are thoughtless
and inappropriate in that people often either do not know the answer to the
questions they are asked, or are inclined to dissemble. As an example of
the former, “How much are you willing to pay out of your own pocket to
clean up Lake Erie?” As for the latter, “Do you ever have violent sexual
fantasies?”

An even more serious criticism of surveys is that they are vastly inef-
ficient in comparison to their most powerful rival. Generally, a much better
way to gather information on what people think, prefer or believe is to ob-
serve what they do. Actions speak louder than words. Economists refer to
this as revealed preference. What people do when they must pay a price for
their actions is a much more reliable indicator of what they believe than
what they say they would do. Moreover, I too have often found that those
who are afraid to learn what people actually think use surveys to hide from
the revealed preferences of people’s actions. For example, consider the
proposal to create a market for transplant organs. I have been trying to pro-
mote such a market for almost two decades. I have been arguing for the

*

Ph.D., 1.D., Professor of Law, George Mason University School of Law.
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most pedestrian of economic notions, namely that the supply curve of
transplant organs slopes upwards. There is one simple foolproof way of
determining whether this is the case. Offer people money for their organs,
either for delivery while alive or at their death, and see what happens to the
quantity supplied. But no, the folks at the Institute of Medicine insist that
the way to answer the question on the shape of the supply curve of trans-
plant organs is not to offer people money, but to do a survey. Ask them a
hypothetical question of whether they would sell an organ if they were of-
fered money as compensation. This sort of survey has two of the disabling
flaws I mentioned earlier. First, it is the sort of hypothetical question to
which answers are unreliable because it is difficult for a person to place
himself in the hypothesized situation and assume that perspective. Second,
it is the sort of question in response to which a person is likely to posture
and lie. There is an all too common and forgivable human tendency to por-
tray oneself in as noble a light as possible—especially when there is no cost
to doing so! You are not going to get anything particularly informative or
useful by asking people whether they are base or noble.

The first thing that can be said in favor of Professor Padilla’s project is
that his survey suffers from neither of these problems. But, the biggest
difference in the case of his survey is that he is not trying to determine what
people will do, but rather, what they believe. Because there is no market in
such beliefs, nor as best as I can determine any shadow market, there seems
to be no good way to figure out what people think about the question of
insider trading other than to ask them. So, in this particular case a survey
seems appropriate. And, this does not seem to be the sort of question about
which people will be inclined to posture and lie.

But lest I be accused of being too sympathetic to surveys, let me note
one substantial difficulty that Professor Padilla faces. It is very difficult for
a survey to reveal the intensity of the subjects’ beliefs. A market, on the
other hand, gives you much more evidence of intensity. As price moves up
and down, the price elasticity of demand is a powerful measure of intensity
of desire. But whether someone hates, abhors, detests, dislikes or disap-
proves of insider trading (and what those words mean to different subjects)
is more than a little difficult to determine through a survey.

The second, procedural, comment concerns Professor Padilla’s diffi-
culty in getting people to respond to this survey. Of course, his difficulty in
this regard is a powerful economic lesson about the shortcoming of surveys
generally. As far as the subjects are concerned, the question is “What’s in it
for me?” The answer of course is nothing. So even with regard to a simple
straightforward survey such as this one, Professor Padilla had a great deal
of trouble getting people to participate. When such a small percentage of
the target audience responds, there is a disabling probability of selection
bias.

I have one tip to offer Professor Padilla as to how to get a better re-
sponse rate. Promise to pay the subjects. How much? Well twenty-five
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dollars should do the trick. This may at first seems expensive, but note that
I only said to promise them, not to actually pay them. This strategy comes
to mind because several times over the last few years I have agreed to an-
swer surveys after being offered such payment, and I have yet to receive a
dime. More seriously and ethically, I do not have an answer to how you get
people to respond to surveys.

As for the substance of Professor Padilla’s article, I have a seemingly
small but, I think, fundamental disagreement with the way Professor Padilla
has cast his question. He asks, “Do we think or feel about insider trading?”
I want to suggest that this is a false dichotomy. When properly analyzed
the two are identical. We feel about something because of the way we
think about it. Imagine you see a couple engaged in sex; if you think it is
rape, your emotional stance is, I hope, horror and anger, while if you think
it is love-making, your emotional stance is likely something decidedly dif-
ferent. So too with insider trading. If you think it a species of theft, you
feel about it one way, while if you think of it as a species of compensation,
your feelings will be entirely different. I suggest that Professor Padilla re-
formulate the question so as to avoid positing a conflict between feelings
and thought, but rather that the two are different sides of the same coin.

But, this requires a little more clarification. What does it even mean to
say that we think about such questions? I believe that much thinking takes
place in the form of metaphors and similes. There is a small category of
well-understood quasi-universal wrongs: assault, theft, rape. In the simple
world—that perhaps has only ever existed in our imaginations—every hu-
man action could be instantaneously and neatly placed into its proper moral
category; we require no mental gymnastics to persuade ourselves that a
violent assault on a stranger is an evil act and a crime.

Because the moral character of rape is so obvious, no one ever em-
ploys metaphor or simile to condemn it, and, it would seem positively bi-
zarre to analogize it to a suspect business practice. The reverse play how-
ever is common. Ambiguous business practices are routinely condemned
by analogizing them to common law crimes to person or property. Such
rhetorical moves are not merely an attempt to exaggerate the evil of the
putatively bad act. More fundamentally, they are an effort to establish its
credentials as bad in the first place and to make a passing attempt to charac-
terize the nature of the wrong.

Why are these rhetorical tools employed? The human mind, if it can
understand anything at all, can only understand the simple. The trick for it,
and us, is to find the simple in the apparently complex and inscrutable.
Much that goes on in the world of business requires no great leap of the
imagination to understand. Theft and violence are well-understood wrongs
whether they occur at home, on the street, or in the business office. But,
there are other practices, unique to the world of business, that are less well-
understood and so more ambiguous in their moral and legal meaning. We
understand the normative meaning of these activities—if at all—through
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metaphors and similes to more familiar and simpler practices. When we
settle on what we think is the proper metaphor, it triggers the appropriate
emotion.’

The difference between good thinking and bad thinking is then a mat-
ter of employing appropriate or inappropriate metaphors and similes. The
wrong metaphor leads one to misperceive the world and blinds one to the
salient economic and moral qualities of the activity in question. So, for
example, the metaphor of the virtues of a “level playing field” in stock trad-
ing blinds those who employ it: (1) to the impossibility and injustice of
“leveling this playing field”; and (2) the social wealth-increasing character
of rapidly incorporating information into the price of stocks. Of course,
being blinded to these characteristics of insider trading, one concludes that
it is a species of theft or cheating and reacts to it with the appropriate emo-
tion.

We are all required to be—or at least appear—morally smart about
things of which we know little, and understand less. We understand the
unusual and new through reference to the common and familiar. Our moral
imagination constantly trolls with a net of metaphors and similes. It can do
nothing else. Being conscious of this allows us to think critically about
which metaphors we employ and thereby to gain purchase on the world and
its meaning. I do not think that any survey could ever reveal that a person
thought that insider trading was a species of efficient compensation, and
yet, still believed it to be evil and wrong. So in refining his survey, I think
a useful thing Professor Padilla might try to do is to get people to reveal the
metaphors and similes they employ to understand insider trading. If he
succeeds, that will tell all about their economic, moral, and legal view of
the question.

1 See Lloyd R. Cohen, Insider Trading: Searching for Similes, 11 ANN. REV. OF L. & ETHICS 361
(2003).
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DO INVESTORS IN CONTROLLED FIRMS
VALUE INSIDER TRADING LAWS?
INTERNATIONAL EVIDENCE

Laura Nyantung Beny®

ABSTRACT

This article characterizes insider trading as an agency problem in firms
that have a controlling shareholder. Using a standard agency model of cor-
porate value diversion through insider trading by the controlling share-
holder, I derive testable hypotheses about the relationship between corpo-
rate value and insider trading laws among such firms. The article tests
these hypotheses using firm-level cross-sectional data from twenty-seven
developed countries. The results show that stringent insider trading laws
and enforcement are associated with greater corporate valuation among the
sample firms in common law countries, a result that is consistent with the
claim that insider trading laws mitigate agency costs. In contrast, I find that
insider trading laws and enforcement are generally insignificant to corpo-
rate value among the sample firms in civil law countries. I find no support,
however, for the claim that insider trading laws exacerbate agency costs and
thus no support for the deregulatory position. These results are robust to
controlling for a variety of potentially relevant factors and suggest that the
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firm-level impact of insider trading regulation may depend on the local
context in which it is applied (or not applied, as the case may be).

1. INTRODUCTION

Insider trading has long been debated in law and economics literature.’
The central question is whether insider trading is efficiency-improving or
efficiency-reducing for firms and the stock market as a whole. At the mar-
ket level, the debate concerns the effect of insider trading on characteristics
of the stock market such as stock market liquidity and volatility and stock
price efficiency or accuracy. The relevant question here is whether insider
trading enhances or reduces stock market efficiency.? At the firm level, the
debate focuses on the impact of insider trading on the intra-firm agency
conflict, the classic conflict of interest between managers or controlling
shareholders (the agents) and non-controlling shareholders (the principals).’
The salient question at the firm level is whether insider trading ameliorates
or worsens this conflict. This article focuses on the impact of insider trad-
ing on the agency conflict within the firm.

The impact of insider trading on the intra-firm agency conflict is an
important issue because it raises the weighty corollary question of who
ought to monitor and regulate insider trading: the government, via a blanket
prohibition of insider trading, versus firms and shareholders, via private
contracting. There are three major views on the impact of insider trading
on the agency conflict. The first position is that insider trading mitigates
this conflict and therefore insider trading regulation reduces intra-firm effi-
ciency (Carlton and Fischel 1983). In contrast, the second position holds
that insider trading exacerbates the agency conflict and consequently in-
sider trading regulation promotes intra-firm efficiency (e.g., Cox 1986;
Manove 1989; Kraakman 1991; Klock 1994; and Maug 2002).

The third position straddles the fence, maintaining that the effect of in-
sider trading on the agency conflict is indeterminate and varies across firms.
Nevertheless, according to proponents of the third view, private contracting
is superior to insider trading regulation because private parties are more
capable than the government of assessing the effect of insider trading on the
corporation (see, e.g., Haddock and Macey 1987; Epstein 2004).® Private
contracting will promote varied and efficient responses to insider trading

1" For a summary of the debate, see Beny (2007) and Bainbridge (1999).

2 See, e.g., Bhattacharya and Daouk (2002) for evidence of the effects of insider trading and/or
insider trading regulation on stock markets as a whole.

3 See Jensen and Meckling (1976) for a description of agency conflict and agency costs.

4 Carlton and Fischel (1983) may also be categorized under the third view because they consider
the possibility that insider trading harms the firm by reducing liquidity of the firm’s shares. But they
ultimately dismiss this possibility by arguing that if it were true, we would have observed firms volun-
tarily banning insider trading before it became illegal in the United States.
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across firms. According to those who espouse this view, firms in which
insider trading exacerbates the agency conflict will prohibit insider trading,
while firms in which insider trading mitigates the agency conflict will per-
mit insider trading.?

Although law and economics scholars have long stressed the need for
empirical evidence on the impact of insider trading on the intra-firm agency
conflict (see, e.g., Carlton and Fischel 1983; Easterbrook 1985), there were
few empirical studies on this topic until recently.® Because insider trading
is illegal in virtually every country with a public stock market (Bhatta-
charya and Daouk 2002), it is impossible to conduct a direct empirical test
of whether insider trading exacerbates the agency conflict and whether pri-
vate contracting is superior to a mandatory ban.” However, we can assess
these issues indirectly by exploiting cross-country variation in the strength
of insider trading laws and enforcement.® If insider trading exacerbates the
agency conflict, we would expect insider trading regulation (assuming it is
effective) to be associated with higher corporate value because corporate
value is a proxy for agency costs (Morck et al. 1988).° This article investi-
gates the latter proposition by examining the relationship between the
strength of a country’s insider trading laws and corporate value among
firms that have a controlling shareholder.

I focus on firms with a controlling shareholder for two reasons. First,
while a substantial part of the prior literature focuses on the conflict be-
tween managers and shareholders, the conflict between managers and con-
trolling shareholders on the one hand and minority shareholders on the

5 For empirical evidence on private restrictions of insider trading among Canadian firms, albeit in
the shadow of the insider trading prohibition, see Beny and Anand (2008).

6 The main evidence adduced by opponents of insider trading regulation, in support of their
deregulatory position, is the historical survival of insider trading in the United States prior to the enact-
ment of insider trading rules, without any apparent attempt by private parties to prohibit insider trading
(Carlton and Fischel 1983). According to Carlton and Fischel (1983), this evidence suggests that share-
holders did not perceive insider trading to exacerbate the agency conflict because, if they had, they
would have prohibited insiders from trading long before the legislature and the courts preempted the
issue. In response, Judge Easterbrook (1985) argues that the historical survival of insider trading in the
United States may have merely meant that the cost of such contracting was too high, not that sharehold-
ers had no desire to prohibit insider trading (Easterbrook 1985; see also Cox 1986). Recent empirical
studies on insider trading laws and enforcement include Maug and Ackerman (2006); Beny (2005,
2007); Bhattacharya and Daouk (2002, 2005); Bris (2005); and Dumev and Nain (2005). All of these
recent studies provide evidence on the cross-country implications of insider trading laws and enforce-
ment.

7 Also, the near-universal illegality of insider trading arguably places the burden on opponents of
insider trading regulation to show that such regulation is more costly than beneficial, since they seek to
change the status quo.

8 This is not possible at the domestic level unless, like Canada, a country exhibits state/provincial
variation in its insider trading laws and enforcement or one uses time series data for a single country that
span periods before and after the enactment of insider trading legislation.

9 See Jensen and Meckling (1976) for the original formulation of agency costs.
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other hand is more salient outside of the United States (La Porta et al.
2002). Second, testing the implications of insider trading laws in firms with
dispersed share ownership would require data on executive compensation
since insider trading profits may substitute for other forms of compensation
and insider trading may have a non-discernable impact on corporate value
(assuming there are no incentive effects) (Roulstone 2003; Noe 1997). Yet,
these data are not readily available for foreign corporations. In contrast,
data on the existence of controlling shareholders and their ownership and
control stakes are available. Controlling shareholders are subject directly or
indirectly to the insider trading prohibition in all of the countries in my
sample.

Based on a simple agency model of corporate value diversion through
insider trading by the controlling shareholder, I derive two empirically test-
able hypotheses about the relationship between corporate value and insider
trading laws: (1) more stringent insider trading laws increase firm value by
reducing the controlling shareholder’s incentive to divert corporate value
through insider trading, and (2) more stringent insider trading laws and an
increase in the controlling shareholder’s financial stake in the firm are sub-
stitute means to mitigate the agency conflict. I test these hypotheses using
firm-level data from a cross-section of large firms from twenty-seven de-
veloped countries. This article’s central finding is that more stringent in-
sider trading laws and enforcement are associated with higher corporate
value for the sample firms in common law countries and unrelated to corpo-
rate value for the sample firms in civil law countries.’® Thus, the evidence
presented in this article does not support the claim that insider trading regu-
lation exacerbates agency costs in firms that have a controlling shareholder,
as some scholars argue (e.g., Demsetz 1986; Bhide 1993). As a result, the
evidence also does not support the call for deregulation of insider trading
(see, e.g., Carlton and Fischel 1983).

Section II of this article provides an overview of existing law, eco-
nomics, and finance literature that characterizes insider trading as an
agency issue and presents the two hypotheses. Section III describes the
data and presents descriptive statistics. Section IV outlines the empirical
methodology and presents the regression results. Section V addresses the
robustness of the results. Finally, Section VI concludes.

10 1 do not find that cash flow ownership and insider trading laws are substitute means to control
agency costs within the firm. If anything, my findings suggest that insider trading laws and ownership
are complementary ways to mitigate agency costs, although this result is generally statistically insignifi-
cant.
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II. PRIOR LITERATURE AND HYPOTHESES

This section summarizes prior literature characterizing insider trading
as an agency issue and presents two empirically testable hypotheses.

A. Insider Trading Ameliorates the Agency Conflict between Managers
and Shareholders

Manne (1966) was the first legal scholar to point out the potential
beneficial role of insider trading as a form of compensation. In Insider
Trading and the Stock Market, he argues that insider trading is valuable to
firms because it motivates insiders to be more entrepreneurial (Manne
1966). According to Manne (1966), “entrepreneurs” within the firm, and
their productive output, are difficult to identify ex ante. Thus, if corporate
insiders’ compensation is set in advance, the compensation will be ineffi-
cient because it will not be calibrated to the insiders’ ex post entrepreneurial
activity. In contrast, when corporate insiders are allowed to engage in in-
sider trading, they will be rewarded (via insider trading profits) in direct
proportion to and contemporaneously with their innovations. In this man-
ner, insider trading can maximize insiders’ incentives to innovate and
thereby improve corporate performance.

Carlton and Fischel (1983) recast Manne’s (1966) efficient compensa-
tion thesis within the modern framework of agency and contract theory. In
their view, capital and product markets do not adequately discipline or in-
centivize managers because these markets work imperfectly. Ex ante com-
pensation contracts are also deficient because they often require costly “pe-
riodic renegotiations ex post based on (imperfectly) observed effort and
output” (Carlton and Fischel 1983, 869).

In contrast, insider trading enables managers to continually update
their compensation in light of new information without incurring renegotia-
tion costs. Insider trading increases managers’ incentives by linking their
“fortunes more closely to those of the firm” (Carlton and Fischel 1983,
877). More specifically, insider trading aligns managers’ and shareholders’
interests by allowing managers to profit from the increase in firm value
caused by their efforts."" Carlton and Fischel (1983) also argue that insider
trading improves the managerial labor market by reducing firms’ screening
and monitoring costs'? because the most capable and least risk averse man-
agers will self-select into the firms that permit insider trading.

T response, opponents of insider trading argue that managers can also profit from corporate

failures that they have caused by taking short positions in their firms’ stocks. See Section I1.B below.
12 Lower screening and monitoring costs imply lower agency costs.
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The theoretical economics and finance literature also contains several
accounts of insider trading as a mechanism to reduce the agency conflict
within the firm. Dye (1984) uses a mathematical model to prove Carlton
and Fischel’s (1983) claim that insider trading may increase shareholder
wealth by better aligning manager and shareholder interests than standard
earnings-contingent contracts. Bebchuk and Fershtman (1993, 1994) show
that insider trading may enhance corporate value by increasing managers’
effort levels (Bebchuk and Fershtman 1993) or by causing managers to
select risky, but profitable, investment projects that would otherwise be
rejected if they were not allowed to trade on inside information (Bebchuk
and Fershtman 1994). The mathematical proofs of these propositions for-
malize Carlton and Fischel’s (1983) non-technical arguments. Finally, Noe
(1997) demonstrates with a formal model that even if insider trading does
not increase insiders’ effort levels, it may cost firms less (i.e., involve lower
managerial rents) than standard compensation contracts because of a “sub-
stitution effect between explicit managerial compensation and insider trad-
ing” profits (Noe 1997, 311). That is, when managers engage in insider
trading, firms pay them lower salaries."

B. Insider Trading Exacerbates the Agency Conflict between Managers
and Shareholders

Some law and economics scholars argue that, rather than aligning
shareholder and manager interests, insider trading may exacerbate the
agency conflict. Kraakman (1991) argues that, through insider trading,
managers may be able, ex post, to sabotage an efficient ex ante compensa-
tion contract and thereby counteract performance-based compensation
schemes intended to calibrate pay to productivity.

Cox (1986) argues that it is very difficult, in practice, to ensure that
those who create valuable information (i.e., entrepreneurial innovations) are
the only ones within the firm who are able to profit from it. To the extent
that the firm’s “true” entrepreneurs cannot exclude other insiders from prof-
iting on the positive information, the “true” entrepreneurs’ incentives to
innovate will be reduced rather than increased. Furthermore, the non-
excludability of insider trading profits may cause the firm’s “true” entre-
preneurs to conceal their information to monopolize insider trading profits
and thus reduce the flow of information and productive efficiency within
the firm (Haft 1982).

13 Roulstone (2003) confimns the existence of a substitution effect between insider trading and
total compensation: “firms that restrict when insiders can trade pay a 4% to 13% premium in total com-
pensation relative to firms that do not restrict insider trading, after controlling for economic determi-
nants of compensation” (Roulstone 2003, 526).
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Some legal scholars also argue that allowing managers to trade on in-
side information may give them the incentives to take on too much risk or
to undertake projects that reduce corporate value. Because insider trading
is more profitable when stock prices are more volatile, insider trading may
encourage managers to undertake excessively risky projects in order to in-
crease volatility that would create private opportunities for profitable in-
sider trading but would reduce corporate value (Kraakman 1991). In addi-
tion, because managers can profit from insider trading regardless of corpo-
rate performance, insider trading may increase managers’ incentive to un-
der-perform by making them indifferent between good and bad corporate
performance (Anabtawi 1989; Kraakman 1991; and Klock 1994). If corpo-
rate insiders are permitted to sell the firm’s shares short, the potential prob-
lems of excessive risk-taking' and compensation unbundling, induced by
insider trading, may be worsened (Klock 1994).

Several theoretical economics and finance articles also demonstrate
that insider trading may worsen the agency conflict between managers and
shareholders. Manove (1989) formally demonstrates how insider trading
can reduce corporate value by discouraging investment because corporate
insiders “with private information are able to appropriate some part of the
returns to corporate investments . . . at the expense of other shareholders”
(Manove 1989, 823)." If shareholders suspect such appropriation, they will
favor a reduction in corporate investment. Bebchuk and Fershtman (1990)
show that insider trading may increase managers’ incentive to “waste” cor-
porate value by encouraging them to make decisions that maximize their
potential trading profits rather than corporate value.

C. Insider Trading has an Indeterminate Impact on the Agency Conflict
between Managers and Shareholders

As noted above, some scholars are agnostic about whether insider trad-
ing is harmful to the firm and suggest that the effect of insider trading
probably varies across firms (Haddock and Macey 1987; Epstein 2004).
According to those who espouse this intermediate view, insider trading will
raise efficiency in some firms and reduce it in others. Like those who be-
lieve that insider trading reduces the agency conflict, proponents of the in-
termediate view tend to favor private contracting over insider trading regu-
lation because they view private parties as more capable than the govern-
ment of assessing the effect of insider trading on intra-firm efficiency (see,
e.g., Haddock and Macey 1987; Epstein 2004). Private contracting will

14 1y response, some legal scholars argue that insider trading mitigates managers’ excessive risk
aversion (Carlton and Fischel 1983).

15 Douglas (1989) also shows that the information asymmetry due to insider trading transfers
wealth from shareholders to insiders.
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promote varied and efficient responses to insider trading across firms, they
believe. Specifically, firms in which insider trading exacerbates the agency
conflict will privately prohibit insider trading, while firms in which insider
trading mitigates the agency conflict will privately permit insider trading.
Naturally, those who believe that insider trading worsens the agency con-
flict tend to advocate a blanket insider trading prohibition (see, e.g., Kra-
akman 1991; Cox 1986).

D. Dominant Shareholders: Insider Trading and Monitoring

Another strand of literature addresses the impact of insider trading
where there is a dominant (controlling) shareholder in the firm. By virtue
of their controlling position, large shareholders have greater access to cor-
porate management and, as a result, to material, nonpublic information.
Thus, like managers, large shareholders can earn greater profits from trad-
ing than,small shareholders can. There are two conflicting views about the
impact of insider trading on controlling shareholders’ incentives to monitor
managers.

Demsetz (1986) and Bhide (1993) argue that insider trading increases
controlling shareholders’ incentives to monitor managers. Controlling
shareholders are beneficial to firms, they argue, because these shareholders
have greater incentives to monitor managers (and thus to mitigate the man-
ager-shareholder agency conflict) than small, dispersed shareholders who
face collective action problems. However, holding a concentrated owner-
ship position imposes risks on the dominant shareholder, in particular the
risks of holding an undiversified portfolio (Demsetz 1986; Bhide 1993).
Thus, controlling shareholders must be compensated both for assuming the
risks of concentrated ownership and for monitoring managers (Demsetz
1986; Bhide 1993). Demsetz (1986) and Bhide (1993) argue that insider
trading profits are a convenient way to compensate controlling shareholders
for these activities. Restricting insider trading may therefore have a nega-
tive impact on corporate value by reducing controlling shareholders’ incen-
tives to monitor by raising the costs and liabilities of active shareholding
(Demsetz 1986; Bhide 1993).

In contrast, Maug (2002) suggests that insider trading may adversely
affect controlling shareholders’ incentives to monitor managers. In Maug’s
(2002) view, large shareholders may use their dominance in the service of
their own (and managers’) interests at the expense of small shareholders if
they are permitted to engage in insider trading.® Using a mathematical

16 Along similar lines, La Porta et al. (1999) suggest that the primary agency problem in firms
with controlling shareholders “is not the failure of the Berle and Means (1932) professional managers to
serve minority shareholders, but rather the . . . expropriation of such minorities . . . by controlling share-
holders” (La Porta et al. 1999, 3-4). The implication is that the law ought to be concerned not only with
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model, Maug (2002) shows how insider trading can induce large sharehold-
ers to expropriate corporate value from small shareholders rather than
monitor managers. In the model, when managers are performing poorly,
they may bribe dominant shareholders not to discipline them by sharing
private information with those shareholders. If the firm’s stock is suffi-
ciently liquid, trading on such information is profitable and large share-
holders may prefer to trade on this information instead of monitoring man-
agers (i.e., foregone trading profits represent the opportunity cost of moni-
toring). In summary, Maug’s (2002) model suggests that banning insider
trading may align the interests of controlling and minority shareholders; in
contrast, permitting insider trading may increase the likelihood that domi-
nant shareholders will collude with shirking managers, in exchange for
trading profits, at the expense of minority shareholders and corporate per-
formance.

The impact of insider trading on managers’ and controlling sharehold-
ers’ incentives, and thus on agency conflicts, is ultimately an empirical
question, which has yet to be satisfactorily answered (Easterbrook 1985).
This article attempts to answer this question indirectly by investigating the
relationship between corporate valuation and insider trading laws ‘across
countries.” It builds upon La Porta et al.’s (2002) empirical study of the
relationship between investor protection and corporate valuation.

E. Hypotheses

This article tests two hypotheses regarding the effect of insider trading
regulation on the agency conflict in firms that have a controlling share-
holder. These hypotheses are as follows:

Hypothesis 1 (HI): More stringent insider trading laws increase
firm value by reducing the controlling shareholder’s incentive to
divert corporate value through insider trading.'®

preventing managerial value diversion but also with containing expropriation by large shareholders (see,
e.g., La Porta et al. 1998; La Porta, et al. 1999; and Bukart and Panunzi 2006).

17 The article by Bhattacharya and Daouk (2002) is distinguishable in that they investigate the
relationship between the enactment and enforcement of insider trading laws and the aggregate cost of
capital across countries. Moreover, while Masson and Madhavan (1991) examine the relationship
between executives’ insider trading and the marginal value of the firm, their study differs from the
present study in several important respects: it is based solely on U.S. data, it considers only legal (not
illegal) insider trading, and it does not address the role of insider trading law/enforcement as a potential
constraint upon executives’ incentives to trade.

18 The altemnative hypothesis is that insider trading laws have no impact (or a negative impact) on
corporate value.
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Hypothesis 1 (H1) addresses the first order effect of insider trading
laws on corporate value. As noted above, the literature contains conflicting
accounts of the effect of insider trading on the agency conflict (and hence
corporate value). Bhide (1993) and Demsetz (1986) argue that insider trad-
ing is beneficial because it compensates controlling shareholders for the
valuable monitoring role that they play. The implication is that prohibiting
insider trading will reduce controlling shareholders’ incentives to monitor
managers, to the detriment of corporate value (Bhide 1993). Maug (2002)
counters with the claim that prohibiting insider trading will increase con-
trolling shareholders’ incentives to monitor managers instead of colluding
with them at the expense of minority shareholders. Under Maug’s (2002)
account, insider trading laws force controlling shareholders to internalize
the costs that insider trading imposes upon minority shareholders while
reducing their benefits from insider trading. HI1, which adopts Maug’s
(2002) view as the null hypothesis, puts these competing claims to the em-
pirical test.

Hypothesis 2 (H2): Insider trading laws and the controlling
shareholder’s financial stake in the firm are substitute means to
mitigate the agency conflict. Therefore, the more restrictive the
insider trading prohibition, the lower the marginal increase in
corporate value from an increase in the controlling shareholder’s
financial stake in the firm."”

Hypothesis 2 (H2) predicts a substitution effect between the insider
trading prohibition and the controlling shareholder’s financial stake in the
firm.*® For the reasons explained above, the insider trading prohibition may
mitigate the conflict of interest between controlling and minority share-
holders. The financial stake of the controlling shareholder may also miti-
gate this conflict.’ Assuming that insider trading is costly to the firm, the
controlling shareholder will bear a greater share of this cost as her financial
stake in the firm increases. Thus, if insider trading is detrimental to the
firm, her incentive to trade will fall as her ownership stake in the firm in-
creases.

19 The alternative hypothesis is that insider trading laws and the controlling shareholder’s finan-
cial stake are complementary ways to mitigate the agency conflict.

20 This prediction is analogous to the hypothesized substitution effect between executive compen-
sation and managers’ profits from insider trading (Carlton and Fischel 1983). See Easterbrook (1985)
on the potential substitutability between insider trading laws and other mechanisms to mitigate the
agency conflict between managers and shareholders. See also Bukart and Panunzi (2006), who discuss
substitution between investor protection laws and alternative agency cost control devices.

2L This is the established insight that greater cash flow ownership by corporate insiders (managers,
large shareholders, etc.) lowers their incentives to divert corporate wealth from outside investors (see,
e.g., Jensen and Meckling 1976; Shleifer and Vishny 1986).



2008] DO INVESTORS VALUE INSIDER TRADING LAWS? 2717

Assuming insider trading is detrimental, the substitution hypothesis
(H2) predicts that, as the controlling shareholder’s financial stake increases,
the marginal valuation effect of an increase in the stringency of the insider
trading prohibition will fall. (Equivalently, as the insider trading prohibi-
tion becomes more stringent, the marginal valuation effect of an increase in
the controlling shareholder’s financial stake will fall.)

Table 1 summarizes the article’s empirically testable hypotheses.

ITII. DATA AND SUMMARY STATISTICS
In this section, I describe the data and present summary statistics.
A. The Data

La Porta and his co-authors (2002) shared their firm-level data with
me.” They assembled valuation and ownership information for the twenty
largest firms (based on market capitalization) in twenty-seven developed
countries (based on 1993 per capita income). La Porta et al. (2002) focused
on large firms because it is more difficult to detect the beneficial impact of
investor protection laws on large firm corporate value.” Their sample ex-
cludes firms that are foreign-affiliates as well as banks and other financial
institutions (La Porta et al. 2002). Most of the data are for 1995 and 1996,
but a few data points come from 1997 and two observations are from before
1995 (La Porta et al. 2002).

Like La Porta et al. (2002), I consider only firms that have an identifi-
able controlling shareholder. The rationale for such a focus is that control-
ling shareholders have superior access to inside information relative to
small shareholders, and therefore have a greater opportunity to engage in
insider trading by colluding with managers at the expense of small share-
holders. At the same time, controlling shareholders are better able to moni-
tor managers, in the interest of small shareholders, and presumably will do
so if they are adequately compensated. These competing tendencies high-
light the tension between the net effect of insider trading on controlling
shareholders’ incentive to monitor managers and their incentive to expro-
priate value from minority shareholders (compare Bhide 1993 and Demsetz

22 }uyse La Portaetal.’s (2002) data in part so I can compare the performance of my insider trad-
ing law index to the performance of their now classic investor protection measures. In a horse race in
regressions discussed below, my insider trading law index overcomes their investor protection measures.
See Section V below.

23 As La Porta et al. (2002) point out, large firms may have several altemative means to constrain
expropriation of minority investors, “including public scrutiny, reputation-building, foreign sharehold-
ings, or listings on international exchanges” (La Porta et al. 2002, 16). Consequently, the benefits of
legal constraints ought to be harder to detect in large firms.
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1986 with Maug 2002). I adopt La Porta et al.’s (2002) definition of con-
trol where a shareholder is deemed to have control over the firm if the
shareholder owns ten percent or more of the firm’s voting shares.

B. Dependent Variable

The dependent variable in this study is Tobin’s Q, a measure of corpo-
rate valuation and proxy for agency costs commonly used in corporate fi-
nance literature. Tobin’s Q is the ratio of the market value of the firm to the
replacement cost of its assets.* A larger Tobin’s Q suggests that the market
values the firm more highly than firms with a lower Tobin’s Q. A higher
Tobin’s Q may result from the market’s optimism about the firm’s future
growth prospects because of good management, lower agency costs, favor-
able market conditions, or a high level of goodwill. I use La Porta et al.’s
(2002) measure of Tobin’s Q, which they define as “the book value of as-
sets minus the book value of equity minus deferred taxes plus the market
value of common stock” (i.e., the market value of assets) divided “by the
book value of assets” (La Porta et al. 2002, 1156). Controlling for other
factors that may affect corporate valuation, if insider trading laws mitigate
the agency conflict, and thereby reduce agency costs, firms in countries
with more stringent insider trading laws ought to have higher Tobin’s Qs.

C. Independent Variables

Both countries’ insider trading laws and controlling shareholders’ fi-
nancial stakes in firms may influence the controlling shareholders’ choice
between monitoring and colluding with managers, as discussed above.
Thus, I include measures of these characteristics as independent variables in
the regressions presented in Section IV.

Hypothesis 1 (H1) predicts that firms in countries with more stringent
insider trading laws have higher market valuations because such laws re-
duce controlling shareholders’ incentive to divert corporate value through
insider trading. As a measure of the stringency of insider trading laws, 1
use Beny’s (2005) insider trading law index (ITL).* ITL is an index of five

24 Tobin’s Q is not a perfect measure of firm valuation since the numerator partly reflects the
market value of intangible assets and the denominator does not. See Demsetz and Villalonga (2001) for
a more thorough discussion of the pros and cons of Tobin’s Q relative to alternative valuation measures.
Nevertheless, Tobin’s Q is one of the most commonly used measures of corporate value in corporate
finance literature.

25 In Beny (2007) 1 explain, in more detail, the rationale for including each element of the law in
the insider trading law index. There is one minor difference, however, between the insider trading law
index in Beny (2007) and the one in this article, namely, the index in the former article excludes the
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substantive elements of each country’s insider trading law: (1) whether the
law prohibits insiders from tipping outsiders; (2) whether the law prohibits
trading by tippees®; (3) whether the law provides a private right of action to
investors who traded opposite the insider(s) who in turn traded in violation
of the country’s insider trading law; (4) whether the potential damages are a
multiple of the insider’s trading profits; and (5) whether violation of the law
is a criminal offense. Each element is assigned the value of 0 or 1 and the
total /TL index is the sum of the individual elements. Thus, ITL equals five
in countries with the most prohibitive insider trading laws (e.g., the United
States) and ITL equals O in countries with the least prohibitive insider trad-
ing laws (e.g., Mexico and Norway).” The insider trading laws of all the
countries in the sample prohibit insider trading by controlling shareholders,
either directly or indirectly. Thus, at least in theory, controlling sharehold-
ers who engage in illegal insider trading in these countries are subject to the
sanctions coded in the Beny (2005) index.

The insider trading laws on the books are one matter; whether they are
enforced, and to what degree, is another matter altogether. The laws’ deter-
rent effect is a joint function of their substantive content and the probability
that they will be enforced (see, e.g., Zimring and Hawkins 1973). Unfortu-
nately, reliable international data on the frequency and degree of insider
trading enforcement are not available. Thus, for the time being, I must rely
on a fairly rudimentary enforcement measure. That measure is a dummy
variable that is equal to 1 if a country’s insider trading law was enforced at
least once prior to 1994 and O otherwise.?® I call this measure Enforced and
Iinclude it as an independent variable in the regressions. I also include the
interaction between (i.e., the product of) ITL and Enforced in the regres-
sions.

The underlying data from which I construct the variable Enforced are
from Bhattacharya and Daouk (2002) who report the year in which over one
hundred countries enforced their insider trading laws for the first time. This
measure of enforcement is admittedly problematic. That a country has en-
forced the law at least once by 1994 does not provide much insight on the
frequency and degree of enforcement. Nevertheless, it may be a proxy

private right of action component and treats it as a separate variable. The results in Beny (2007) are not
sensitive to inclusion or exclusion of the private right of action component, however.

26 Tippees are outsiders who receive material nonpublic information from corporate insiders who
are prohibited from trading on the basis of such information themselves.

27 All of the countries in the sample had insider trading laws on the books as of 1994. In fact,
most stock markets have insider trading laws, but the rate and timing of enforcement varies considerably
across markets. (See Bhattacharya and Daouk 2002 and Beny 2008).

28} chose 1994 as the cut-off date because the dependent variables come from the period of 1995-
1996 and the insider trading law indices are based on the sample countries’ insider trading rules as they
existed around the same period. Both the content and the enforcement of these laws may have changed
in many of these countries since 1994. See Herrington (2004) for more recent measures of insider
trading rules and enforcement across countries.



280 JOURNAL OF LAW, ECONOMICS & POLICY [VoL.4:2

(even if a noisy one) for active enforcement based on the logic that having
been enforced once, a law is more likely to be enforced again. It may also
distinguish sham regimes from non-sham or partially-sham regimes. HI1
predicts that the regression coefficients on both Enforced and the product of
ITL and Enforced will be positive.

Hypothesis 2 (H2) predicts a substitution effect between the insider
trading prohibition and the controlling shareholder’s financial stake in the
firm. That is, H2 predicts that as the controlling shareholder’s financial
stake increases, the marginal positive effect (on corporate value) of an in-
crease in the stringency of the insider trading prohibition will fall. As a
measure of the controlling shareholder’s financial stake, I use La Porta et
al.’s (2002) measure of the proportion of the firm’s cash flow rights directly
and indirectly owned by the controlling shareholder. I control for this
measure directly in the regressions because, as noted above, when the con-
trolling shareholder has a greater financial stake in the firm, she will bear a
greater proportion of any losses caused by the agency conflict that may be
exacerbated by insider trading. In addition, to test H2, I include the interac-
tion between (i.e., the product of) the insider trading law index, ITL, and the
controlling shareholder’s financial stake as a separate independent variable
in the regressions. H2 predicts that the regression coefficient on this inter-
action term will be negative.

D. Control Variables

I include several additional control variables in the regressions below.
Prior research shows that corporate valuation is positively related to the
firm’s investment opportunities. Following La Porta et al. (2002), I use
sales growth as a proxy for the firm’s investment opportunities. La Porta et
al. (2002) define sales growth as the average annual rate of growth of the
firm’s sales for the previous three-year period (or fewer years, if three
years’ of sales data are unavailable).

Prior research also demonstrates that common law legal origin is posi-
tively related to the level of investor protection in a country and to the
country’s degree of financial development and corporate valuation. Con-
versely, civil law legal origin is negatively related to investor protection,
financial development, and corporate valuation (see, e.g., La Porta et al.
1997, 1998, 2002).® Therefore, I include a dummy variable that equals 1 if
the firm’s country is a common law country and 0 if the firm’s country is a
civil law country. I also control for industry because corporate valuation is
likely to vary systematically by industry, as discussed below.

The data are described in Table 2.

29 Roe (2006) argues, however, that politics explains different levels of financial development
across countries better than legal origin.



2008} DO INVESTORS VALUE INSIDER TRADING LAWS? 281

E. Summary Statistics

Table 3 presents the mean and median values of several key variables
for the full sample and for each individual country in the sample. I divide
the sample into two regimes: Low ITL and High ITL. The cutoff between
High ITL and Low ITL is the median value of the interaction term,
ITL*Enforced, which equals two. I classify countries with a value of
ITL*Enforced, greater than the median of two, as High ITL regimes, while I
classify those with a value of ITL*Enforced, that is less than or equal to the
median of two, as Low ITL regimes. Consistent with H1, the High ITL
countries have higher mean and median values of Tobin’s Q than the Low
ITL countries; the t-test statistic reveals that the difference in mean Tobin’s
O between the High ITL and the Low ITL countries is statistically signifi-
cant at the 1% level. However, the difference in median Tobin’s Q between
the High /TL and the Low ITL countries is not statistically significant.

Consistent with H2, Table 3 also shows that the controlling share-
holder tends to own a larger fraction of the firm’s cash flows in the Low
ITL countries than in the High ITL countries. The differences in both mean
and median cash flow ownership between the two regimes are statistically
significant at the 1% level. Finally, mean and median sales growth are
higher in the High ITL countries than in the Low ITL countries, and the
difference is statistically significant at the 10% and 1% levels, respectively.
This suggests that the firms in the High ITL countries tend to have greater
investment opportunities than the firms in the Low ITL countries.

Table 4 presents the means by legal origin. The common law coun-
tries in the sample have a greater average value of ITL than the civil law
countries in the sample. This difference is statistically significant at the 1%
level. Nearly half of the common law countries have enforced their insider
trading laws at least once. In comparison, only twenty-five percent of the
civil law countries have enforced their insider trading laws at least once.
This difference is statistically significant at the 1% level. Average Tobin's
Q is higher for the firms in civil law countries than for the firms in common
law countries and the difference is statistically significant at the 1% level.
Finally, mean sales growth, a proxy for investment opportunities, is not
significantly different between the common law and civil law firms.

Table 5 presents simple correlations highlighting the relationship be-
tween Tobin’s Q and several key variables. Tobin’s Q is positively corre-
lated with ITL (correlation coefficient of 0.09 and 5% statistical signifi-
cance) and Enforced (correlation coefficient of 0.11 and 1% statistical sig-
nificance). Although they are not large, these correlations are consistent
with H1, which predicts a positive relationship between insider trading law
and corporate valuation (see Table 1). Tobin’s Q is also positively corre-
lated with sales growth (correlation coefficient of 0.23 and 1% statistical
significance). While the magnitudes of the foregoing correlation coeffi-
cients are not large, they are consistent with ex ante expectations. Control-
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ling for other factors that may affect corporate valuation, multivariable re-
gression analysis will reveal whether the positive association between
Tobin’s Q and insider trading laws withstands deeper scrutiny.

IV. METHODOLOGY AND REGRESSION RESULTS
A. Methodology

To test Hypotheses 1 and 2 (H1 and H2), I estimate variations on the
following basic regression:

Tobin’s Q = B + PSalesGrowth + B,ITL + B 30wnership
+ B JITL*Ownership + €

where Tobin’s Q (the dependent variable) is a measure of corporate valua-
tion, SalesGrowth is the average annual rate of sales growth for the previ-
ous three years, ITL is the insider trading law index, Ownership is the con-
trolling shareholder’s financial stake (cash flow rights) in the firm, and
ITL*Ownership is the product of the two previous variables. H1 predicts
that B, will be positive while H2 predicts that B, will be negative. I also
report alternative specifications to the basic regression, as explained below.
I consider a coefficient to be statistically significant if it is at least signifi-
cant at the 10% level.

I use random effects maximum likelihood estimation because the er-
rors are not independent within countries and this methodology takes into
account within and between country variation, adjusting the standard errors
to reflect the correlation among observations from the same country. In all
of the regressions reported below, the dependent variable is the log of 1
plus Tobin’s Q. 1 take the log of Tobin’s Q because its distribution is
skewed to the right and a log transformation of Tobin’s Q yields a more
normal distribution. Each firm’s Tobin’s Q is adjusted by industry; for each
firm, Tobin’s Q equals its Tobin’s Q minus the worldwide median Tobin’s
Q for all of the firms in the same industry. The rationale for this adjustment
is to eliminate industry-specific components of valuation.

B. Results

Table 6 presents the results of random effects regressions. The regres-
sions in Panel A use the insider trading law index, ITL, while the regres-
sions in Panel B use the interaction term, ITL*Enforced. In all of the re-
gressions in both panels, the coefficient on sales growth is positive and sig-
nificant. In column (1) of Panel A, the coefficient on ITL is positive, con-
sistent with H1 (see Table 1); however, it is statistically insignificant. In



2008] DO INVESTORS VALUE INSIDER TRADING LAWS? 283

column (2) of Panel A, the coefficient on cash flow ownership of the con-
trolling shareholder is positive and significant at the 10% level. In column
(3) of Panel A, the coefficient on the interaction, ITL*Enforced, and cash
flow ownership is positive and significant at the 10% level, suggesting that
cash flow ownership and insider trading laws are complementary. This
result is inconsistent with H2 (the “Substitution” Hypothesis), which pre-
dicts a negative coefficient on the interaction between ITL and cash flow
ownership (see Table 1). Finally, none of the coefficients on the independ-
ent variables, except sales growth, are statistically significant when I in-
clude them jointly in a single regression in column (4) of Panel A.*® The
regressions in Panel B, which replace ITL with ITL*Enforced, but are oth-
erwise identical to the regressions in Panel A, yield similar results to those
in Panel A.

It may be inappropriate to lump all of the firms together, as I do in Ta-
ble 6, without allowing for heterogeneity—that is, systematic differences in
the effect of insider trading laws on agency costs—among the sample firms.
Prior research has shown that financial markets and corporate governance
structures differ significantly between common law and civil law countries
(see, e.g., La Porta et al. 1997, 1998). Consistent with this research, I find
significant differences by legal origin among the firms and countries in my
sample. For instance, the common law firms tend to have significantly
more liquid shares than the civil law firms. In addition, the ownership and
control stakes of controlling shareholders tend to be more closely aligned in
the common law firms than in the civil law firms. Moreover, controlling
shareholders are more likely to be corporations (as opposed to families, the
state, or financial institutions) in the common law firms relative to the civil
law firms. Finally, the common law countries have significantly greater
investor protections (as measured by La Porta et al.’s (1998) original anti-
director rights index), a significantly greater frequency of insider trading
law enforcement (as measured by the variable Enforced), significantly more
liquid stock markets, and a significantly greater frequency of corporate ac-
quisitions relative to the civil law countries.

Therefore, 1 allow for heterogeneity between the common law and
civil law firms by interacting the variables of interest with the dummy vari-
able for common law origin in a new set of regressions.”’ I also address
multicollinearity between ITL and the interaction terms by centering /7L on
its sample mean. The dependent variable is still the log of 1 plus Tobin’s

30
31

This may result from multicollinearity among these variables.

While country fixed effects estimation would be a preferable approach, I am unable to run fixed
effects regressions because the insider trading law variables already serve as country dummy variables.
Also, I do not split the sample into common law and civil law firms because that would reduce the
variation among the independent variables. Below, I discuss the effect of controlling explicitly for
several factors that one may expect to differ systematically between the common and civil law countries
and firms.
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0, where, as explained above, Tobin’s Q is adjusted by industry. The inde-
pendent variables are sales growth, cash flow ownership, centered-ITL, and
several interaction terms between common law origin and various other
variables that I explain as I present the results. The results are reported in
Table 7.

In column (1) of Table 7, the coefficient on centered-ITL is negative
but insignificant, while the coefficient on the interaction between centered-
ITL and common law is positive and significant at the 1% level. The re-
gression in column (2) is the same as the regression in column (1), except
that in column (2) I control for common law origin. This has two effects:
first, the coefficient on centered-ITL becomes significant at the 10% level;
and second, the net effect of cash flow ownership becomes negative for the
common law firms.

In columns (3) and (4) of Table 7, I replace centered-ITL with the in-
teraction between centered-/TL and Enforced. The results in columns (3)
and (4) are consistent with those in columns (1) and (2). The coefficients
on centered-ITL*Enforced are negative (albeit insignificant) in columns (3)
and (4), while the coefficients on the interaction between centered-
ITL*Enforced and common law origin are positive and significant at the
respective 1% and 5% levels for the firms in common law countries.”> The
regressions in Table 7 also suggest that although cash flow ownership is
generally associated with greater corporate valuation (i.e., cash flow owner-
ship by the controlling shareholder has an incentive effect), this effect is
stronger for the firms in civil law countries than for the firms in common
law countries.®® Inconsistent with H2, the coefficients on the interaction
terms between cash flow ownership and the insider trading measures are
positive (see rows (8)-(11)), suggesting that cash flow ownership and in-
sider trading laws are complements rather than substitutes. However, these
coefficients are insignificant.

In summary, the results in Table 7 suggest that H1 accurately de-
scribes the firms in common law countries, but H1 does not accurately de-
scribe the firms in civil law countries. Specifically, insider trading laws are
positively associated with corporate valuation for the firms in common law
countries (see rows (4) and (5) of Table 7). In contrast, for the firms in civil
law countries, insider trading laws are (at best) irrelevant to corporate
valuation (see row (3) of Table 7) and (at worst) negatively associated with
corporate valuation (see row (2) of Table 7). While cash flow ownership of
the controlling shareholder is generally positively associated with corporate
valuation for the firms in civil law countries, the results on cash flow own-
ership are mixed for the firms in common law countries. Finally, inconsis-

32 The regression in column (4) differs from the regression in column (3) only in that it controls
for common law origin.

33 This result is consistent with Dumev and Kim (2005), who find that the incentive effect of cash
flow ownership is more important when investor protection is weaker, as it is in civil law countries.
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tent with H2, there does not appear to be a substitution effect between in-
sider trading law and the controlling shareholder’s equity stake in the firm.
To the contrary, the coefficients in rows (8) through (11) in Table 7 suggest
that, if anything, there is a complementary relationship between cash flow
ownership and insider trading law. However, this relationship is statisti-
cally insignificant.

V. ROBUSTNESS CHECKS

In this section, I address several potential robustness concerns. First, I
investigate whether the results are robust to controlling for a firm’s indus-
try. The regressions in Tables 6 and 7 do not control for industry. How-
ever, corporate valuation may vary systematically by industry (see, e.g.,
Demsetz and Lehn 1985). Industry variation in corporate valuation may
result in some industries being inherently more prone than others to private
benefits extraction (i.e., “amenity potential,” according to Demsetz and
Lehn 1985). Another reason for industry variation in valuation may stem
from different industries being at different stages of growth (La Porta et al.
2002). Thus, a common approach in the literature is to control for industry
in corporate valuation regressions (see, e.g., Demsetz and Lehn 1985;
Morck et al. 1988; and Claessens et al. 2002). I add industry dummies to
the regressions and substitute La Porta et al.’s (2002) industry-adjusted
sales growth variable for the raw sales growth measure. La Porta et al.
(2002) define industry-adjusted sales growth as the difference between the
firm’s sales growth and the world median sales growth among firms in the
same industry. Using industry-adjusted sales growth instead of raw sales
growth controls for the possibility “that different industries may be at dif-
ferent stages of maturity and growth that determine their valuations” (La
Porta et al. 2002, 1159).

Second, I address the potential endogeneity of corporate ownership.
Thus far, I have assumed that the controlling shareholder’s ownership stake
is exogenous, i.e., determined independently of the country’s insider trading
laws. This assumption may be incorrect. La Porta et al. (1998) show that
corporate ownership tends to be more concentrated in countries with weak
investor protections than in countries with strong investor protections.
Similarly, in other work I show that ownership concentration is greater in
countries with lax insider trading laws than in countries with stringent in-
sider trading laws, controlling for legal origin, anti-director rights, and other
factors relevant to ownership concentration (Beny 2005). If the controlling
shareholder’s ownership stake is endogenous to the country’s legal rules
governing financial markets, the results in Table 7 may be biased. I address
this issue in the same manner as La Porta et al. (2002). They address the
issue by considering only “within-country variation in cash-flow ownership
(fixed effects estimation), which is arguably more exogenous to the legal
regime.” They achieve this by replacing the raw measure of the controlling
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shareholder’s cash flow ownership with the difference between the control-
ling shareholder’s cash flow ownership at the firm level and the country
average of the same variable (La Porta et al. 2002, 1166).

The results of the foregoing adjustments are presented in Table 8. A
comparison of Tables 7 and 8 reveals that the results are substantively the
same after I make these adjustments.*

Another concern is whether the results are 1nf1uenced by omitted vari-
ables. As discussed above, heterogeneity in the relationship between in-
sider trading laws and corporate valuation among the sample firms may
result from systematic differences between common law and civil law
countries in factors relevant to the relationship between insider trading laws
and corporate valuation. These factors include various financial, market,
regulatory and institutional characteristics. In Table 7, I address this issue
by interacting the insider trading law and ownership variables with common
law origin. However, if the data are available, it is preferable to control
directly for the relevant factors that may systematically differ between
common law and civil law countries.

I address omitted variables by explicitly controlling for several poten-
tially relevant financial, market, regulatory and institutional characteristics
of the sample countries and firms, including: (1) enforcement environment
and judicial efficiency; (2) liquidity of the firm’s shares and the stock mar-
ket; (3) corporate disclosure; (4) market participants’ perception of the se-
verity of insider trading in the stock market; (5) the firm’s control structure
and the strength of the country’s corporate law; (6) the market for corporate
control; and (7) the controlling shareholder’s identity. I explain the ration-
ale and effect of controlling for each of these factors in turn.*

First, the results may derive from the general quality of the legal sys-
tem rather than insider trading law if countries with more stringent insider
trading laws also have more stringent enforcement, stronger rule of law, or
more efficient judiciaries than countries with less stringent insider trading
laws.*® 1 alternately control for each of these country characteristics using
the following variables: the dummy variable Enforced, which is a dummy
variable equal to 1 if the country enforced its insider trading law for the first

34 The major differences between Tables 7 and 8 are that: (1) most of the statistically significant

coefficients in Table 7 become even more significant in Table 8; (2) the coefficient on centered-
ITL*Common Law becomes slightly smaller (compare row (4) in Table 7 with the same row in Table 8);
(3) the coefficients on centered-ITL*Enforced*Common Law decrease in magnitude (compare row (5)
of Table 7 with the same row in Table 8); and (4) the positive coefficient on cash flow ownership (row
(6) in Tables 7 and 8) becomes significant at the 5% level in every regression in Table 8, in contrast to
Table 7, where the coefficient on cash flow ownership (row (6)) is insignificant in column (1) and
significant at only the 10% level in column (2). Otherwise, the results in Tables 7 and 8 are essentially
the same.

35 1do not present the results of these regressions in the interest of brevity, but can provide inter-
ested readers with the results upon request.

36 Beny’s (2005) evidence suggests that this is the case.
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time by 1994 and O otherwise; a measure of the rule of law from La Porta et
al. (1998); and an index of judicial efficiency from La Porta et al. (1998).
Table 2 describes these variables in greater detail. The results are robust to
controlling for each of these variables.

Second, the different relationship between insider trading laws and
valuation between the common law and civil law firms may result from
systematic differences in share liquidity between the two legal systems.
Specifically, if common law firms tend to have more liquid shares than civil
law firms, and if there is a positive relationship between stock market li-
quidity and insider trading laws,” the positive relationship observed be-
tween valuation and insider trading laws among the common law firms may
stem from the fact that these firms have more liquid shares than civil law
firms* since investors are willing to pay a liquidity premium (Amiuhud and
Mendelson 1986; La Porta et al. 2002).

I investigate the effect of liquidity by controlling for both stock market
liquidity and individual firm liquidity using data from the World Bank and
Datastream. Both liquidity measures are described in detail in Table 2.
These data confirm that both stock markets and individual firm stocks are
more liquid in the common law sample countries.”® As expected, the coef-
ficients on both stock market liquidity and firm liquidity are positive and
significant in the Tobin’s Q regressions. However, the results are robust to
controlling for both liquidity measures.®

Third, the regressions in Table 7 do not control for the quality of cor-
porate disclosure. Academics and lawmakers have long noted the close
relationship between disclosure rules and insider trading laws. More punc-
tual and higher quality disclosure ought to reduce insiders’ opportunity to
trade profitably relative to the rest of the market (Baiman and Verrecchia

n Georgakopoulos (1993) argues that it is only when the stock market becomes sufficiently liquid
that there is adequate social demand for insider trading regulation. The explanation could be that insider
trading is more profitable and thus more likely to occur the more liquid is the stock market, other things
equal (Maug 2002). But see Bhide (1993), who argues that causality runs from insider trading laws to
liquidity, rather than the reverse. In any event, stock markets do tend to be more liquid in countries with
more stringent insider trading laws and enforcement (Bhattacharya and Daouk 2002; Beny 2005, 2007).

38 Civil law firms’ shares may be relatively illiquid because ownership is more concentrated
among these firms. According to Bhide (1993), “when stockholding is fully diffuse, the firm’s stock is
likely to be the most liquid.” (Bhide 1993, 45-46). Consistent with this claim, Eleswarapu and Krish-
namurti (1999) find that ownership concentration and liquidity are inversely related among Indian firms.

39 Ownership (of the controlling shareholder) is also more concentrated among the civil law firms
(see Table 4).

40 1a Porta et al. (2002) address liquidity indirectly by investigating whether the sample firms that
have American Depository Receipts (ADRs) traded in the U.S. have higher valuations than those with-
out ADRs. They find a small positive effect of ADRs for the common law firms but not for the civil law
firms, which is “inconsistent with the view that liquidity drives [their finding that valuation is greater for
common law firms than for civil law firms] since, on that theory, the benefit of an ADR for valuation
ought to be higher in less liquid markets (in civil law countries)” (La Porta et al. 2002, 1165).
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1996; Fried 1997; Maug 2002; and Shin 1996).*! I control for two measures
of disclosure. First, I control for the quality of accounting standards, as
reported by La Porta et al. (1998). This index ranks countries according to
the quality of their corporate disclosure practices as of 1990. Second, I
control for a measure of legal disclosure requirements, constructed by La
Porta et al. (2006). This index measures how much corporate governance-
relevant information firms are legally required to include in their offering
prospectuses. I describe both disclosure variables in more detail in Table 2.
Alternately controlling for these disclosure variables has no effect on the
results reported above.

Fourth, the results may arise because I do not control for the public
perception of insider trading. A perception that insider trading is more
prevalent in common law countries may explain why insider trading regula-
tion is more strongly and positively associated with corporate valuation in
such countries. To address this issue, I control for the perception of insider
trading, using a measure from the World Economic Forum’s Global Com-
petitiveness Report 1996 (1996), which is described in Table 2. Controlling
for the perception of insider trading does not alter the results. In fact, for
the countries in my sample, the public perception of insider trading is
greater among the civil law countries than among the common law coun-
tries. This suggests a plausible alternative interpretation of the results,
namely, holding constant the public perception of insider trading activity,
the investing public may view insider trading regulations to be less effec-
tive at controlling such activity in civil law countries than in common law
countries. However, it may also mean that there are offsetting benefits to
insider trading in civil law countries. I discuss these issues in more detail
below.

Fifth, the results may result from systematic differences in controlling
shareholders’ incentive and ability to extract private benefits. Such differ-
ences may be caused by systematic differences in corporate contro! struc-
tures, corporate laws, or some combination thereof, between civil law and
common law countries. Consider Maug’s (2002) theoretical framework in
which large shareholders face a tradeoff between monitoring and engaging
in insider trading.** Other things equal, the greater the controlling share-

4l Indeed, an important pillar of U.S. insider trading legislation is the “disclose or abstain” rule,
which requires that insiders either disclose material nonpublic information or refrain from trading on the
basis of such information. See S.E.C. v. Texas Gulf Sulfur Co., 401 F.2d 833 (2d Cir. 1968). Several
other countries effectively follow the “disclose or abstain” approach.

42 Managers may bribe large shareholders not to monitor by giving them private information on
which they can profitably trade. If large shareholders’ marginal payoffs from trading are greater than
their marginal payoffs from monitoring, they will choose trading over monitoring (Maug 2002).
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holder’s incentive and ability to extract private benefits, the more likely she
is to trade rather than to monitor at the margin.*

As a proxy for the controlling shareholder’s incentive to extract pri-
vate benefits I use the “control wedge,” which is the divergence between
the controlling shareholder’s control and ownership stakes in the firm,
which I borrow from La Porta et al. (2002).** The larger the control wedge,
the greater the deviation from one-share-one-vote and thus, the greater the
controlling shareholder’s incentive to extract private benefits at the expense
of minority shareholders (Grossman and Hart 1988; Morck, Shleifer, and
Vishny 1988; Harris and Raviv 1988; Shleifer and Vishny 1997; Bebchuk,
Kraakman, and Triantis 2000; and La Porta et al. 2002). Consistent with
this, empirical research has shown that there is a tradeoff between owner-
ship and control, with corporate valuation increasing in the controlling
shareholder’s cash flow ownership (the incentive effect) and decreasing in
the controlling shareholder’s voting control (the entrenchment effect)
(Morck, Shleifer, and Vishny 1988; Claessens et al. 2002; Morck, Stange-
land, and Yeung 2000; and Dumnev and Kim 2005).

As a proxy for the controlling shareholder’s ability to extract private
benefits, I use three measures of the stringency of a country’s corporate
laws (i.e., investor protection): (1) La Porta et al.’s (1998) original anti-
director rights index; (2) Djankov et al.’s (2006) revised anti-director rights
index; and (3) Djankov et al.’s (2006) anti-self-dealing index.*® Alternately
controlling for the control wedge and each investor protection variable does
not alter the results. In fact, the insider trading law variables overcome La
Porta et al.’s (1998) original anti-director rights index and Djankov et al.’s
(2006) revised anti-director rights and anti-self-dealing indices. The coeffi-
cients on the insider trading law variables remain positive and significant
for the common law sample firms, while the coefficients on the anti-
director and anti-self-dealing variables are insignificant.

Sixth, it may be inappropriate to ignore the market for corporate con-
trol. Corporate takeovers provide a fertile and common context for insider

43 However, for this logic to explain the results in Tables 7 and 8, it ought to be the case that
controlling shareholders have greater incentives to expropriate private benefits in the common law
countries. But that does not describe the empirical pattern revealed in the law and finance literature.

44 | use two measures of the control wedge, the arithmetic difference and the ratio between the
controlling owner’s control and ownership stakes. The results are the same with either measure.

45 La Ponta et al. (2002) find that common law origin and stronger anti-director rights are associ-
ated with higher corporate valuation for their same sample of firms. The results above may be driven by
anti-director rules, rather than by insider trading laws, if countries that have stricter anti-self-dealing
corporate laws also tend to have more stringent insider trading laws. Indeed, they do for this sample.
The correlation coefficients are 0.36 (significance 1%) between the original anti-director rights index
(La Porta et al. 1998) and ITL; 0.27 (significance 1%) between the revised anti-director rights index
(Djankov et al. 2006) and ITL; and 0.44 (significance 1%) between the anti-self-dealing (Djankov et al.
2006) index.
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trading.** The more competitive the market for corporate control, the
greater the potential profits from trading on the basis of private information
about an impending takeover, because greater competition increases take-
over premia (Burkart et al. 1998). The market for corporate control is less
competitive when control is more closely held, as it tends to be among
firms in civil law countries (see, e.g., Dyck and Zingales 2004; Nenova
2003). In addition, holdout problems are less severe when ownership is
more concentrated, as it tends to be in firms in civil law countries, driving
down the price of corporate acquisitions. For these reasons, corporate take-
overs may present less lucrative trading opportunities in civil law countries,
other things equal. In short, if the market for corporate control is less com-
petitive in civil law countries than in common law countries, this may
partly explain the apparent irrelevance of insider trading laws to corporate
valuation in the sample civil law firms to the extent that most insider trad-
ing occurs around takeovers.*’

Therefore, I control for three measures of the market for corporate
control. First, I control for the average percent of acquisitions that were
successful between January 1, 1990 and December 31, 1999 from Bris
(2005). Second, I control for the ratio of the average per capita market
value of acquisitions in constant U.S. dollars between January 1, 1990 and
December 31, 1999 from Bris (2005) to GDP in 1995 U.S. dollars. Finally,
I control for the average percent of acquisitions that were hostile between
January 1, 1990 and December 31, 1999 from Bris (2005). In addition to
the preceding measures of the market for corporate control, I also use the
mean and median values of the block premium as a percentage of firm eq-
uity value from Dyck and Zingales (2004). Dyck and Zingales (2004) use
the block premium to infer the private benefits of control across countries.
The block premium may also be a proxy for the degree of competition in
the market for corporate control, a higher (lower) block premium suggest-
ing less (more) competition in the market for corporate control. Bris’
(2005) corporate control and Dyck and Zingales’ (2004) block premia data
are described in greater detail in Table 2. Alternately controlling for the

46 Two recent studies that document insider trading around corporate takeovers are Ackerman and
Maug (2006) and Bris (2005). Bris (2005) studies the relationship between the profitability of insider
trading around corporate takeovers and insider trading law and enforcement, finding that insider trading
is less profitable when the law is more stringent. Ackerman and Maug (2006) study the relationship
between insider trading laws and enforcement and the predictability of takeover announcement returns
and find that there is less private information trading in stock markets governed by more stringent in-
sider trading laws. Both Bris (2005) and Ackerman and Maug (2006) use Beny’s (2005) index of in-
sider trading law.

47 Bris’ (2005) data suggest that the likelihood of a corporate takeover is greater in common law
countries, although the relative market value of a corporate takeover seems to be larger in civil law
countries. It is unclear which way this information cuts.
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preceding measures of the market for corporate control and the block pre-
mium does not alter the results.”®

Seventh, the identity of the controlling shareholder may be relevant if
different controlling shareholders have different incentives to extract pri-
vate benefits of control. For example, a controlling shareholder that is a
family may have stronger incentives or proclivity to engage in insider trad-
ing than a controlling shareholder that is a corporation. Perhaps civil law
and common law countries have a differential prevalence of types of con-
trolling shareholders. Thus, I control for the controlling shareholder’s iden-
tity using La Porta et al.’s (2002) data (see Table 2). This does not change
the results.

The results are also robust to controlling for GDP per capita. In fact,
the civil law countries of my sample have slightly higher average GDP per
capita than the common law countries, although the difference is statisti-
cally insignificant. Finally, I check whether any country drives the results
by sequentially dropping each country from the regressions in Table 7. No
single country drives the results.

VI. CONCLUSION

This article yields two main findings. First, for the sample firms in
common law countries, insider trading laws and enforcement are positively
associated with higher corporate valuation. This evidence supports the
claim that insider trading regulation mitigates agency costs. In contrast, the
relationship between valuation and insider trading law is negative (but gen-
erally insignificant) for the firms in civil law countries. Second, the results
do not support the notion that cash flow ownership and insider trading laws
are substitute means to control agency costs. If anything, the results sug-
gest that insider trading laws and equity ownership are complementary
ways to mitigate agency costs, although this finding is generally statistically
insignificant.

The result that insider trading laws are positively associated with cor-
porate valuation in the common law countries but not in the civil law coun-
tries, even though I control for many relevant characteristics that may sys-
tematically differ between common and civil law countries, is puzzling.
There are at least two possible explanations for this result. The first poten-

48 None of the coefficients on Bris’ (2005) acquisition measures is significant. However, the
coefficients on Dyck and Zingales’ (2004) block premia measures—mean block premium and median
block premium—are negative and significant at the 1% and 5% levels, respectively.

49 Hung and Trezevant (2004) find that insiders of Southeast Asian firms that are controlled by the
wealthiest families seem to be especially aggressive in trading on inside information. Their data are for
firms in Indonesia, Malaysia, the Philippines, and Thailand. My sample does not include firms from any
of these countries.
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tial explanation is an economic rationale. Demsetz (1986) and Bhide
(1993) suggest that insider trading laws have a perverse effect on corporate
value by reducing large shareholders’ incentives to engage in corporate
monitoring because these laws reduce insider trading profits, which com-
pensate for such monitoring. Perhaps the results can be seen in this light—
that is, insider trading laws may discourage large shareholders from moni-
toring in civil law countries but not in common law countries. However,
the negative relationship between insider trading laws and corporate valua-
tion among the civil law firms is generally statistically insignificant, which
is inconsistent with Demsetz’ (1986) and Bhide’s (1993) hypothesis. In-
stead, the results suggest that insider trading laws may have a beneficial
impact on monitoring at best and no effect at worst.

The second potential explanation for the difference between common
law and civil law firms is a legal/institutional rationale. More specifically,
insider trading laws may be relatively ineffective in civil law countries.
Indeed, recent research suggests that insider trading laws are less effective
in countries where investor protections are relatively weaker, as in civil law
countries. Durnev and Nain (2005) argue that, where investor protection is
sufficiently weak and controlling shareholders are prohibited from trading,
these shareholders may compensate for lost trading profits by engaging in
various covert forms of expropriation. In addition, Durnev and Nain (2005)
find that if investor protection is sufficiently weak, “private information
trading may remain unchanged and even increase in the presence of insider
trading restrictions” (Durnev and Nain 2005, 22).*® Similarly, Grishchenko
et. al. (2002) find that “stocks . . . that provide better investor protection
[and information disclosure] exhibit less private information trading”
(Grishchenko et. al. 2002, 1). In contrast, Durnev and Nain (2005) find that
insider trading laws unambiguously reduce private information trading “in
countries where shareholder rights are well protected” (Durnev and Nain
2005, 22)°' Furthermore, Bhattacharya and Daouk (2005) suggest that the
cost of equity (a proxy for agency costs) may actually increase when a
country merely enacts, but does not enforce, insider trading legislation.

The problem with the legal/institutional explanation is that the com-
mon law-civil law dichotomy is robust to controlling for various legal and
institutional differences among the countries in my sample. Nevertheless,
the robustness of the dichotomy to such controls may arise because the ex-
isting legal and institutional data are unsatisfactory. If that is the case,

50 According to Dumnev and Nain (2005), “[t]he opaque informational environment that often
accompanies covert activities of controlling shareholders can, in tum, increase the information acquisi-
tion activity of market professionals who trade at the expense of uninformed investors” (Durnev and
Nain 2005, 25).

51 Similarly, Ackerman and Maug’s (2005) evidence suggests that insider trading laws have a
greater impact “in countries with more effective” judicial systems; but, there is no reason to expect
judiciaries to be more efficient in common law countries than in civil law countries.
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comparative law and finance scholars ought to construct better measures of
the legal order and, particularly, the securities regulatory and enforcement
environment (see La Porta et al. 2006 for a recent comparative study of
securities laws and enforcement).

Over the past two decades, there has been a concerted international ef-
fort to encourage countries to adopt insider trading laws and to vigorously
enforce such laws (Haddock and Macey 1986; Gevurtz 2002). However,
the results of this article suggest that insider trading laws are not uniformly
associated with corporate valuation, a proxy for agency costs, across coun-
tries. Indeed, the results suggest that insider trading laws may not be an
effective way to reduce agency costs in civil law countries. Consequently,
this article’s results could be read to support contractualists who oppose a
one-size-fits-all approach (i.e., a mandatory prohibition) to insider trading
(Carlton and Fischel 1983; Haddock and Macey 1987; and Epstein 2004).”

Such a reading of the results of this article is unwarranted, however. If
the contractualists are to satisfy the burden of proving that mandatory in-
sider trading laws exacerbate agency costs, they must show that stringent
insider trading laws have a negative net impact on corporate valuation.®
Thus far, they have not met this burden. Moreover, the evidence in this
article does not support such a claim. Rather, I find that insider trading
laws are either positively associated with corporate value (in common law
countries) or are unrelated to corporate value (in civil law countries). In
addition, private contractual approaches to insider trading are inherently
problematic because of transaction costs, uncertainty, and externalities,>
and may be unenforceable by private parties (see, e.g., Easterbrook 1985;
Cox 1986). Furthermore, the apparent insignificance of insider trading laws
to firms in civil law countries may stem from relatively lax enforcement of
these laws in civil law countries (see Jackson and Roe 2006). If that is the
case, the appropriate policy response may be greater sanctions and more
stringent enforcement, not repeal of insider trading laws, in the latter coun-
tries.

52 The reader will recall that contractualists include those who believe that insider trading miti-
gates the agency conflict (e.g., Carlton and Fischel 1983) and those who espouse the intermediate,
agnostic position (e.g., Haddock and Macey 1987; Epstein 2004).

53 The near-universal illegality of insider trading arguably places the burden on opponents of
insider trading regulation to show that such regulation is more costly than beneficial, since they seek to
change the status quo.

54 Negative externalities are an especially important consideration in the insider trading debate,
which both this article and much of the agency literature on insider trading abstract from. Studies that
address some potential negative external effects of insider trading include Baiman and Verrecchia
(1996); Beny (2005, 2007); Bhattacharya and Daouk (2002); Bushman et al. (2005); Cox (1986); Du
and Wei (2004); Fishman and Hagerty (1992); Georgakopoulos (1993); Goshen and Parchomovsky
(2001); Klock (1994); Kraakman (1991); and Shin (1996). Glaeser et al. (2001) address the general
issue of public versus private regulation of stock markets.
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In conclusion, while the results of this article suggest that the intra-
firm impact of insider trading laws may depend on the local context in
which such laws are applied (or not applied, as the case may be), they do
not support calls for deregulation of insider trading.
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Summary of Testable Hypotheses

Hypothesis Dependent Variable Hypothesized Relationship
to Corporate Value
H1 Insider Trading Law Positive
H2 Cash Flow Ownership of the Controlling Shareholder Positive
H3 Insider Trading Law*Cash Flow Ownership Negative

of the Controlling Shareholder

Table 1
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Description of Variables

Dependent Variables

Tobin's Q

Tobin's Q is defined as the market vatue of assets divided by their replacement vatue at the close of
the most recent fiscal year. The market value of assets is measured by the book value of 2ssets minus
the book value equity minus deferred taxes plus the market value of common stock. The replacement
value of assets is approximated by the book value of assets (La Porta ct al. 2002).

Industry-Adjusted
Tobin's Q

The industry-adjusted Tobin's Q for a given firm is defined as the difference between that firm’s To-
bin’s Q and the world median Tobin's Q among firms in the same industry. Industry reference groups
are defined at the three-digit S.1.C. level if there are at least five WorldScope firms (not including the
sample firms) in the group and, if not, at the two-digit S.L.C. level (La Porta et al. 2002).

Cash Flow to
Price Ratio

The cash flow to price ratio is computed as the sum of {pet income before extraordinary
items) and depreciation. When cash flow is negative, the cash flow to price ratio is assigned a missing
value. The average cash flow to price ratio for the three most recent fiscal years is reported in U.S.
dollars. Price, in U.S. dollars, is the market vatue of common equity at the end of the most recent
fiscal year (La Porta et al. 2002).

Industry-Adjusted
Cash Flow 1o
Price Ratio

The industry-adjusted cash flow to price ratio is defined as the difference between the firm's cash

flow to price ratio and the world median cash flow to price ratio among firms in the same industry.
Industry control groups arc defined in the same manner as for industry-adjusted Tobin's Q (sec above)
(La Porta et al. 2002).

Insider Trading Law Variables

Tipping

Tippi.ng equals 1 if corp insiders are prohibited from tipping outsiders (tippees) about material
ion and/or ging them to trade on such information for personal gain; equals
0 other\wse (Gaillard 1992; Stamp and Welsh 1996).

Tippee

Tippee equals 1 if tippees, like corp insiders, are prohibited from trading on material nonpublic
information that they have received from corporate insiders; equals 0 otherwise (Gaillard 1992;
Stamp and Welsh 1996).

Damages

Damages equals 1 if p 1 monetary penalties for ing insider trading laws are proportional to
insiders’ trading profits; equals 0 otherwise (Gaillard 1992; Stamp and Welsh 1996).

Criminal

Crimina! equals 1 if violation of insider trading laws is a potential criminal offense; equals 0 other-
wise (Gaillard 1992; Stamp and Welsh 1996).

Private

Private equals 1 if private parties have a private right of action against parties who have violated the
country's msider trading laws (Gaillard 1992; Stamp and Welsh 1996).

ITL

The aggregate insider trading law index, ITL, equals the sum of (1) Tipping; (2) Tippee; (3) Damages;
(4) Criminal; and (5) Private. Equivalently, the sum of Scope, Sanction and Private. IT Law ranges
from 0 to 5, with 0 representing the most lax formal insider trading law and 5 representing the most
restrictive insider trading law (Gaillard 1992; Stamp and Welsh 1996).

Enforced

A proxy for actual enforcement, Enforced by 1994 is an indicator variable that equals 1 if the
country’s insider trading law has been enforced for the first time by the end of 1994 (Bhattacharya
and Daouk 2002).

ITL*Enforced

IT Law times Enforced by 1994.

Ownership and Contro! Variables

Control Rights

“The fraction of the firm's voting rights, if any, owned by its controlling shareholder. To measure con-
trol we combine a sharcholder’s direct (i.c., through shares registered in her name) and indirect (i.e.,
through shares held by entities that, in turn, she controls) voting rights in the firm. A shareholder has
an x% indirect control over fimm A if: (1) she controls directly firm B which, in turn, directly controls
x% of the votes in firm A; or (2) she controls directly firm C which in tumn controls firm B (or a se-
quence of firms leading to firm B each of which has control over the next one, i.e., they form a control
chain) which, in turn, directly controls x% of the votes in firm A. A group of n companies form a
chain of control if each firm 1 through # - 1 controls the consecutive firm. A firm in our sample hasa
controlling shareholder if the sum of her direct and indirect voting rights exceeds 10%. When two or
more sharcholders meet our criteria for control, we assign control to the shareholder with the largest
(direct plus indirect) voting stake” (La Porta et al. 2002, 1157).

Cash Flow Rights

‘“Ultimate cash flow right of the controlling shareholder in the sample firm. CF Rights are computed
as the product of all the equity stakes along the control chain (see description of Control Rights for an
explanation of ‘control chains’y” (La Porta et al. 2002, 1157).

Country-Adjusted
Cash Flow Rights

Calculated by taking the difference between the cash flow ownership of the controlling owner of a
given firm and the countrywide mean cash flow ownership of controlling shareholders (La Porta et
al. 2002).

Table 2 (page 1 of 3)
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Description of Variables

Additional Variables
Sales Growth Sales growth is computed by the geometric average annual percentage growth in lagged net sales for
up to three years conditional on availability of the data. Sales are reported in U.S. dollars (La Porta
etal. 2002).
Industry-Adjusted Industry-adjusted sales growth is defined as the difference between the firm’s sales growth (SG) and

the world median SG among firms in the same industry. Industry control groups are defined in the

Sales Growth same manner s for industry-adjusted Tobin®s Q (see above) (La Porta et al. 2002).

Common Law A dummy variable that equals 1 if the legal origin of the country is English common law and 0
otherwise (La Porta et al. 1998; CIA 2000).

Industry Industry reference groups are defined at the three-digit S.1.C. level if there are at least five World-
Scope firms (not including the sample firms) in the group and, if not, at the two-digit S.I.C. level (La
Porta et al. 2002).

Rule of Law The rule of law measure is an *{a]ssessment of the law and order tradition in the country. Average of
the months of April and October of the monthly index between 1982 and 1995. Scale from 0 to 10,
with lower scores for less tradition for law and order” (La Porta et al. 1998, 1124). La Porta et al.
(1998) compile this variable from the International Country Risk Guide. A higher rule of law score
signifies that the legal system is relatively more capable of resolving disp

Judicial Efficiency The index of judicial efficiency is an “{a]ssessment of the ‘efficiency and integrity of the legal envi-
ronment as it affects business, particularly foreign firms, ™ averaged from 1980-1983 (La Porta et al.
1998, 1124). La Porta et al. (1998) get this variable from Business International Corporation.

Stock Market Stock market liquidity is measured as stock market value traded divided by GDP (World Bank 1995).

Liquidity

Firm Liquidity Individual firm liquidity is measured as the average monthly turnover ratio, i.., the total value traded
divided by total market capitalization, from January 1, 1994 to December 1, 1996. (Thompson
Financial 2007).

Disclosure Index The Disclosure index equals the arithmetic average of five separate indices of information that firms
are legally required to include in their prosp (1) Compensation; (2) Shareholders; (3) Inside
Ownership; (4) Iregular G
(1) Compensation is “faln index of prosp discl ding the jon of

the Issuer ‘sdirectors and key oﬂiom Equals 1 if the law or the listing rules require that the compen-
sation of each director and key officer be reported in the prospectus of a newly-listed firm; equals .5 if
only the aggregate compensation of directors and key officers must be reported in the prospectus of a
newly listed firm; and equals 0 when there is no requi to disclose the comp ion of di

and key officers in the prospectus for a newly listed firm” (La Porta et al. 2006, 6). The Issuerisa
domestic corporation that raises capital through an initial public oﬂ'enng of common shares. (Id.)

(2) Shareholders is “{a}n index of discl g g the Issuer's equity ownership
structure. Equals 1 if the law or the listing n.llcs require disclosing the name and ownership stake of
each shareholder who, directly or indirectly, controls 10% or more of the Issuer 's voting securities;
equals .5 if reporting requirements for the Jssuer’s 10% shareholders do not include indirect owner-

ship or if only their aggregate hip needs to be disclosed; and equals O when the law does not
require disclosing the name and owncrshxp stake of the Issuer s 10% shareholders. [No distinction
is drawn b ] large sharehold: imposed on firms with those imposed on

large shareholders themselves” (La Poﬂa et al 2006 6)

(3) Inside Ownership is “{a]n index of prosp the equity
ownership of the Issuer ‘s shares by its dxmctors and key officers. Equals 1 if the law or the listing
rules require that the ownership of the Issuer 's shares by each of its directors and key officers be
disclosed in the prospectus; equals .5 if only the aggregate number of the Issuer ‘s shares owned by

its directors and key officers must be disclosed in the prospectus; and equals 0 when the ownership

of Issuer ‘s shares by its directors and key officers need not be disclosed in the prospectus” (La Porta
et al. 2006, 6).

(4) Irregular contracts is *{a]n index of prosp discl g the Issuer ‘scon-
tracts outside the ordinary course of business. Equals 1 if the Iaw or the hstmg rules require that the
terms of material contracts made by the Issuer outside the ordinary course of its business be disclosed
in the prospectus; equals .5 if the terms of only some material contracts made outside the ordinary
course of business must be disclosed; and equals 0 othcrwtsc (La Porta et al. 2006 6).

(5) Transactions is *{a]n index of the prosp di

between the Issuer and its directors, oﬂicers, and/or large shmholdm (ie., n:la:ed parties’). Equals
1 if the law or the listing rules require that e/ transactions in which related parties have, or will have,
an interest be disclosed in the prospectus; equals .5 if only some transactions between the Issuer and
related parties must be disclosed in the prospectus; and equals 0 if transactions between the Issuer and
related parties need not be disclosed in the prospectus” (La Porta et al. 2006, 6).
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Description of Variables

Additional Variables

Index signs a rating to companies’ I990unnualrepomonlhebasisoftheirinchmionorcxchxsionofnincly
items. The ninety items are divided mtoscvmeaxegnna(gmanl ion, income

balance gheets, funds flow dard. nockdam,andspecmhtems) For each

country, the index is based on inati ofu inil of three p ‘The companies repre-

sent a cross-section of various industries. 70% are industrial companies, while the ining 30% are
financial companies (La Porta et al. 1998).

Accounting Standards | The ing index is of the quality of i dards. The ing index as-

Perception of The perception of insider trading is based on a survey that asks corp jves many

Insider Tradi ing including whether umdet tmlmg is common in their domestic stock markets. The variable ranges
from 1 to 6, with 1 i that i stmnglyagree and 6 indicating that corporate

executives strongly disagree, that ms:dcr trading is common in their domestic stock markets (World

Economic Forum 1996).

Control Wedge The control wedge is the difference between the controlling sharcholder’s control rights and cash flow
rights (La Porta et al. 2002).

Original The original anti-director rights index is “{flormed by adding ! when: (1) the country allows share-
Anti-Director holders to mail the proxy vote to the firm; (2) shareholders are not required to deposit their shares
) prior to the general shareholders’ meeting; (3) cumulative voting or proportional representation of
nghls Index minorities in the board of directors is allowed; (4) an opp d minorities hanism is in place;
(5) the minimum percentage of share capital that entitles a to call for an

sharcholders meeting is less than or equal to 10% (the sample median); or (6) shareholders have
preemptive rights that can be waived only by a shareholders’ vote. The index ranges from 1 to 6” (La
Porta et al. 1998, 1123).

Revised The revised anti-director rights index “relics on the same basic dimensions of corporate law [as the
Anti-Director original anti-director rights index] but defines them with more precision. . . . The general principle

. behind the construction of the revised anti-director rights index is to associate better investor protec-
nghls Index tion with laws that explicitly mandate, or sct as a default rule, provisions that are favorable to minor-
ity sharcholders” (Djankov et al. 2006, 30).

A mi.self.DeaIing ‘The average of the ex-ante and ex-post indices of the private control of sclf-dealing transactions. The
Index index of ex-ante control of sclf-dealing transactions is the “{a]verage of approval by disinterested
shareholders and ex-ante disclosure” (Djankov ct al. 2006, 47). The index of ex-post control of self-
dealing transactions is the “[{a]verage of disclosure in periodic filings and ease of proving wrongdo-
ing” (Djankov et al. 2006, 48).

Measures Of The three measures of the market for corporate control include: (1) the average percent of acquisi-
the Marketfor tions that were successfu) between January 1, 1990 and December 31, 1999; (2) the average per
capita market value of acquisitions in constant U.S. dollars between January 1, 1990 and December
Corporate Control 31, 1999 divided by GDP in 1995 U.S. dollars; and (3) the average percent of acquisitions that were
hostile between January 1, 1990 and December 31, 1999. The corporate control data come from Bris
(2005), whose “total sample includes all tak that took place between January
1, 1990 and D ber 31, 1999, available in the Securities Data C: Mergers and Acquisi-
tions database. Only public ies are idered, and ['he] Tude(s) LBO deals, spmoﬁ's
recapitalizations, self-tender and exch offers, repurch ity stake h i
of remaining interest, and privatizati Second and sut bids that occur within a wmdow
of four years relative to an initial are excluded. A bid is idered Hostile when the
board officially rejects the offer but the acquiror persists with the takeover, or if the offer is a surprise
to the target’s board and the [board] has not yet given a dation. A deal is ful when
it has been either totally or partially completed” (Bris 2005, Table 1,272). The GDP data come from
the World Bank World Development Report CD-ROM (2003).

Block Premium The block premium is “the difference between the price per share paid for the control block and the
price on the Exchange two days after the announcement of the control transaction, divided by the
price on the Exch after the and multiplied by the proportion of cash flow rights

represented in the controlling block™ (Dyck and ngalcs 2004, 547). Dyck and Zingales (2004) esti-
mate control block premia for 39 countries using 393 controlling block sales between 1990 and 2000.

Controlling This variable is a dummy variable that represents the controlling sharcholder’s identity: family, corpo-
Shareholder’s ldemi!y ration, financial institution, the state, a foreign state, or other (La Porta ¢t al. 2002).
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The table reports means and medians of key variables by insider trading regime.
Countries with a value of ITL*Enforced that is greater than the median of two
are classified as High ITL regimes, while those with a value of ITL*Enforced that
is less than or equal to two are classified as Low ITL regimes. N is the total
number of firms observed for each country; ITL is the index of insider trading law;
Enforced equals 1 if the country’s insider trading law was enforced at least once
before 1994, and 0 otherwise; Tobin’s Q is Tobin’s Q from La Porta et al. (2002);
Cash Flow Ownership is the fraction of common equity owned by the controlling
shareholder from La Porta et al. (2002); and Sales Growth is the growth of sales,
expressed in percentage terms, from La Porta et al. (2002).

All variables are described in detail in Table 2.

Means and Medians by Insider Trading Regime
N | ITL | Enforced | ITL* Tobin’s | Cash Flow | Sales
Enforced Q Ownership | Growth
All Countries 537
Mean 322 0.55 1.84 1.56 0.29 0.15
Median 3.00 1.00 2.00 1.30 0.24 0.12
Low ITL Regimes
Australia 20
Mean 4.00 0.00 0.00 1.41 0.25 0.15
Median 4.00 0.00 0.00 1.37 0.28 0.15
Austria 20
Mean 2.00 0.00 0.00 1.17 0.47 0.13
Median 2.00 0.00 0.00 1.12 0.51 0.09
Denmark 20
Mean 3.00 0.00 0.00 1.92 0.30 0.16
Median 3.00 0.00 0.00 1.50 0.27 0.11
Germany 20
Mean 3.00 0.00 0.00 1.41 0.30 0.12
Median 3.00 0.00 0.00 1.19 0.27 0.07
Greece 20
Mean 2.00 0.00 0.00 1.98 0.48 0.25
Median 2.00 0.00 0.00 1.67 0.53 0.22
Ireland 20
Mean 4.00 0.00 0.00 131 0.29 0.15
Median 4.00 0.00 0.00 1.29 0.18 0.13
Italy 20
Mean 3.00 0.00 0.00 1.10 0.35 0.13
Median 3.00 0.00 0.00 1.03 0.30 0.07
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Means and Medians by Insider Trading Regime
N | ITL | Enforced | ITL* Tobin’s | Cash Flow | Sales
Enforced Q Ownership | Growth

Japan 20

Mean 2.00 1.00 2.00 1.66 0.25 0.02

Median 2.00 1.00 2.00 1.33 0.16 0.01
Mexico 20

Mean 1.00 0.00 0.00 1.65 0.36 0.09

Median 1.00 0.00 0.00 1.64 0.34 -0.04
New Zealand 20

Mean 4.00 0.00 0.00 1.53 0.24 0.17

Median 4.00 0.00 0.00 1.33 0.23 0.17
Norway 20

Mean 1.00 1.00 1.00 1.36 0.27 0.16

Median 1.00 1.00 1.00 1.14 0.23 0.14
Portugal 20

Mean 4.00 0.00 0.00 1.20 046 0.24

Median 4.00 0.00 0.00 1.09 0.51 0.20
Spain 20

Mean 4.00 0.00 0.00 1.18 0.26 0.09

Median 4.00 0.00 0.00 1.16 0.21 0.05
Switzerland 20

Mean 3.00 0.00 0.00 1.71 0.34 0.15

Median 3.00 0.00 0.00 1.34 035 0.11
Low ITL Overall 280

Mean 2.86 0.14 0.21 1.47 0.33 0.14

Median 3.00 0.00 0.00 1.27 0.29 0.10

High ITL Regimes

Argentina 19

Mean 3.00 1.00 3.00 1.25 0.39 0.15

Median 3.00 1.00 3.00 1.15 0.39 0.13
Belgium 20

Mean 3.00 1.00 3.00 1.33 0.29 0.14

Median 3.00 1.00 3.00 1.22 0.29 0.09
Canada 20

Mean 5.00 1.00 5.00 1.97 0.25 0.18

Median 5.00 1.00 5.00 1.75 0.16 0.17
Finland 20

Mean 3.00 1.00 3.00 1.17 0.30 0.16

Median 3.00 1.00 3.00 1.10 0.23 0.15
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Means and Medians by Insider Trading Regime
N | ITL | Enforced | ITL* Tobin’s | Cash Flow | Sales
Enforced Q Ownership | Growth

France 20

Mean 4.00 1.00 4.00 1.38 0.02 0.10

Median 4.00 1.00 4.00 127 0.18 0.08
Hong Kong 20

Mean 3.00 1.00 3.00 1.49 0.32 0.16

Median 3.00 1.00 3.00 1.16 0.27 0.11
Israel 19

Mean 3.00 1.00 3.00 1.27 0.24 0.16

Median 3.00 1.00 3.00 1.17 0.19 0.13
Netherlands 20

Mean 3.00 1.00 3.00 2.06 0.33 0.18

Median 3.00 1.00 3.00 1.74 0.26 0.13
Singapore 20

Mean 4.00 1.00 4.00 1.76 0.31 0.23

Median 4.00 1.00 4.00 1.55 0.29 0.26
South Korea 19

Mean 5.00 1.00 5.00 1.14 0.18 0.19

Median 5.00 1.00 5.00 1.07 0.17 0.21
Sweden 20

Mean 3.00 1.00 3.00 1.45 0.12 0.18

Median 3.00 1.00 3.00 1.21 0.07 0.16
United Kingdom 20

Mean 3.00 1.00 3.00 2.15 0.14 0.12

Median 3.00 1.00 3.00 1.72 0.12 0.10
United States 20

Mean 5.00 1.00 5.00 2.98 0.20 0.12

Median 5.00 1.00 5.00 - 3.08 0.17 0.10
High I7L Overall 257

Mean 3.61 1.00 3.61 1.65 0.26 0.16

Median 3.00 1.00 3.00 1.31 0.19 0.13
Difference of Means
Low /TL vs. High ITL -0.76* | -0.86° -3.40° -0.18 0.07° -0.02¢
(t-statistic)
Difference of Medians
Low ITL vs. High ITL 0.34 - 533.00 0.82 18.30° 6.05°
(Chi? statistic)

*++ The superscripts a, b, and ¢ denote statistical significance at the 1%, 5%, and 10% levels, respectively.
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The table reports means and medians of key variables by legal origin, common
law or civil law. N is the total number of firms observed for each legal origin;
ITL is the index of insider trading law; Enforced equals 1 if the country’s
insider trading law was enforced at least once before 1994, and 0 otherwise;
Tobin’s Q is Tobin’s Q from La Porta et al. (2002); Cash Flow Ownership is the
[fraction of common equity owned by the controlling shareholder from La Porta
et al. (2002); and Sales Growth is the growth of sales, expressed in percentage
terms, from La Porta et al. (2002). All variables are described in detail in Table 2.

Means by Legal Origin

N | ITL | Enforced | ITL* Tobin’s | Cash Flow | Sales
Enforced Q Ownership | Growth

Common Law 179 | 2.88 0.50 1.49 1.45 0.25 0.14
Civil Law 358 | 1.77 0.25 2.55 1.77 0.32 0.16
Difference of Means

Civil Law vs. Common Law [ -1.01*| -0.17° -1.07° 1.56* 0.07 -0.02

(t-statistic)

*h= The superscripts a, b, and ¢ denote statistical significance at the 1%, 5%, and 10% levels, respectively.

Table 4

This table presents pairwise correlation coefficients for Tobin’s Q, the insider
trading law and enforcement measures (ITL, Enforced, and ITL*Enforced),
Cash Flow Ownership and Sales Growth. All variables are described in detail in
Table 2. The numbers in parentheses are the probability levels (p-values) at which
the null hypothesis of zero correlation can be rejected in two-tailed tests.

Correlation Matrix
ITL Enforced ITL* Tobin’s | Cash Flow | Sales
Enforced o Ownership | Growth
ITL 1.00
Enforced 0.12* (0.0) 1.00
ITL*Enforced | 0.45* (0.00)| 0.90* (0.00) 1.00
Tobin's Q 0.09® (0.05)] 0.11* (0.01)] 0.17* (0.00) 1.00
gf:egz;; -0.15* (0.00)1-0.19* (0.00)]-0.20* (0.00)| 0.04 (0.38) 1.00
Sales Growth | 0.12* (0.01)} 0.02 (0.68)] 0.05 (0.28)] 0.23* (0.00)] 0.06 (0.18) 1.00
"< The superscripts 8, b, and ¢ denote statistical significance st the 1%, 5%, and 10% levels, respectively.

Table 5
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The table presents random effects regressions for the dependent variable,
Log(1+Tobin’s Q), where Tobin’s Q is adjusted by industry, as described
in Table 2. Standard errors are reported in parentheses.

All variables are described in detail in Table 2.

Random Effects Regressions

PANEL A
Dependent Variable: Log(1+Tobin’s Q)
Independent Variable (1) 2) 3) L))
Sales Growth 0.69 (0.13) | 069 (0.14) | 0.68 (0.14) | 0.68 (0.14)
H1: ITL 0.01 (0.04) 0.00 (0.05)
H2: Cash Flow Ownership 0.15¢ (0.09) 0.04 (0.31)
H3: Cash Flow Ownership*ITL 0.05¢ (0.03) | 0.04 (0.09)
Constant -0.02 (0.15) | -0.04 (0.06) { -0.04 (0.05) | 0.05 (0.18)
Number of Observations 538 538 538 538
© 25.39 28.46 28.69 28.70
Prob >y 0.00° 0.00 0.00* 0.00*
< The superscripts 8, b, and c denote statistical significance at the 1%, 5%, and 10% levels, respectively.
PANEL B
Dependent Variable: Log(1+Tobin’s ()
Independent Variable ) ) A3 “)
Sales Growth 0.68* (0.14) | 068 (0.13) | 068 (0.14) | 0.68 (0.14)
H1: ITL*Enforced 0.03 (0.02) 0.03 (0.03)
H2: Cash Flow Ownership 0.15¢ (0.09) 0.12 (0.13)
H3: Cash Flow Ownership*ITL \

*Enforced 0.06® (0.03) | 0.02 (0.05)
Constant -0.05 (0.06) | -0.04 (0.06) | -0.03 (0.05) | -0.09 (0.08)
Number of Observations 537 537 537 537
v 26.85 28.34 29.28 30.59
Prob > 0.00* 0.00* 0.00* 0.00°*

b= The superscripts 8, b, and ¢ denote statistical significance at the 1%, 5%, and 10% levels, respectively.

Table 6
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The table presents random effects regressions for the dependent variable,
Log(1+Tobin’s Q), where Tobin’s Q is adjusted by industry, as described in
Table 2. C_ITL is mean-centered ITL, i.e., the difference between the country’s
ITL and the world mean of ITL. All variables are described in detail in Table 2.

Random Effects Regressions (Heterogeneity)

Dependent Variable: Log(1+Tobin’s Q)

Independent Variable ) ) 3) “)
(1) Sales Growth 0.69* (0.13) | 0.70* (0.13)| 0.69* (0.14) | 0.6%* (0.14)
()C_ITL -0.09 (0.06) | -0.09° (0.06)
(3) C_ITL*Enforced -0.07 (0.07) |-0.08 (0.07)
(4) C_ITL*Common Law 0.28 (0.11) | 0.22¢ (0.12)
(5) C_ITL*Enforced*Common Law 0.30° (0.11) } 0.27° (0.11)
(6) Cash Flow Ownership 0.17 (0.11) | 0.20° (0.11)| 0.17¢ (0.10) |} 0.21° (0.10)
(7) Cash Flow Ownership .
*Common Law -0.27 (0.21) | -041° (0.25)1-0.15 (0.18) }-0.28 (0.21)
(8) Cash Flow Ownership*C_ITL 0.02 (0.12)) 003 (0.12)
(9) Cash Flow Ownership*C_ITL
" *Common Law 028 (0.25)| 035 (0.26)
(10) Cash Flow Ownership
*Enforced*C_ITL 0.04 (0.05)| 0.04 (0.05)
(11) Cash Flow Ownership
*Enforced*C_ITL*Common Law 0.02 (0.07)| 0.02 (0.07)
(12) Common Law 0.13 (0.12) 0.12 (0.10)
(13) Constant -0.10° (0.05) | -0.13* (0.06) | -0.08 (0.05) | -0.12° (0.06)
Number of Observations 537 537 537 537
r© 41.03 42.19 4242 43.74
Prob > 2 0.00* 0.00 0.00* 0.00*

=54 The superscripts a, b, and ¢ denote statistical significance at the 1%, 5%, and 10% levels, respectively.

Table 7
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The table presents random effects regressions for the dependent variable,
Log(1+Tobin’s Q), where Tobin’s Q is adjusted by industry, as described in
Table 2. C_ITL is mean-centered ITL, i.e., the difference between the country’s
ITL and the world mean of ITL. Industry-Adjusted Sales Growth is the difference
between the firm’s sales growth and the world median sales growth among firms in
the same industry. Country-Adjusted Cash Flow Ownership is the difference be-
tween the controlling shareholder’s cash flow ownership and mean cash flow own-
ership for all firms in the country. Standard errors are reported in parentheses.

All variables are described in detail in Table 2.

Random Effects Regressions (Robustness)
Dependent Variable: Log(1+Tobin’s )
Independent Variable ) 2) 3) 4)
(1) Industry-Adjusted Sales Growth | 0.84* (0.14) | 0.84° (0.14) |} 0.83* (0.14) | 0.83° (0.14)
@ClIrL -0.09° (0.04) | -0.09° (0.04)
(3) C_ITL*Enforced -0.06 (0.06) | -0.06 (0.06)
(4) C_ITL*Common Law 0.22* (0.09)| 0.19* (0.10)
(5) C_ITL*Enforced*Common Law 0.23* (0.10) | 0.21° (0.11)
(6) Country-Adjusted b b b b
Cash Flow Ownership 0.22° (0.11) | 022° (0.11) | 0.22* (0.11) | 0.22° (0.11)
(7) Country-Adjusted
Cash Flow Ownership <037 (0.25)|-038 (0.25)]-029 (0.20) |-0.30 (0.20)
*Common Law
(8) Country-Adjusted
Cash Flow Ownership*c L | 906 (0-12)] 006 (0.12)
(9) Country-Adjusted
Cash Flow Ownership*C_ITL 0.19 (0.26) | 020 (0.26)
*Common Law
(10) Country-Adjusted
Cash Flow Ownership 0.18 (0.18 ] 0.19 (0.18)
*Enforced*C_ITL
(11) Country-Adjusted
Cash Flow Ownership 0.08 (0.28) | 0.08 (0.28)
*Enforced*C_ITL*Common Law
(12) Common Law 0.06 (0.09) 0.05 (0.08)
(13) Industry Dummies Yes Yes Yes Yes
(14) Constant 0.00 (0.07) | -0.01 (0.07) | 0.03 (0.06) | 0.01 (0.07)
Number of Observations 520 520 520 520
© 53.28 53.71 53.12 53.43
Prob > 0.00° 0.00 0.00° 0.00
&< The superscripts a, b, and ¢ denote statistical significance at the 1%, 5%, and 10% levels, respectively.

Table 8
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INSIDER TRADING, CHINESE WALLS,
AND BROKERAGE COMMISSIONS:
THE ORIGINS OF MODERN REGULATION OF
INFORMATION FLOWS IN SECURITIES MARKETS

Stanislav Dolgopolov®

ABSTRACT

This article examines the emergence of modern regulation of informa-
tion flows in securities markets in the form of restrictions on insider trading
and Chinese Walls within financial intermediaries during the 1960s and
early 1970s. It is argued that these regulatory developments can be traced
to the demise of the fixed brokerage commissions regime on the New York
Stock Exchange and other national securities exchanges and the corre-
sponding use of inside information by brokers as a means of competing for
brokerage revenues. In fact, the overall enforcement program of the SEC,
which led to insider trading regulation and the creation of Chinese Walls,
was strongly influenced by the existence of the fixed brokerage commis-
sions regime and the related concern about the representation of financial
institutions on corporate boards. This article also examines the evolution of
the fixed brokerage commissions regimes in the United Kingdom and Japan
and argues that such price controls strongly influenced insider trading prac-
tices and the emergence of the regulation of information flows in these
countries. '
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INTRODUCTION

The regulation of insider trading' and the existence of Chinese Walls
within financial intermediaries® are among the most important regulatory
developments for securities markets since the emergence of the system of
mandatory disclosure during the New Deal era. Yet, there is no clear an-
swer as to why these interrelated developments® materialized in the United
States during the 1960s and early 1970s without any congressional action to
amend the federal securities statutes or even in the absence of general rule-
making by the regulatory agency responsible for securities markets, the
United States Securities and Exchange Commission (“SEC” or “Commis-
sion”).* The historic and economic context of Cady, Roberts® and Merrill

b “Insider trading” generally refers to transactions in a company’s securities by corporate insiders

or their associates based on information originating within the firm that would, once publicly disclosed,
affect the prices of such securities, although the border between “inside” and “outside” information is
blurred from both the economic and regulatory perspectives. See generally Stanislav Dolgopolov,
Insider Trading, in THE CONCISE ENCYCLOPEDIA OF ECONOMICS 276 (David R. Henderson ed., 2d ed.
2007). For a selective mix of sources examining different aspects of the insider trading controversy, see
HENRY G. MANNE, INSIDER TRADING AND THE STOCK MARKET (1966); WILLIAM K. S. WANG & MARC
L. STEINBERG, INSIDER TRADING (2d ed. 2005); Utpal Bhattacharya & Hazem Daouk, The World Price
of Insider Trading, 57 J. FIN. 75 (2002); Arturo Bris, Do Insider Trading Laws Work?, 11 EUR. FIN.
MGMT. 267 (2005); Dennis W. Carlton & Daniel R. Fischel, The Regulation of Insider Trading, 35
STAN. L. REv. 857 (1983).

2 A “Chinese Wall” is defined as “a self-enforced informational barrier consisting of systematic,
as opposed to ad hoc, procedural and structural arrangements . . . designed to stem the flow of knowl-
edge (in particular, unpublished price sensitive information) between different divisions within a multi-
capacity financial intermediary with conflicting interests and obligations.” HARRY MCVEA, FINANCIAL
CONGLOMERATES AND THE CHINESE WALL: REGULATING CONFLICTS OF INTEREST 123 (1993). For
other representative works on Chinese Walls, see RALPH C. FERRARA ET AL., FERRARA ON INSIDER
TRADING AND THE WALL chs. 9-10 (2d ed. 2001 & Supp. 2007); Martin Lipton & Robert Mazur, The
Chinese Wall Solution to the Conflict Problems of Securities Firms, 50 N.Y.U. L. REV. 459 (1975);
Norman S. Poser, Chinese Wall or Emperor’s New Clothes? Regulating Conflicts of Interest of Securi-
ties Firms in the U.S and the U.K., 9 MICH. Y .B. INT’L LEGAL STUD. 91 (1988).

3 See Poser, supra note 2, at 103 (“[T]he concept of the Chinese Wall was created as a preventive
measure to control the specific problem of misuse of inside information by multi-service securities
firms.”).

4 On the other hand, the federal government had expressed concerns about insider trading prac-
tices as early as 1900, when a high-level study group observed that “the officers and directors of large
combinations [sometimes) have taken advantage of their inside knowledge of business to speculate on
the stock exchange in their own securities to the great detriment of the other shareholders.” U.S. INDUS.
COMM’N, PRELIMINARY REPORT ON TRUSTS AND INDUSTRIAL COMBINATIONS 34 (1900).

5 Cady, Roberts & Co., 40 S.E.C. 907 (1961). For sources discussing this decision, see MANNE,
supra note 1, at 37-39; F. Amold Daum & Howard W. Phillips, The Implications of Cady, Roberts, 17
Bus. Law. 939 (1962); Donald C. Langevoort, Rereading Cady, Roberts: The Ideology and Practice of
Insider Trading Regulation, 99 COLUM. L. REV. 1319 (1999); Jack M. Whitney II, Section 10b-5: From
Cady, Roberts to Texas Gulf: Matters of Disclosure, 21 BUS. LAW. 193, 198-200 (1965).
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Lynch’ the SEC’s seminal decisions that gave rise to the complex frame-
work of insider trading regulation and internal information barriers within
financial intermediaries, respectively, is not well understood. Rule 10b-5,’
which emerged as the principal legal weapon against insider trading during
that time period,® was initially designed by the regulatory agency to reach
clear fraud, such as spreading false information in order to make favorable
trades, rather than transacting on superior information in impersonal securi-
ties markets or transmitting such information within financial intermediar-
ies to secure gains for themselves or their clients.’

The same time period, the 1960s and early 1970s, marked the demise
of the fixed brokerage commissions regime that required minimum broker-
age charges for transactions in equities on national securities exchanges,
most importantly, the New York Stock Exchange (“NYSE” or “Ex-
change”).”® The rise of professional institutional investors and their even-

6 Merrill Lynch, Pierce, Fenner & Smith, Inc., 43 S.E.C. 933 (1968). For sources discussing this
decision, see FERRARA ET AL., supra note 2, § 9.02[1]; Harvey L. Pitt & Karl A. Groskaufmanis, Mini-
mizing Corporate Civil and Criminal Liability: A Second Look at Corporate Codes of Conduct, 718 GEO.
L.J. 1559, 1618 (1990); Poser, supra note 2, at 105-06, 127.

7 Exchange Act Release No. 3230, 1942 SEC LEXIS 485 (May 21, 1942) (adopting then-named
Rule X-10B-5).

8  See FERRARA ET AL., supra note 2, § 1.02[1][b] (stating that “[p]resent-day liability for insider
trading stems primarily from Section 10(b) of the Exchange Act and SEC Rule 10b-5 thereunder”)
(footnotes omitted). Before Rule 10b-5 became the main means of pursuing insider trading, its place
was occupied by Section 16(b) of the Securities Exchange Act of 1934, Pub. L. No. 73-291, 48 Stat.
881, 896, which only prescribed disgorging profits of directors, officers, and major shareholders from
“short-swing” transactions made within six months in equity securities listed on national securities
exchanges. Section 16(b) had a limited scope, and its passage could be explained not just by the con-
cern for the use of inside information but also by the goal of eliminating short-term speculative trading
by corporate insiders and hence their incentive to manipulate the stock price. See Steve Thel, The Gen-
ius of Section 16: Regulating the Management of Publicly Held Companies, 42 HASTINGS L.J. 391
(1991). Yet, Section 16(b) had not been entirely forgotten and toothless, being described by a contem-
porary commentator as “‘a constant source of litigation [and] a never-ending series of difficult ques-
tions.” Arthur H. Dean, Twenty-Five Years of Federal Securities Regulation by the Securities and
Exchange Commission, 59 COLUM. L. REV. 697, 701 (1959).

9 For the firsthand description of the circumstances surrounding the adoption of Rule X-10B-5 by
its principal drafter, see Milton V. Freeman, Administrative Procedures, 22 BUS. LAw. 891, 922 (1967).
Analyzing the SEC’s position expressed during various congressional hearings, Professor William H.
Painter concluded that “it is extremely doubtful that, prior to the Cady, Roberts & Co. case, the Com-
mission envisaged Rule 10b-5 as having any real application to insider trading beyond the fraud area.”
WILLIAM H. PAINTER, THE FEDERAL SECURITIES CODE AND CORPORATE DISCLOSURE § 5.09, at 223
(1979). See also Comment, The Prospects for Rule X-10B-5: An Emerging Remedy for Defrauded
Investors, 59 YALE L.J. 1120, 1137-38, 1143-54 (1950) (discussing the Rule’s applicability to insider
trading and exploring its potential scope).

10 The most readable and fascinating account of the demise of the fixed brokerage commissions
regime on the NYSE is CHRIS WELLES, THE LAST DAYS OF THE CLUB (1975). For another excellent
presentation of this subject, see JOEL SELIGMAN, THE TRANSFORMATION OF WALL STREET: A HISTORY
OF THE SECURITIES AND EXCHANGE COMMISSION AND MODERN CORPORATE FINANCE chs. 11-13
passim (3d ed. 2003).
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tual dominance of securities markets constituted the most powerful eco-
nomic force tearing down the status quo and forcing the brokerage industry
to resort to non-price competition to capture the lucrative business provided
by institutions." The much-awaited transition to negotiable rates occurred
on the famous “Mayday” of May 1, 1975.”2 By that time, however, the
price-fixing system had already been eroded by various “free” services,
secret rebates, and reciprocal business arrangements provided by brokers to
their preferred clients, such as institutional investors."

Upon observing such questionable practices in the brokerage industry,
the SEC became heavily involved in the management of the fixed broker-
age commissions regime by engaging in explicit and implicit ratemaking
and aggressively policing against various mechanisms of non-price compe-
tition." This surge of regulatory activism often expanded into other areas.
As SEC Chairman Manuel F. Cohen remarked in 1965, “Almost every
regulatory problem we have concerning the securities markets is related in
some way to the level or structure of the rates prescribed by the minimum
commission rules of the New York Stock Exchange.”” In fact, the SEC
attempted to retain the fixed brokerage commissions regime or, at least, to
manage the process of its deregulation, and the regulators focused on con-
trolling the regime’s impact on securities markets rather than quickly dis-
mantling it in favor of price competition.' The SEC had doubts about ne-
gotiable rates, favoring regulation instead, and seemed to operate under the
assumption that “a minimum commission schedule is necessary and appro-
priate to effective and efficient operation of an exchange.”” Phillip A.
Loomis, Jr., an influential SEC insider, probably captured the regulators’
view when he expressed the fear that “the most practical consequence [of
negotiable rates] would be that there would be no particular incentive for
anybody to be an Exchange member except specialists, floor traders, or
brokers on the floor.”"® Most likely, the regulatory agency’s microman-
agement of brokerage commissions ultimately slowed down the process of
deregulation and aided the anticompetitive practices of the securities indus-
try. As a leading historian of the SEC maintained, “No issue did more to
bring into question [its] historic reputation . . . than the Commission’s han-

11 See infra Section 1.

124y

B

See SELIGMAN, supra note 10, chs. 11-13 passim.

Manuel F. Cohen, Chairman, Sec. and Exch. Comm’n, Address Before the Investment Bankers
Association of America 5 (Nov. 30, 1965), htp://www.sec.gov/news/speech/1965/113065cohen.pdf
(last visited May 27, 2008).

16 See SELIGMAN, supra note 10, chs. 11-13 passim.

17 REPORT OF THE SECURITIES AND EXCHANGE COMMISSION ON THE PUBLIC POLICY
IMPLICATIONS OF INVESTMENT COMPANY GROWTH, H.R. REP. NO. 89-2337, at 185 (1966) [hereinafter
PUBLIC POLICY IMPLICATIONS].

18 Phillip A. Loomis, Jr., Comment, 21 Bus. LaAw. 181, 182 (1965).
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dling of a related cluster of stock-exchange commission-rate and member-
ship rules in the 1963-1973 period.””

Faced with price controls and strong pressures to provide kickbacks,
brokerage firms with access to inside information frequently passed it to
their preferred clients in exchange for brokerage business.”® As one con-
temporary commentator observed, “If significant corporate news becomes
known to a broker, he will, of course, be inclined to use it . . . . [T]hat
brings him business, [not] the fact that he charges lower commissions than
his competitors, for this he is not permitted to do.”*" Given the existence of
such practices and the SEC’s stance on the fixed brokerage commissions
regime, Professor Henry G. Manne suggested the following explanation for
the emergence of insider trading regulation: “It is possible that the SEC’s
original interest in a rule against insider trading arose in part from its vigor-
ous enforcement of the fixed commission rate structure . . . . Information,
as a valuable commodity, could easily be used to make rebates to favoured
customers, thus upsetting the ‘cartel’ arrangement . . . .”* Indeed, the regu-
latory agency’s enforcement actions that created insider trading regulation
and Chinese Walls were in fact largely aimed at insider trading practices
that were created or magnified by the existence of the fixed brokerage
commissions regime.? These enforcement actions also addressed the older
fears of the representation of financial institutions on corporate boards* and
the flow of information within such institutions.”

19 SELIGMAN, supra note 10, at 382.

20 See infra Section 1.C.

21 DANIEL JAY BAUM & NED B. STILES, THE SILENT PARTNERS: INSTITUTIONAL INVESTORS AND
CORPORATE CONTROL 30 (1965); see also infra Section 1.C.

22 Henry G. Manne, Insider Trading, in 2 THE NEW PALGRAVE DICTIONARY OF MONEY &
FINANCE 416, 416 (Peter Newman et al. eds., 1992). The link between the fixed brokerage commissions
regime and the emergence of insider trading regulation is also addressed in Henry G. Manne & Joseph J.
Bial, Questioning the SEC’s Crusades, REGULATION, Winter 2001, at 8.

23 This article attempts to include in its analysis every relevant case pertaining to insider trading
adjudicated or litigated by the SEC from 1961 to 1975. For an earlier list of insider trading cases cover-
ing this time period, see Michael P. Dooley, Enforcement of Insider Trading Restrictions, 66 VA. L.
REV. 1, 74-83 (1980).

24 The first serious assault on board representation of financial institutions, as an alleged means of
exercising control over the economy, occurred during the famous Money Trust Investigation, better
known as the Pujo Hearings. See Money Trust Investigation: Investigation of the Financial and Mone-
tary Conditions in the United States Under House Resolution Nos. 429 and 504 Before the Subcomm. of
the H. Comm. on Banking and Currency, 62d Cong. passim (1912-13) [hereinafter Pujo Hearings].
Contemporary commentators often attacked that practice as inherently inefficient. See, e.g., LOUIS D.
BRANDEIS, OTHER PEOPLE’S MONEY 196 (1914) (“The failure of the banker-management . . . is a natu-
ral result of confusing functions of banker and business man.”); WILLIAM Z. RIPLEY, RAILROADS:
FINANCE AND ORGANIZATION, at vii (1915) (“Bankers . . . are not in intimate daily contact with the
great body of patrons which the railroads serve. . . . [Mlany of our railroad troubles are traceable to
their overweight of influence upon directorates.”). In response, the financial community claimed that
this practice came into existence not because “the banker [desired] to manage the daily affairs of the
corporation or to purchase its securities more cheaply than he otherwise could; but rather because of his
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This article argues that the emergence of modern regulation of infor-
mation flows in securities markets can be traced to the demise of the fixed
brokerage commissions regime during the 1960s and early 1970s. Section I
examines the evolution of the fixed brokerage commissions regime on the
New York Stock Exchange and argues that its downfall was due to the rise
of institutional investing and resulting reciprocal practices and payoffs that
were often critically scrutinized by the regulators. Section II discusses the
background and significance of the Cady, Roberts decision and asserts that
its factual circumstances suggest a clear connection between the use of in-
side information and the existence of the fixed brokerage commissions re-
gime. Section III argues that the overall enforcement program of the SEC
that led to insider trading regulation and the creation of Chinese Walls was
largely aimed at the brokerage industry and hence strongly influenced by
the existence of the fixed brokerage commissions regime. Section IV ex-
amines the evolution of the fixed brokerage commissions regimes in the
United Kingdom and Japan and maintains that such price controls strongly
influenced insider trading practices and the emergence of the regulation of
information flows in those countries. This article concludes with the asser-
tion that modern regulation of information flows in securities markets
originated to constrain certain practices of the securities industry, which
were greatly influenced by the existence of the fixed brokerage commis-
sions regime, and comments on the political-economy aspects of this regu-
latory development.

moral responsibility as sponsor for the corporation’s securities, to keep an eye upon its policies, and to
protect the interests of investors.” Letter from J.P. Morgan & Co. to A. P. Pujo, Chairman, Comm. on
Banking and Currency, U.S. House of Representatives (Feb. 25, 1913), reprinted in Morgan Defense in
as Pujo Finishes, N.Y. TIMES, Feb. 28, 1913, at 7. Empirical research is sympathetic to board represen-
tation of banking houses during that era. See J. Bradford De Long, Did J.P. Morgan’s Men Add Value?
An Economist’s Perspective on Financial Capitalism, in INSIDE THE BUSINESS ENTERPRISE:
HISTORICAL PERSPECTIVES ON THE USE OF INFORMATION 205 (Peter Temin ed., 1991); Carlos D. Rami-
rez, Did J.P. Morgan’s Men Add Liquidity? Corporate Investment, Cash Flow, and Financial Structure
at the Turn of the Twentieth Century, 50 J. FIN. 661 (1995).

5 During the 1932-34 U.S. Senate hearings on financial practices and their connection to the
severe economic crisis, known as the Pecora Hearings after its chief counsel, Ferdinand Pecora, there
was an emerging concern that, within banking houses, inside information obtained through board repre-
sentation was shared for trading purposes. See Stock Exchange Practices: Hearings Before S. Comm. on
Banking and Currency on S. Res. 84 and S. Res. 56, 73d Cong. pt. 1, at 205 (1933-34) [hereinafter
Pecora Hearings) (Ferdinand Pecora asking George Whitney, a partner of J.P. Morgan & Co., whether
information acquired by the latter as a result of his directorships was shared with other Morgan part-
ners); id. pt. 2, at 814-15 (Ferdinand Pecora asking William Ewing, a partner of J.P. Morgan & Co.,
whether the latter’s profitable transaction in the stock of Johns-Manville Co. was based on information
obtained from the Morgan partners who served as directors of that company and whether he deliberately
abstained from discussing Johns-Manville-related information with these partners). Both bankers de-
nied that such information-sharing had taken place. /d. pt. 1, at 205, pt. 2, at 814-15.
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I.  THE RISE AND FALL OF THE FIXED BROKERAGE COMMISSIONS
REGIME ON THE NEW YORK STOCK EXCHANGE

This section examines the evolution of the fixed brokerage commis-
sions regime on the New York Stock Exchange and argues that its downfall
was due to the rise of institutional investing and resulting reciprocal prac-
tices and payoffs that were often critically scrutinized by the regulators.
Section LA traces the origins and subsequent development of the fixed bro-
kerage commissions regime, as well as its impact on other securities mar-
kets, and analyzes the demise of price controls from the standpoint of eco-
nomic and regulatory developments during the 1960s and early 1970s. Sec-
tion LB examines reciprocal practices and payoffs during that time pe-
riod—which attracted the SEC’s attention—and argues that they largely
grew out of the rise of institutional investing. Section I.C maintains that the
fixed brokerage commissions regime created strong incentives for broker-
age firms with access to inside information to pass on such information to
preferred clients. Section 1.D asserts that the fixed brokerage commissions
regime gave rise to the system of give-ups that was scrutinized by the regu-
lators and often served as a payment system in the market for inside infor-
mation.

A. History of the Fixed Brokerage Commissions Regime

The existence of price controls was the cornerstone of the Buttonwood
Agreement signed on May 17, 1792, which is generally thought to have
created the predecessor organization to the New York Stock and Exchange
Board which was organized on March 8, 1817% and renamed the New York
Stock Exchange on January 29, 1863.” The parties to the Agreement prom-
ised “not [to] buy or sell from this day for any person whatsoever, any kind
of Public Stock at a less rate than one-quarter per cent. Commission [sic]
[and to] give a preference to each other in our Negotiations.””® From its
inception, the New York Stock and Exchange Board also had minimum

26 Compare Peter Eisenstadt, How the Buttonwood Tree Grew: The Making of a New York Stock
Exchange Legend, 19 PROSPECTS: ANN. AM. CULTURAL STUD. 75, 91 (1994) (treating the signing of the
Buttonwood Agreement and the formation of the New York Stock and Exchange Board as “two distinct
(though obviously related) events™), with Richard Sylla, The Origins of the New York Stock Exchange,
in THE ORIGINS OF VALUE: THE FINANCIAL INNOVATIONS THAT CREATED MODERN CAPITAL MARKETS
299, 308 (William N. Goetzmann & K. Geert Rouwenhorst eds., 2005) (arguing for the continuity
between these two events, principally on the grounds that four signers of the Buttonwood Agreement
were among the founders of the New York Stock and Exchange Board).

27 For the unanimous resolution of the Exchange membership to rename their association, which
was in line with the frequent informal use of the name “New York Stock Exchange,” see New York
Stock & Exchange Board Minutes (Jan. 29, 1863).

28 Gordon v. NYSE, Inc., 422 U.S. 659, 663 (1975) (quoting the Buttonwood Agreement).
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commission rates.” The “private club” character of the Exchange made no
guarantee of admission,* and the restrictions on brokerage rates were rein-
forced by the restrictions on membership.*!

Over time, the institution of fixed brokerage commissions, the “com-
mission law,” became engrained in the minds of the Exchange member-
ship.® In 1894, the NYSE stated that “[t]he Commission law is the funda-
mental principle of the Exchange, and on its strict observance hangs the
financial welfare of all the members, and the life of the Institution itself.””*
Similarly, during the Pujo Hearings in 1912-13, Frank Knight Sturgis, who
previously served as a NYSE President, colorfully stated that “[t}he viola-
tion of the commission law we regard as one of the most infamous crimes
that a man can commit against his fellow members in the exchange, and as
a gross breach of good faith and wrongdoing of the most serious nature.”*
For a private monopoly without any government protection the NYSE was
very successful.*® Its ability to maintain price controls was probably a re-

29 WALTER WERNER & STEVEN T. SMITH, WALL STREET App. D, at 193 (1991) (reproducing the
1817 Constitution).

30 A study of the New York Stock and Exchange Board states that “[n]Jew members were added
regularly, especially in peak trading years, but it was equally common for applications of brokers pos-
sessing the highest character and business qualifications to be summarily rejected.” Id. at 30.

31 On October 23, 1868, the NYSE recognized property rights in its seats as transferable assets,
and, in the course of the Exchange’s subsequent history as a member-owned organization, additional
seats were added only through the 1869 merger with the Open Board of Brokers and the Government
Bond Department, other securities exchanges in New York City, the sale of seats in order to finance the
construction of a new building in 1879, and the special “seat dividend” to its members in 1929. NYSE
Euronext, Facts & Figures, http://www.nyxdata.com/factbook (follow “Historical” hyperlink; then
follow “Chronology of New York Stock Exchange (1792-1929)” hyperlink) (last visited May 27, 2008).

32° The NYSE experimented with a provision in its constitution allowing “members [to] halve
commissions with banks, licensed brokers, and stock and exchange brokers,” but this arrangement lasted
only from 1869 to 1875. BIRL E. SCHULTZ, THE SECURITIES MARKET AND HOW IT WORKS 222 (1st ed.
1942).

33 JOINT COMM. OF ARRANGEMENTS AND LAW, N.Y. STOCK EXCH., REPORT TO THE GOVERNING
COMMITTEE, N.Y.S.E. (1894), reproduced in N.Y. Stock Exch., Minutes of the Governing Committee,
pt. 4, at 583 (Apr. 13, 1894). The Governing Committee adopted the resolutions recommended by the
report. Id. at 584.

34 Pujo Hearings, supra note 24, pt. 11, at 840. The report of the Pujo Committee did not object
to the existence of the fixed brokerage commissions regime as such, finding “the present rates to be
reasonable, except as to stocks, say $25 or less in value” and arguing that governmental regulation
should protect the NYSE against competition that “would lower the service and threaten the responsibil-
ity of members.” REPORT OF THE COMMITTEE APPOINTED PURSUANT TO HOUSE RESOLUTIONS 429
AND 504 TO INVESTIGATE THE CONCENTRATION OF CONTROL OF MONEY AND CREDIT, H.R. REP. NO.
62-1593, at 115 (1913). The Committee also observed that a “very low or competitive commission rate
would also promote speculation and destroy the value of membership.” Id. at 115-16.

35 For sources that look at the early history of the fixed brokerage commissions regime without
too much negativity, see John C. Coffee; Ir., The Rise of Dispersed Ownership: The Roles of Law and
the State in the Separation of Ownership and Control, 111 YALE LJ. 1, 36 n.107 (2001) (“At least
during the late nineteenth century . . . moré speculative issues were driven off the NYSE less by quality
controls than by the impact of the NYSE’s high-cost commission structure.”); Paul G. Mahoney, The
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sult of “the scale economies of providing a continuous auction market for
stocks.”*

During the New Deal-era congressional hearings on the proposed
regulation of securities exchanges, Samuel Untermyer, the former counsel
to the Pujo Committee, remarked that the NYSE, as a “public institution”
and a likely natural monopoly, should have its commissions “either be fixed
by some governmental authority or be supervised by such authority.”” The
Securities Exchange Act of 1934 did just that by authorizing the newly-
created SEC to exercise oversight of “fixing of reasonable rates of commis-
sion” on national securities exchanges,”® creating a means of public en-
forcement of the fixed brokerage commissions regime. In stark contrast,
only four years later, the legislation passed to regulate the over-the-counter
(“OTC”) market specifically prohibited national securities associations
from adopting rules that would “impose any schedule of prices [or] fix
minimum rates of commissions, allowances, discounts, or other charges.”
This difference might be explained by the centralization of all trading on
the physical floor of a securities exchange and the feasibility of mutual
monitoring, as opposed to the decentralized OTC market, justifying the
perceived need for uniformity.

Up until the 1960s, the SEC was passive in its review of the NYSE’s
proposed changes to its minimum commissions schedule, and the Exchange
was able to exercise a great degree of discretion over its brokerage rates.*
Also, as noted by one scholar, “other [securities] exchanges tend[ed] to
follow [the NYSE’s rate schedule] almost completely [and] the bulk of the
trading volume upon these exchanges consistfed] of [NYSE-listed]
stocks.”! Furthermore, an SEC study concluded that “the NYSE minimum

Exchange as Regulator, 83 VA. L. REv. 1453, 1487 (1997) (“{W]e cannot be certain how the NYSE
managed to maintain minimum commissions for over a century before the onset of regulation despite
the apparent ease with which new exchanges could enter the market and compete for listings.”).

36 Gregg A. Jarrell, Change at the Exchange: The Causes and Effects of Deregulation, 27 J.L. &
ECON. 273, 275 (1984).

37 Ppecora Hearings, supra note 25, pt. 16, at 7705.

38 securities Exchange Act of 1934, Pub. L. No. 73-291, § 19(b)(9), 48 Stat. 881, 899.

39 Maloney Act, Pub. L. No. 75-719, 52 Stat. 1070, 1071 (1938) (inserting Section 15A(b)(7) into
the Securities Exchange Act of 1934).

40 See SIDNEY ROBBINS, THE SECURITIES MARKETS: OPERATIONS AND ISSUES 176-77 (1966)
(“Except for . . . occasional mildly negative reactions, the Commission, at least until the present, has
never interposed any serious objection to the rate increases that have been adopted and, by and large,
they have followed the form of the original proposals [of the NYSE).”). For a description of those rate
increases proposed by the Exchange and the corresponding reactions of the SEC, see REPORT OF THE
SPECIAL STUDY OF SECURITIES MARKETS OF THE SECURITIES AND EXCHANGE COMMISSION, H.R. DoC.
NoO. 88-95, pt. 2, at 329-33, 344-46 (1963) [hereinafter SPECIAL STUDY).

41 John R. Johnson, Application of Antitrust Law to the Securities Industry, 20 SW. L.J. 536, 540
(1966); see also David L. Ratner, Regulation of the Compensation of Securities Dealers, 55 CORNELL L.
REV. 348, 361 (1970) (arguing that “the NYSE commission rate structure determines the pattern for the
industry™).
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rate commission schedule ha[d] a substantial effect upon pricing [for
agency transactions] in the over-the-counter markets.”* In reality, the Ex-
change’s brokerage commissions schedule dictated actual rather than mini-
mum prices; even the regulatory agency admitted that “the minimum has, in
practice, become a ceiling as well as a floor.”*

Starting in the 1960s, the maintenance of the fixed brokerage commis-
sions regime became problematic due to the rise of actively-trading institu-
tional investors, such as insurance companies, mutual funds, pension funds,
and hedge funds.* These sophisticated entities had the bargaining power to
demand non-price extras or hidden rebates from brokerage firms and the
option of switching to alternative trading venues.”” The Exchange was los-
ing its market share to the over-the-counter “third market” in NYSE-listed
securities that had no fixed charges and to regional exchanges with more
lenient policies on rebates.* Institutional investors even created an infor-
mal “fourth market” to trade among themselves to avoid any charges alto-
gether.”’

During the examined period, the Exchange was attacked by institu-
tional investors, pushing for either negotiable rates or NYSE membership,*®

42 SPECIAL STUDY, supra note 40, pt. 2, at 624.

43 PUBLIC POLICY IMPLICATIONS, supra note 17, at 157.

44 WELLEs, supra note 10, chs. 2-3. For other dimensions of the growing importance of institu-
tional investing during that time period, see ADOLF A. BERLE, POWER 259-60 (1969) (“[If institutional
investors] chose to exert influence on the managements of the corporations whose securities they owned
(they vigorously disclaim any such intention), they would be able to make or break corporate manage-
ments at will.”); PAUL P. HARBECHT, PENSION FUNDS AND ECONOMIC POWER 10 (1959) (“[T]he pen-
sion trusts are one of the primary centers of power in the newly emerging social system.”). Some com-
‘mentators treated the institutionalization of securities markets with skepticism, but others favored it.
Compare David B. Bostian, Jr., The De-Institutionalization of the Stock Market in American Society: A
Question of National Economic Security, FIN. ANALYSTS J., Nov.-Dec. 1973, at 30, with Roger F.
Murray, Institutionalization of the Stock Market: To Be Feared or Favored?, FIN. ANALYSTS J., Mar.-
Apr. 1974, at 18.

45 WELLES, supra note 10, chs. 2-3.

46 The Exchange itself saw “unmistakable forces shifting relative volume away from the nation’s
central action market to regional exchanges and the so-called third market.” Robert W. Haack, Presi-
dent, N.Y. Stock Exch., Remarks at the Economic Club of New York: Competition and the Future of the
New York Stock Exchange, [1970] Sec. Reg. & L. Rep. (BNA), No. 77, at J-1 (Nov. 17, 1970) [herein-
after Haack’s Remarks]. The NYSE perceived regional securities exchanges as “nothing more than
rebate mechanisms to get commissions to those who do not qualify or to return them to institutions.” Id.
atJ-2.

47 See, e.g., Lee Silberman, Institutional Investors Begin Trading Stocks Among Selves, WALL ST.
J., Jan. 11, 1965, at 1 (“[The] principal motive [for direct trading among institutions] is to save the
commissions they would pay if they traded through brokers. . . . [IJf commissions on large transactions
were lower, institutions might be less eager to bypass [brokers] by arranging direct deals among them-
selves.”).

48 See, e.g., WELLES, supra note 10, at 94; Richard Phalon, Flexible Rates Described as Alterna-
tive, N.Y. TIMES, Mar. 3, 1971, at 57; Prudential Will Seek Big Board Seat If Fees on Stocks Aren’t Cut,
WALL ST. J., Mar. 5, 1970, at 2; see also Institutional Membership on National Securities Exchanges:
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by economists seeing price controls as a sign of economic inefficiency,”
and by the Antitrust Division of the U.S. Department of Justice pointing to
anticompetitive effects of this cartel-like arrangement.” But the NYSE
vehemently opposed the abolition of fixed brokerage commissions and ad-
vanced economic arguments favoring their necessity.” Furthermore, even
as the NYSE yielded to the demand to allow infusion of public capital to its
member firms, it still tried, via special ownership restrictions for its seat
holders, to prevent institutional investors from gaining direct access to the
trading floor.”® As pressures for negotiable rates increased, the Exchange

Hearings Before the Subcomm. on Securities of the S. Comm. on Banking, Housing, and Urban Affairs,
92d Cong. (1972); Elkins Wetherill & George S. Hender, Institutional Membership and the Experience
of the Philadelphia-Baltimore-Washington Stock Exchange, 13 B.C. INDUS. & CoM. L. REv. 1021
(1972).

49 See, e.g., Harold Demsetz, Perfect Competition, Regulation, and the Stock Market, in
ECONOMIC POLICY AND THE REGULATION OF CORPORATE SECURITIES 1, 19-22 (Henry G. Manne ed.,
1969); Paul A. Samuelson, Reforming Wall Street, NEWSWEEK, Sept. 23, 1968, at 89; George J. Stigler,
Public Regulation of the Securities Markets, 37 J. BUs. 117, 124 (1964); Richard R. West & Seha M.
Tinic, Minimum Commission Rates on New York Stock Exchange Transactions, 2 BELL J. ECON. &
MGMT. ScI. 577 (1971).

50 See, e.g., Fixed Rates and Institutional Membership: Hearings on S. 470 and S. 488 Before the
Subcomm. on Securities of the S. Comm. on Banking, Housing and Urban Affairs, 93d Cong. 347 (1972)
[hereinafter Fixed Rates and Institutional Membership Hearings] (statement of Donald I. Baker, Direc-
tor of Policy Planning, Antitrust Division, U.S. Department of Justice) (“The Department of Justice has
long been of the view . . . that elimination of fixed rates would aid investors.”); U.S. DEP’T OF JUSTICE,
INQUIRY INTO PROPOSALS TO MODIFY THE COMMISSION RATE STRUCTURE OF THE NEW YORK STOCK
EXCHANGE 3 (1968) (“[Maintenance of] an effective auction market . . . does not appear to justify the
fixing of minimum commission rates by the NYSE. The economic characteristics of this industry, and
past experience, do not indicate any significant risk of ‘destructive’ price levels, or adverse conse-
quences to the exchange operation, from rate competition.”), http://www.sechistorical.org
/collection/papers/1960/1968_0401_USDept_Justice_Com_Rate.pdf (last visited May 27, 2008).

51 The Exchange argued that the abolition of its minimum commissions schedule would decrease
the incentive to join the NYSE, weaken its self-regulation and hence reduce the level of investor protec-
tion, lead to market fragmentation among trading venues, produce the internalization of order flow
within brokerage firms, result in destructive competition in the brokerage industry, produce industry
concentration and drive smaller efficient firms out of business, result in price discrimination to the
disadvantage of individual investors, and decrease the incentive of brokerage firms to provide research
and other ancillary services. See N.Y. STOCK EXCH., ECONOMIC EFFECTS OF NEGOTIATED
COMMISSION RATES ON THE BROKERAGE INDUSTRY, THE MARKET FOR CORPORATE SECURITIES, AND
THE INVESTING PUBLIC (1968); N.Y. STOCK EXCH., THE ECONOMICS OF MINIMUM COMMISSION RATES:
REPLY OF THE NEW YORK STOCK EXCHANGE TO MEMORANDUM OF THE ANTITRUST DIVISION OF THE
DEPARTMENT OF JUSTICE, DATED JANUARY 17, 1969 (1969). For sources criticizing the NYSE’s argu-
ments, see William F. Baxter, NYSE Fixed Commission Rates: A Private Cartel Goes Public, 22 STAN.
L. REV. 675 (1970); H. Michael Mann, The New York Stock Exchange: A Cartel at the End of Its Reign,
in PROMOTING COMPETITION IN REGULATED MARKETS 301 (Almarin Phillips ed., 1975); West & Tinic,
supra note 49.

52 See WELLES, supra note 10, at 96-99; Baxter, supra note 51, at 681-82. See also Note, Public
Ownership of Stock Exchange Firms: Antitrust and Other Problems, 70 COLUM. L. REv. 102, 102
(1970) (arguing that the NYSE was “fearful that true public ownership would lead to institutional [in-
vestor] control of member firms”).
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called for the abolition of off-board trading in NYSE-listed securities, a
rather unrealistic demand, in exchange for negotiable rates.” Throughout
the 1960s and up until the introduction of negotiable rates in 1975, the
NYSE also became entangled in lawsuits to defend its fixed brokerage
commissions and membership restrictions.* The Exchange even consid-
ered—but did not adopt—a rule requiring all of its members to report “any
direct or indirect reciprocal or clearing arrangements related to New York
Stock Exchange listed commission business” involving any NYSE member,
non-member broker or dealer, or institutional investor.>

The regulatory and economic strains seriously weakened the fixed
brokerage commissions regime. Even the NYSE President had to admit
that the retention of price controls was questionable: “[A]Jlthough I have
argued that negotiated rates would bring about a degree of destructive com-
petition, I now ask myself whether fixed rates have not brought about that
very same kind of self-destruction [through] overly-zealous service type
competition [and are] not the single greatest reason for our market fragmen-
tation.”* The leadership of the SEC also had to admit that the fixed bro-
kerage commissions regime “was suffering from all the evils that character-

53 The resolution of the NYSE Board of Directors called for “a combined program of legislation
and regulation concurrently eliminating fixed commission rates on all orders and establishing the re-
quirement that all trades of listed securities be made on registered securities exchanges operating under
similar rules and regulations.” Fixed Rates and Institutional Membership Hearings, supra note 50, at
437 (statement of James J. Needham, Chairman of the Board of Directors and Chief Executive Officer,
New York Stock Exchange, Inc.) (quoting the resolution).

54 See Gordon v. NYSE, Inc., 366 F. Supp. 1261 (S.D.N.Y. 1973), aff'd, 498 F.2d 1303 (2d Cir.
1974), aff'd, 422 U.S. 659 (1975) (alleging the illegality of the institution of fixed brokerage commis-
sions on the NYSE); Thill Sec. Corp. v. NYSE, 283 F. Supp. 239 (E.D. Wis. 1968), rev'd, 433 F.2d 264
(7th Cir. 1970), cert. denied, 401 U.S. 994 (1971) (alleging the illegality of the NYSE’s prohibition on
sharing brokerage commissions with non-members); Kaplan v. Lehman Bros., 250 F. Supp. 562 (N.D.
1il. 1966), aff’d, 371 F.2d 409 (7th Cir. 1967), cert. denied, 389 U.S. 954 (1967) (alleging the illegality
of the institution of fixed brokerage commissions on the NYSE); Robert W. Stark, Jr.,, Inc. v. NYSE,
Inc., 346 F. Supp. 217 (S.D.N.Y. 1972), aff"d, 466 F.2d 743 (2d Cir. 1972) (contesting the revocation of
the NYSE membership because of a recapitalization plan giving an ownership stake to a broker-dealer
affiliate of an institutional investor that had been previously denied the NYSE membership); Abbott
Sec. Corp. v. NYSE, 384 F. Supp. 668 (D.D.C. 1974) (mem.) (alleging that the NYSE denied economic
access to its floor to certain non-member broker-dealers and attempted to retain all fixed brokerage
commissions on orders of institutional investors by monopolizing the market); Reinisch v. NYSE, 52
F.R.D. 561 (S.D.N.Y. 1971) (alleging the illegality of the institution of fixed brokerage commissions on
the NYSE); Jefferies & Co. v. NYSE, Inc., [1971] Sec. Reg. & L. Rep. (BNA), No. 123, at D-1
(S.D.N.Y. filed Oct. 18, 1971) (contesting the denial of the NYSE membership to a broker-dealer con-
trolled by a major institutional investor); see also Robert Anthony Ginsburg, Antitrust and Stock Ex-
change Minimum Commissions: A Jurisdictional Analysis, 24 U. MIAMI L. REV. 732 (1970) (discussing
the limits of judicial review of the securities exchanges’ rules subject to the SEC’s control and the
related issue of implied antitrust immunity for such rules).

55 N.Y. Stock Exch., Minutes of the Board of Govemors, pt. 10, at 1221 (Nov. 21, 1968).

56 Haack’s Remarks, supra note 46, at J-3.



324 JOURNAL OF LAW, ECONOMICS & POLICY [VoL.4:2

ized cartel conduct: evasions, side deals, economic distortions™’ and that
the regulatory oversight of price controls “often result[ed] in a commission
schedule which when finally approved no longer reflect[ed] the economic
conditions in the business.”® This vestige of the Buttonwood Agreement
finally came to an end on May 1, 1975—after a series of slow steps*—with
the SEC-mandated transition to fully negotiable commissions® under con-
siderable pressure from the U.S. Congress.® The legislation that codified
the abolition of the fixed brokerage commissions regime was passed later
that year.*

In retrospect, scholars have attributed this pivotal change to economic
forces: “The deregulation of NYSE brokerage rates followed a decade of
dramatic growth in institutional trading, the evolution of low-cost alterna-
tives to block trading on the exchange, and increased backward integration
by institutional traders into the brokerage business.”® Not surprisingly,
deregulation resulted in a marked decrease in brokerage rates for many

5T A A Sommer, Jr., Comm’r, Sec. and Exch. Comm’n, Address Before the New York Stock
Exchange Marketing Conference: The SEC in the Midst of Revolution 3 (June 10, 1974),
http://www.sec.gov/news/speech/1974/061074sommer.pdf (last visited May 27, 2008).

58 G. Bradford Cook, Chairman, Sec. and Exch. Comm’n, Address Before the Securities Industry
Association: Commission Rates in the Securities Business 5 (May 11, 1973), http://www.sec.gov
/news/speech/1973/051173cook.pdf (last visited May 27, 2008).

59 See Fixed Commission Rates on Exchange Transactions, Exchange Act Release No. 11,093,
1974 SEC LEXIS 2352, at *4-5, 9-10, 11-12, 19-20 (Nov. 8, 1974) (describing how the SEC, sometimes
acting through the NYSE rather than directly, introduced a fixed discount for orders of 1,000 shares or
more in December 1968, made brokerage charges on orders of $500,000 or more negotiable in April
1971, approved a substantial discount for non-member broker-dealers in September 1971, lowered the
dollar amount of negotiable orders to $300,000 in April 1972, and introduced negotiable rates for orders
less than $2,000 in April 1974). In the fall of 1974, the NYSE, along with the majority of other leading
securities exchanges, refused to abolish its fixed brokerage commissions regime, despite the SEC’s
request to do so voluntarily. 7d. at *21.

60 The SEC took its final action abolishing the fixed brokerage commissions regime in the begin-
ning of 1975. Adoption of Securities Exchange Act Rule 19b-3, Exchange Act Release No. 11,203,
1975 SEC LEXIS 2381 (Jan. 23, 1975).

61 See, e.g., SECURITIES INDUSTRY STUDY, REPORT OF THE SUBCOMM. ON COMMERCE AND
FINANCE OF THE S. COMM. ON BANKING, HOUSING AND URBAN AFFAIRS, 92D CONG. 60 (Comm. Print
1972) (arguing that “the interests of the investing public, as well as the long-term health of the securities
industry itself, require that stock exchange members be free to set their own commissions on transac-
tions effected for their customers™); SECURITIES INDUSTRY STUDY, REPORT OF THE SUBCOMM. ON
COMMERCE AND FINANCE OF THE HOUSE COMM. ON INTERSTATE AND FOREIGN COMMERCE, H.R. REP.
No. 92-1519, at 143-44 (1972) (finding that “the fixed minimum commission rates are not in the public
interest”); Barry R. Weingast, The Congressional-Bureaucratic System: A Principal Agent Perspective
(with Applications to the SEC), 44 PUB. CHOICE 147, 160 (1984) (arguing that “Congress, not the SEC,
played the decisive role in NYSE [brokerage commissions] deregulation™).

62 Securities exchanges were prohibited from fixing “rates of commissions, allowances, discounts,
or other fees to be charged by [their) members” with some exceptions at the SEC’s discretion. Securi-
ties Acts Amendments of 1975, Pub. L. No. 94-29, § 4, 89 Stat. 97, 107-09 (amending Section 6(¢) of
the Securities Exchange Act of 1934).

63 Jarrell, supra note 36, at 307.
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categories of orders® and in the price of a NYSE seat,% suggesting that the
fixed brokerage commissions regime allowed the brokerage industry to
capture monopoly profits. Furthermore, the abolition of price controls
eliminated the need for many reciprocal practices of the brokerage indus-
try,% although deregulation might have created some unexpected practices
of its own.”

64 Empirical research indicates that the NYSE rates for all types of institutional transactions and
large-sized individual transactions had declined in absolute terms from 1975 to 1980. Jarrell, supra note
36, at 282; Seha M. Tinic & Richard R. West, The Securities Industry Under Negotiated Brokerage
Commissions: Changes in the Structure and Performance of New York Stock Exchange Member Firms,
11 BELL J. ECON. 29, 36 (1980). The rates for several categories of smaller orders had increased in
absolute terms, indicating that, previously, smaller trades were subsidized by larger trades. Jarrell,
supra note 36, at 282. But, taking into account inflation, even these rates had probably declined. Tinic
& West, supra, at 35.

65 See G. William Schwert, Public Regulation of National Securities Exchanges: A Test of the
Capture Hypothesis, 8 BELL J. ECON. 128, 143-45 (1977).

66 On the other hand, the introduction of competitive rates has not eliminated reciprocal brokerage
practices completely, suggesting that this phenomenon is partially explained by something other than
just uncompetitive pricing. For instance, the practice of “directed brokerage,” i.e., directing commission
business to compensate for distributing mutual fund shares, has persisted. See, e.g., Forsythe v. Sun
Life Fin., Inc., 417 F. Supp. 2d 100 (D. Mass. 2006); In re Lord Abbett Mut. Funds Fee Litig., 407 F.
Supp. 2d 616 (D.N.J. 2005); In re Columbia Entities Litig., Civil Action No. 04-11704-REK, 2005 U.S.
Dist. LEXIS 33439 (D. Mass. Nov. 30, 2005); Prohibition on the Use of Brokerage Commissions to
Finance Distribution, Investment Company Act Release No. 26,591, 69 Fed. Reg. 54,728 (Sept. 2,
2004); see also U.S. Sec. and Exch. Comm’n, The Roundtable of the 1963 SEC Special Study 91 (Oct.
4, 2001) (comment of Michael Eisenberg, SEC staff member), http://www.sechistorical.org
/collection/oralHistories/roundtables/1963SECSpecialStudy/1963 Transcript. PDF (last visited May 27,
2008) (“There were give-ups, and now they’re called step-outs, but they’re functionally the same thing.
We used to worry about interpositioning, and now you have ‘introducing brokers,” and they are func-
tionally the same thing. You used to have reciprocal business, now it’s payment for order flow.”).

67 One can make an argument that the abolition of price controls, in the long run, contributed to
pervasive conflicts of interest within securities firms that performed both securities research and invest-
ment banking services. See Analyzing the Analysts: Hearings Before the Subcomm. on Capital Markets,
Insurance, and Government Sponsored Enterprises of the H. Comm. on Financial Services, 107th Cong.
4 (2001) (statement of Rep. Paul E. Kanjorski, Member, H. Comm. on Financial Services) (“After the
deregulation of trading commissions in 1975, Wall Street firms began using investment banking as a
means to compensate their research departments, and within the last few years the tying of analysts’
compensation to investment banking activities has become increasingly popular.”); Stephen Barr, The
Hard Sell, CFO, Nov. 2001, at 74, 76 (“[As a result of] the end of fixed-rate minimum commissions . . .
trading fees plummeted and analyst research reports no longer paid for themselves . . . . [A]nalysts
increasingly became [pressured] to attract new corporate finance clients, to promote injtial public offer-
ings on road shows, and to use their research reports to hype companies’ prospects.”); Kris Frieswick,
More Bricks in the Wall, CFO, Oct. 2002, at 67, 68 (quoting A. Gary Shilling, the former chief econo-
mist of Merrill Lynch) (“May Day '75 took the fat out of the commission structure. Analysts started
looking for a new trough to feed at, and investment bankers provided it.”); see also FERRARA ET AL.,
supra note 2, § 9.04[3] (discussing the perceived need to strengthen the separation between securities
research and investment banking in the wake of the 2000-02 stock market bust and the regulatory ac-
tions of the U.S. Congress, SEC, and self-regulatory organizations that mandated Chinese Walls be-
tween such functional areas in order to ensure the integrity of securities analysts’ research reports).
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B. Non-Price Competition Among Brokers

The fixed brokerage commissions regime on the NYSE was frequently
described as a cartel.® As economic theory dictates, while every cartel par-
ticipant is interested in collective price-fixing, he also has the incentive to
undercut other participants by engaging in non-price competition or secretly
offering lower prices and other rebates.® In fact, despite the collective in-
terest in maintaining the minimum commissions schedule intact, brokerage
firms provided additional services pertaining to securities transactions at no
charge.” They also engaged in reciprocal business arrangements with their
customers and other rebative practices that were only remotely related or
even unrelated to the securities transactions for which commissions were
charged.”" While additional services and reciprocal business arrangements,
for the most part, were permitted, the NYSE combated more obvious kick-
backs.” Of course, the boundaries between “cheating” and non-price com-
petition were difficult to draw. Furthermore, as noted by an SEC study, the
existence of such “extras” did not benefit everyone: “[I]nclusion of the cost
of ancillary services [may be forcing a trader to pay] for services he does

68 See, e.g., Baxter, supra note 51; Jarrell, supra note 36; Mann, supra note 51; Manne, supra note
22.

69 See ROBERT B. EKELUND, JR. & ROBERT D. TOLLISON, ECONOMICS: PRIVATE MARKETS AND
PUBLIC CHOICE 283-85 (6th ed. 2000).

70 Such services included providing private wire and teletype services, pricing of securities portfo-
lios of institutional investors in order to compute net asset values for sale or redemption, performing
investment research, such as trading recommendations, overview of specific industries and companies,
analysis of market trends, on-demand research, and so on. PUBLIC POLICY IMPLICATIONS, supra note
17, at 163-64.

" For mutual funds, brokerage firms distributed mutual fund shares. See Scandal Troubles Mu-
tual Funds, BUS. WK., July 25, 1959, at 25, 25 (stating that the effect of informal agreements between
mutual funds and brokerage companies was “to channel a mutual fund’s brokerage business through the
Wall Street firm in rough proportion to the amount of the fund’s shares that these brokers sell”). For
trust departments of commercial banks, brokerage firms held their funds at such banks. See WELLES,
supra note 10, at 69 (“[Bletween 75 percent and 90 percent of bank trust brokerage . . . was allocated to
particular brokers for the express purpose of generating reciprocal deposits in no-interest demand ac-
counts.”). For non-member broker-dealers operating on other exchanges or in the OTC market, broker-
age firms sent orders from their own clientele for securities traded in such markets to those outside
broker-dealers. See PUBLIC POLICY IMPLICATIONS, supra note 17, at 168-69; SPECIAL STUDY, supra
note 40, pt. 2, at 302-07.

72 For instance, the NYSE prohibited such rebative practices as favorable securities repurchase
agreements; gifts and contributions to third parties; securities lending arrangements without compensa-
tion; tender solicitation fees, finders fees, or dealer distribution fees split with customers; purchases of
services and goods at more than a competitive price; and distribution of commissions as allowances in
underwritings, fees for research, or retainers. N.Y. Stock Exch., M.F. Educational Circular No. 242
(Aug. 30, 1968); Memorandum from Robert W. Haack, President, N.Y. Stock Exch., to Members and
Allied Members, N.Y. Stock Exch. (May 13, 1968) (on file with author).
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not want [without the opportunity] of taking his business to another mem-
ber who neither performs the unwanted services nor charges for them.””

The pervasiveness of non-price competition starting around the early
1960s is best explained by the growth of institutional investing and, conse-
quently, more frequent block transactions.” As explained by a leading au-
thority on the economics of regulation:

[T]he rates were uniform per 100 shares [which was] [tlhe critical defect . ... [Ijt obviously
does not cost ten times as much to carry out an order to buy or sell 1,000 ‘as 100 shares; if
both purchases are made in a single transaction, the cost is likely to be the same for each. So
-this schedule of rates embodied a gross discrimination against large orders.”

An SEC study similarly observed that brokers could “profitably execute and
clear transactions for investment companies and other large institutional
customers at a cost which is only a fraction of the commissions they must
charge.”” Given this price-cost disparity, institutional investors and indi-
vidual brokerage firms adjusted charges with extra services, reciprocal
business arrangements, and rebates. In contrast, most individual investors
traded relatively infrequently, were less sensitive to transactions costs, and
had little use for most “extras.” Also, as Professor George J. Stigler noted,
it is easier to keep a price-cutting deal with a large customer secret from
rivals,” and size-adjusted transaction costs of such deals are lower.”® The
brokerage cartel became unstable precisely because of the presence of large
“buyers” and a sizable number of “sellers,”” i.e., institutional investors and
brokerage firms, respectively.® Meanwhile, institutional investors still
sought the prized NYSE membership,*' presumably because non-price “ex-
tras” did not fully compensate for excessive fixed rates.

Non-price competition, reciprocal arrangements, and rebative practices
were destroying the cartel’s viability by eating up the NYSE brokerage
firms’ collective profits. Furthermore, these practices attracted the attention
of the Exchange and the SEC. In a 1970 speech, NYSE President Robert
W. Haack observed that “the proliferation of reciprocal practices in the se-

73 SPECIAL STUDY, supra note 40, pt. 2, at 321.

74 WELLES, supra note 10, chs. 2-3.

5 2 ALFRED E. KAHN, THE ECONOMICS OF REGULATION: PRINCIPLES AND INSTITUTIONS 196
(1971).

76 pyBLIC POLICY IMPLICATIONS, supra note 17, at 163.

7 George J. Stigler, A Theory of Oligopoly, 72 1. POL. ECON. 44, 47 (1964).

8 Jd. at47n8.

79 See EKELUND & TOLLISON, supra note 69, at 285 (describing various factors that make cartels
unstable).

80 From 1960 to 1975, the number of NYSE member firms varied from 494 to 681. NYSE Eu-
ronext, Facts & Figures, http://www.nyxdata.com/factbook (follow “NYSE and Membership” hyper-
link; then follow “Member organizations (1899-1979)" hyperlink) (last visited May 27, 2008).

81 See supra note 48.
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curities industry [was] not only threatening the central marketplace but
[was] tending to undermine the entire moral fabric of a significant industry
as well.”® For its part, as early as the late 1950s, the Commission was pay-
ing attention to conflicts of interest created by the existence of the fixed
brokerage commissions regime. For instance, in 1959, Joseph C. Woodle,
the director of the SEC’s Division of Corporate Regulation, stated that the
Commission could “ask Congress for additional legislation to control the
way reciprocal business is parceled out. It’s clear that any time a fund’s
investment manager decides to buy or sell for the benefit of a broker, in-
stead of his shareholders, he’s violating his fiduciary responsibility.”*

C. Inside Information as a Rebate

Inside information served as another valuable rebate provided by bro-
kers to their preferred customers,®* given that many brokerage firms had
access to inside information by virtue of performing investment banking or
advisory services for, being represented on boards of directors of, or even
being tipped by issuers.* Furthermore, brokers could use confidential in-
formation, without disclosing it to the ultimate beneficiaries, via discretion-
ary accounts which were “especially suitable for dealing in information
whose value will be exploited rapidly in the market.”® Contemporary
commentators suggested that institutional investors actively desired this
service: “Inside information, the hint of things to come, becomes a valued
commodity to the institutions under constant pressure to make productive
use of the monies entrusted to them. It is data affirmatively sought; its suc-
cessful harvesting can alter institutional investment decisions.” Further-

82 Haack’s Remarks, supra note 46, at J-2.

83 Scandal Troubles Mutual Funds, supra note 71, at 26.

84 Of course, one must distinguish between inside information and securities research that aggre-
gates publicly available information and pieces of nonpublic information that are immaterial by them-
setves. Brokerage firms did provide securities research, but its usefulness was questionable: “{O]nly
about 10 percent of Wall Street’s research product—perhaps the most important single service other
than order execution that the brokerage community provides—was considered sufficiently valuable by
those who use it that they would be willing to pay hard cash for it.” WELLES, supra note 10, at 73
(interpreting the results of the survey in Heidi S. Fiske, Learning to Live with Negotiated Rates,
INSTITUTIONAL INVESTOR, Mar. 1974, at 45, 48). See also R. E. Diefenbach, How Good Is Institutional
Brokerage Research?, FIN. ANALYSTS J., Jan.-Feb. 1972, at 54, 59 (“We were unable anywhere (with
one possible exception) to find that quality of excellence so often claimed for institutional research.”).

85 See infra Sections III.A and II.B (describing enforcement actions involving such practices of
brokers).

86 MANNE, supra note 1, at 73.

87 Baum & STILES, supra note 21, at 36; see also Stock Market Study: Hearings Before the S.
Comm. on Banking and Currency, 84th Cong. 536-37 (1955) [hereinafter Stock Market Study Hearings)
(statement of Benjamin Graham, Chairman of the Board, Graham-Newman Corp.) (an official of an
institutional investor arguing that the insider trading prohibition did not extend to trading on confidential



2008] INSIDER TRADING, CHINESE WALLS, AND BROKERAGE COMMISSIONS 329

more, compared to most brokerage firms and individual investors, institu-
tional investors possessed adequate financial resources and were suffi-
ciently diversified to make large stakes on the basis of such information and
to bear the risk of its ultimate price effect. Of course, brokers would always
be interested in providing valuable information to their customers, even in
the absence of fixed commissions. On the other hand, the existence of price
controls, while ensuring inflated brokerage fees, made non-price competi-
tion especially important in order to attract the lucrative business provided
by institutional investors. This factor greatly magnified the incentive to
provide inside information, given a relatively low cost of obtaining such
information through privileged access to issuers, and discouraged brokers
from trading on inside information only for themselves.

Widespread use of inside information was in fact observed in securi-
ties markets, coinciding with growing pressures on price controls. In 1967,
a business periodical noted that the fixed brokerage commissions regime
had, within the past ten years, “encouraged the proliferation of more-or-less
questionable practices” of brokerage firms, such as supplying preferred
customers “with the fruits of ‘research,” which all too often means advance
word on secondary offering, airline route award, dividend cut or other valu-
able information.”®® The same publication pointed to “the huge success
enjoyed by performance [of] hedge funds, which, thanks to their unparal-
leled ability to generate commission business, have first call on the best
information available to Wall Street.”® Furthermore, there is evidence that
brokers marketed confidential information about upcoming takeovers to
institutional investors.*

In 1966, Professor Henry G. Manne hypothesized that “many director-
ships [serve] as information-exchange appointments.”' Indeed, brokerage
firms explicitly or implicitly marketed stocks of companies in which their
representatives held directorships, citing informational advantages. An
SEC study illustrated that trend by quoting a broker who “testified that
when he receives inside information through a directorship, he transmits
this information to his salesmen for the use of the firm’s customers and that
this is ‘one of the reasons why I hope we will be a little more successful
than other houses on the street.”””?> The same SEC study also observed that
quite a few brokerage companies were represented on boards of both listed

information obtained by institutions from management because of the absence of any fiduciary duty to
shareholders).

88  Advice to Brokers, BARRON’S NAT’L BUS. & FIN. WKLY., Nov. 20, 1967, at 1, 8.

89 Heresy on Insiders, BARRON’S NAT'L BUS. & FIN. WKLY., Oct. 31, 1966, at 1, 1 (reviewing
MANNE, supra note 1).

9  Eileen Shanahan, Insurance Mergers Questioned, N.Y. TIMES, May 6, 1969, at 57.

91 MANNE, supra note 1, at 65.

92 SpgCIAL STUDY, supra note 40, pt. 1, at 437; see also id. (noting an instance when another
“firm acquired adverse information concerning a company through a directorship, that information was
transmitted to customers holding the security”).
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and OTC companies,”® which certainly gave them access to inside informa-
tion. Furthermore, it was recognized that, even when a broker-underwriter
was not represented on the corporate board, it still had a sure means of ac-
cess to inside information by virtue of performing financial services for the
issuer.*

As with other rebative practices, this trend also caught the attention of
the regulators as an interference with the orderly functioning of securities
markets. In 1972, SEC Chairman William J. Casey condemned “the prac-
tice of paying for inside information by allocating ‘research’ commissions
to a brokerage firm” and stated that, “[t]o ensure the integrity and fairness
of the markets, the Commission has made it clear that the professional who
comes into the possession of inside information has the obligation neither to
act on this information nor to pass it on.”” In a 1973 speech, SEC Chair-
man G. Bradford Cook also attacked business practices where “inside in-
formation was routinely disseminated under the guise of research in ex-
change for brokerage commissions” and criticized ‘“companies [that] often
wind up passing along to analysts nonpublic bearish information, which is
in turn passed to institutions, who then go out and clobber the company’s
stock”® Commissioner Philip A. Loomis, Jr. made a similar observation in
1972: “I don’t think it encourages fairer markets when institutional sales-
men who, having been given information entrusted to their syndicate de-
partments, in confidence, proceed to pass it on to certain institutions, in
some cases receiving directed commissions as a reward therefore.” Ana-
lyzing the attitudes within the regulatory agency, an outside observer con-
cluded that “many at the SEC believe some of [brokerage] firms merely use
research as a vehicle to solicit inside data that they pass on to large custom-
ers.””®

93 14 pt. 1,at429.

94 14 pt. 1, at 433-34.

95 William J. Casey, Chairman, Sec. and Exch. Comm’n, Address Before the Financial Analysts
Federation: Research in the Changing Structure and Economics of the Securities Markets 11 (May 22,
1972), http://www.sec.gov/news/speech/1972/052272casey.pdf (last visited May 27, 2008).

96 G, Bradford Cook, Chairman, Sec. and Exch. Comm’n, Address Before the New York Society
of Security Analysts: The Role of the Analyst in the Evolving Market System 9 (Mar. 27, 1973),
http://www.sec.gov/news/speech/1973/032773cook.pdf (last visited May 27, 2008) [hereinafter Cook’s
Speech].

97 Phillip A. Loomis, Jr., Loomis on Inside Information, FIN. ANALYSTS J., May-June 1972, at 20,
21.

98 Wayne E. Green, SEC Sees Court Rulings on ‘Insider’ Trading Changing Brokers’ Method of
Operations, WALL ST. ., Sept. 30, 1968, at 30.
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D. Give-Up System and Its Abolition

One of the complex rebative arrangements on the NYSE and other se-
curities exchanges was the system of customer-directed give-ups “derived
from the customer’s ability to direct the member executing a transaction [to
pay a part] of the customer’s commission payment, in cash, to another
member.”” As of the mid-1960s, NYSE members were willing to give-up
as much as sixty percent of the full commission.'® Give-ups were offered
in exchange for services not necessarily related to that specific transaction,
such as providing securities research and distributing shares of mutual
funds.'"” The give-up system certainly benefited large customers that
needed such services. It is illustrative that, in 1968, the NYSE members
gave-up thirty-eight percent of the $243 million in commissions received
from investment companies.'®

Give-ups certainly represented a surplus above the marginal cost that
could be reallocated away from the executing broker. Such payments also
served as an alternative currency in securities markets.'” Even the regula-
tors admitted that the give-up system was a creature of price controls:

In the over-the-counter markets where brokerage costs are subject to negotiation, customer-
directed give-ups to brokers who perform no necessary function in connection with a transac-
tion long have been recognized as improper and illegal. Mutual fund give-up practices have
been tolerated and have spread in the exchange markets only because of exchange minimum
commission rate schedules, which do not take into account the nature and cost of providing
brokerage services to large institutional investors.'®

There is evidence that the give-up system played a big role in dissemi-
nating inside information disguised as “research.” As one commentator
described the transmission of inside information by brokerage companies to
their clients, “Even if the tipster firm does not get the order [from the tipped
institutional client], it can share the commission through customer-directed

99 SPECIAL STUDY, supra note 40, pt. 2, at 316-17.

100 pypLIC POLICY IMPLICATIONS, supra note 17, at 170. Give-ups were certainly a phenomenon
of the 1960s. As noted by the NYSE President, “{G]ive-up practices only began to approach their
present magnitude within the past six or seven years . ... In 1961, only 4 to 5 percent of the New York
Stock Exchange commissions were given up.” Robert W. Haack, President, N.Y. Stock Exch., State-
ment Regarding the SEC Rate Structure Investigation, [1968-1969 Transfer Binder] Fed. Sec. L. Rep.
(CCH) 4 77,590, at 83,247 (Aug. 19, 1968). See also INSTITUTIONAL INVESTOR STUDY REPORT OF THE
SECURITIES AND EXCHANGE COMMISSION, H.R. DOC. 92-64, pt. 4, at 2192 tbl.XII-19 (1971) [hereinaf-
ter INSTITUTIONAL INVESTOR STUDY] (documenting that the volume of give-ups on the NYSE directed
by investment companies increased from $10.4 million in 1964 to $71.5 million in 1968).

101 gpECIAL STUDY, supra note 40, pt. 2, at 317.

102 INSTITUTIONAL INVESTOR STUDY, supra note 100, pt. 4, at 2183.

103 gee Richard W. Jennings, The New York Stock Exchange and the Commission Rate Struggle, 53
CAL. L. REv. 1119, 1124 (1965).

104 pypLIC POLICY IMPLICATIONS, supra note 17, at 17 (footnote omitted).
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give-ups.”'® The existence of give-ups strengthened the organized market
for inside information by providing a convenient payment system for sell-
ing information, unattached to any other service, for hard cash.'®

The SEC expressed grave doubts about the place of give-ups in the
fixed brokerage commissions regime: “Customer-directed give-ups raise
questions as to the propriety of the commission rate schedule itself. As-
suming that a minimum commission schedule is necessary and appropriate
to effective and efficient operation of an exchange, the commission rate
structure . . . should not give direct or indirect discriminatory rebates to
particular classes of customers.”'” At least until its Merrill Lynch decision
in 1968,'® the Commission did not articulate that give-ups were used to pay
for inside information. Instead, the principal argument was that give-up
practices created “distortions and artificial devices in the securities markets
[and] interfere[d] with the orderly functioning of the markets, the effective
execution of customer orders and the channeling of competitive forces for
the benefit of public investors.”'® In 1965, the Commission started its
campaign to abolish give-ups, and, by the end of 1968, this change was
adopted through the SEC’s pressure on individual securities exchanges
rather than an official action."®

The NYSE, brokerage firms themselves, and other members of the se-
curities industry were hesitant to abolish give-ups, offering several argu-
ments in favor of this practice. The Exchange’s position was that “[g]ive-
ups provide a highly flexible means of compensating various brokerage
firms for different constructive services within the framework of a single
commission [and] permit[] some firms to concentrate on fundamental re-
search, others to build Floor know-how, and others to focus on local re-

105 tnvestment Concerns Review Procedures to Avoid Possible Conflicts of Interest, WALL ST. J.,
Aug. 29, 1968, at 24.

106 The establishment of a market for information about securities can be problematic, but, in this
case, the likely factors for its success were the repeated interaction and credibility of privileged access to
issuers. See also Jack Hirschleifer, The Private and Social Value of Information and the Reward to
Inventive Activity, 61 AM. ECON. REV. 561, 565 (1971) (noting that “it may not be easy for an informed
individual to authenticate possession of valuable foreknowledge for resale purposes™).

107 pypLIC POLICY IMPLICATIONS, supra note 17, at 185.

108 Merrill Lynch, Pierce, Fenner & Smith, Inc., 43 S.E.C. 933 (1968).

109 pypLIC POLICY IMPLICATIONS, supra note 17, at 185.

10 Fora description of the SEC’s actions to abolish give-ups and the analysis of their propriety,
see Indep. Broker-Dealers’ Trade Ass’n v. SEC, 442 F.2d 132 (D.C. Cir. 1971), cert. denied, 404 U.S.
828 (1971). For another description of the SEC’s war on give-ups, see SELIGMAN, supra note 10, at
398-405. The prohibition of give-ups had not completely stopped commission-splitting practices of the
brokerage community. For instance, institutional investors started sending large orders to block posi-
tioners via “friendly” brokers that performed various services for such investors in exchange for the
difference between the public and intermember commission rates. James L. Hamilton, Deregulation in
the Securities Brokerage Industry, in DEREGULATION: APPRAISAL BEFORE THE FACT 75, 86 (Thomas G.
Gies & Wemer Sichel eds., 1982).
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search and local shareholders.”'"' A securities industry organization, in
which the NYSE member firms were heavily represented, similarly argued
that “the trade practice of give-ups has been adopted as the most efficient
and equitable means of sharing the compensation for services actually per-
formed.”""? Goldman Sachs stressed the role of give-ups “in compensating
for essential services that accrue to the benefit of shareholders.”'® The
Investment Bankers Association supported the retention of “both a mini-
mum stock exchange commission rate concept and the division of that
commission among bona fide broker-dealers which perform direct or ancil-
lary services for customers.”'"

Institutional investors defended the give-up system to the extent the
fixed brokerage commissions regime remained in place. One of the leading
hedge funds described this practice as a form of compensation “for eco-
nomic information, investment advice and research work in securities. This
is the lifeblood of our operation; we could not continue in business without
it.”" This hedge fund also pointed out that “[n]o ‘give-ups’ [were] issued
for the sale of shares or interests in our fund.”"'® This comment illustrates
the role of the give-up system as a method of distributing valuable informa-
tion from brokerage firms to sophisticated investors. One of the largest
mutual fund complexes was also expressed skepticism about abolishing
give-ups: “[R]esearch services rendered by brokers are unquestionably
beneficial to the funds and the fund shareholders. . . . [I]t is traditional and
appropriate to compensate brokers for such services from portfolio broker-
age.”""” Another leading institutional investor similarly commented that the
use of give-ups “to reward a broker who expected to earn commissions on
transactions placed through him because of a good research idea . . . is en-

111 { etter from Robert W. Haack, President, N.Y. Stock Exch., to Orval L. DuBois, Sec’y, Sec. and
Exch. Comm’n 6 (Mar. 21, 1968) (on file with author); see also id. at 11 (“[GJive-ups are a most effi-
cient and economical means of enabling substantial investors to meet their obligations, as they see them,
to many brokers.”).

112 Ass'n of Stock Exch. Firms, Comments on SEC Proposed Rule 10b-10 and NYSE Proposal on
Commission Rates, Fed. Sec. L. Rep. (CCH), extra ed. no. 198, May 3, 1968, at 38 (n.d.).

13 [ etter from Goldman, Sachs & Co. to Orval L. DuBois, Sec’y, Sec. and Exch. Comm’n 3 (Mar.
29, 1968), htip://www.sechistorical.org/collection/papers/1960/1968_0329_GoldmanSachs_10b10.pdf
(last visited May 27, 2008).

114 1 etter from Francis B. Schanck, President, Inv. Bankers Ass’n of America, to Manuel F.
Cohen, Chairman, Sec. and Exch. Comm’n 1 (Aug. 16, 1968), http://www.sechistorical.org/collection
/papers/1960/1968_0816_Schanck.pdf (last visited May 27, 2008).

U5 Letter from [name redacted] to Special Comm. on Member Firm Costs and Revenues, N.Y.
Stock Exch. 2 (Mar. 3, 1967) (on file with author).

116 Id

17 Letter from Robert M. Loeffler, Vice President - Law, Investors Diversified Servs., Inc., to Sec.
and Exch. Comm’n 2 (Mar. 29, 1968), hutp://www.sechistorical.org/collection/papers/1960/1968
_0329_IDS.pdf (last visited May 27, 2008).
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tirely proper.”'"® Likewise, one institutional investor did not condemn the
give-up system as such'® but pointed to a preferred alternative where “the
excess cash [would be] available directly to the customer in the form of
lower commissions rather than in the form of the privilege of deciding to
whom within a certain limited class, it should be given.”'®

Thus, the give-up system was a creature of the fixed brokerage com-
missions regime, which also provided a payment system in the market for
inside information involving brokerage firms and large investors. As ques-
tionable give-up practices came under the SEC’s scrutiny, both the broker-
age industry and the institutional investor community opposed their aboli-
tion. It might seem surprising that the NYSE had reservations about the
elimination of an implicit discount, but this might be explained by a poten-
tial competitive disadvantage presented by the existence of give-up prac-
tices on other securities exchanges and difficulties with monitoring other
exchanges’ compliance with an SEC-mandated ban.'!

II. CADY, ROBERTS DECISION: ITS BACKGROUND, SIGNIFICANCE, AND
CONNECTION TO THE FIXED BROKERAGE COMMISSIONS REGIME

This section discusses the background and significance of the Cady,
Roberts decision and asserts that the facts suggest a clear connection be-
tween the use of inside information and the existence of the fixed brokerage
commissions regime. Section II.LA examines the underlying facts and ar-
gues that the use of inside information by the brokerage firm was a re-
sponse to competitive pressures under the constraints of the fixed brokerage
commissions regime. Section IL.B analyzes subsequent actions of the
NYSE and shows that the Exchange did not have a serious interest in out-
lawing the use of inside information by its members. Section II.C looks at

118y etter from D. George Sullivan, Vice President, Fidelity Mgmt. & Research Co., to Sec. and
Exch. Comm’n 3 (Mar. 29, 1968), http://www.sechistorical.org/collection/papers/1960/1968_0329
_Fidelity.pdf (last visited May 27, 2008).

19 { etter from Frank J. Hoenmeyer, Executive Vice President, Prudential Ins. Co. of Am., to Orval
L. DuBois, Sec’y, Sec. and Exch. Comm’n 3-5 (Mar. 29, 1968), http://www.sechistorical.org/collection
/papers/1960/1968_0329_Prudential.pdf (last visited May 27, 2008).

120 14 ar4.

121 §pe SPECIAL COMM. ON MEMBER FIRM COSTS AND REVENUES, N.Y, STOCK EXCH., INTERIM
REPORT ON VOLUME DISCOUNT, CUSTOMER-DIRECTED GIVE-UPS AND NONMEMBER BROKER
DISCOUNT (1968), reproduced in N.Y. Stock Exch., Minutes of the Board of Governors, pt. 10, at 1028
(June 27, 1968) (“[The practice of give-ups] weakens the economic basis of the minimum commission
structure itself [but] cannot be effectively abolished by the unilateral action of one national securities
exchange. To be effective, the action taken must apply uniformly to all markets.”); see also Memoran-
dum from Irving M. Pollack, Dir., Div. of Trading and Mkts., Sec. and Exch. Comm’n, to Sec. and
Exch. Comm’n 2 (Nov. 20, 1967), hitp://www.sechistorical.org/collection/papers/1960/1967_1120
_Memo_Pollack.pdf (last visited May 27, 2008) (“The Division believes that no exchange will unilater-
ally deal with the [give-ups] problem and Commission action is necessary in this area.”).
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the initial reaction of the regulators to the Cady, Roberts affair and argues
that their actions can be traced to the concern over directorships held by
brokerage firms. Section II.D shows that the Cady, Roberts decision was a
major milestone for the regulation of insider trading.

A. Facts in the Context of the Fixed Brokerage Commissions Regime

On November 25, 1959, J. Cheever Cowdin, a member of the board of
directors of the Curtiss-Wright Corporation and a registered representative
of Cady, Roberts & Co., a NYSE brokerage firm, informed Robert M. Gin-
tel, a partner in the same brokerage firm, that the Curtiss-Wright board had
decided to cut the dividend from 62.5 to 37.5 cents despite favorable pub-
licity about the new internal combustion engine developed by the com-
pany.'” It is unclear whether this information leak was prearranged, but
Cowdin, at least on a few occasions, had called Gintel right after board
meetings in the past. The phone call from Cowdin to the order clerk who
conveyed the information to Gintel occurred during a brief recess of the
board meeting shortly after the dividend decision was made. While in pos-
session of this information, Gintel made a series of stock dispositions and
short sales of the Curtiss-Wright common stock before the news appeared
on the Dow Jones ticker tape. Gintel had been selling some of the Curtiss-
Wright holdings at his disposal earlier that morning before receiving the tip,
but, most likely, this was done for liquidity purposes in response to the ris-
ing stock price during that period. Cowdin later claimed that he thought
that the dividend news had already been disseminated at the time of his
phone call and that he only wanted to inquire about the impact of the an-
nouncement on the stock price of Curtiss-Wright. On the other hand,
Cowdin called the office of Cady, Roberts & Co. only about ten minutes
after the dividend decision was made, making it unlikely that he expected a
wide dissemination of this information to have occurred.

One of the most important facts in Cady, Roberts is the role played by
a large mutual fund that invested heavily in Curtiss-Wright. A representa-
tive of that mutual fund—also an aerospace industry analyst—was in the
office of Cady, Roberts & Co. and in contact with Gintel when the latter
learned about the dividend reduction. In fact, that mutual fund representa-

122 The description of the underlying facts in the Cady, Roberts affair in this section is based on
Dep’t of Member Firms, N.Y. Stock Exch., Materials of the Censure of Robert M. Gintel (1959-60).
These materials are especially valuable because the SEC file on the administrative proceeding against
Cady, Roberts & Co. and Robert M. Gintel was destroyed, in accordance with the regulatory agency’s
retention policy for documents pertaining to broker-dealer administrative proceedings, after twenty-five
years. See Letter from Mark P. Siford, FOIA/Privacy Act Research Specialist, Office of Filings and
Info. Servs., Sec. and Exch. Comm’n, to author (July 18, 2006) (on file with author). Thus, materials
pertaining to other important administrative proceedings discussed in this article have also been de-
stroyed.
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tive had initially contacted the brokerage firm specifically because he was
trying to “get in touch” with the management of Curtiss-Wright and thought
that it would be possible via the directorship held by Cowdin. Gintel sold
2,000 shares held by this mutual fund after Cowdin’s phone call, avoiding
the loss of approximately four dollars per share. The circumstances
strongly suggest that Gintel in fact conveyed the information—or, at least,
gave a sly wink—to the mutual fund representative and triggered the trans-
action.”” Furthermore, a substantial portion of the short sales executed by
Gintel were made on the joint account of individuals affiliated with—and
recommended to Gintel by—the mutual fund representative.'*

The NYSE suspected that Gintel used inside information to induce his
client to direct brokerage business to his firm. Furthermore, there is evi-
dence that Gintel was pressured to provide “research,” often a codeword for
inside information,'” to institutional investors precisely because Cady,
Roberts & Co.—unlike its many competitors—did not sell shares of mutual
funds to obtain brokerage business and, consequently, had no means of
providing this important kickback to its institutional clients. Thus, the facts
of Cady, Roberts point to the strains of the fixed brokerage commissions
regime and the competitive pressure on brokerage firms to transmit inside
information to institutional investors. Another relevant issue was the repre-
sentation of brokers on corporate boards, as Cady, Roberts & Co. had nei-
ther a formal policy on the issues pertaining to its employees serving on
issuers’ boards nor any internal information barriers to control the flow of
inside information.

B. Reaction of the New York Stock Exchange

The NYSE did not classify Gintel’s activities as a rebative practice, al-
though it took the matter very seriously during that time period.'* The Ex-

123 Another important piece of information is that the institutional investor in question had sold
approximately 10,000 Curtiss-Wright shares around the dividend-reduction announcement, i.e., through
other brokerage firms besides Cady, Roberts & Co. It is quite likely that some of these orders were
executed before the announcement, although the available information does not answer this question. If
this is an accurate guess of what had happened, it would seem even clearer that the order executed
though Cady, Roberts & Co. was a reward for conveying this crucial piece of information, although
there might be other possible reasons for splitting a large order among different brokers.

124 However, it appears that the majority of short sales executed by Gintel were made on the ac-
counts of customers not connected with any institutional investor.

125 See Advice to Brokers, supra note 88, at 8 (describing how brokers referred to inside informa-
tion as “research”).

126 Some kickback schemes involving brokerage firms were even adjudicated on the level of the
NYSE’s Board of Governors. See, e.g., N.Y. Stock Exch., Minutes of the Board of Governors, pt. 6, at
398-416 (Nov. 18, 1959) (making payments to non-member customers to rebate commissions); id. pt. 6,
at 334-38 (July 2, 1959) (nominally employing a registered representative in exchange for commission
business).
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change was more concerned with the role of the Curtiss-Wright Corporation
in the delay of the dividend reduction announcement.'? The Department of
Member Firms, the NYSE’s enforcement arm, even cautioned against the
creation of a broad precedent aimed at insider trading:

[T]he fact that the situation involves “inside information” might result in improper interpreta-
tion on the part of both member firms and the public that the Exchange had established a
principle that the use at any time of information which had not been given general publicity
is, per se, an offense against the public interest constituting conduct inconsistent with just
and equitable principles of trade or act detrimental to the interest or welfare of the Exchange
when no such conclusion is intended.'?

In other words, the Exchange did not feel particularly threatened or dis-
turbed by then-existing insider trading practices in the brokerage commu-
nity, and, after all, Cowdin and Gintel broke no clear legal or industry
norm. This stance was consistent with the NYSE’s historic policy of not
directly regulating and only occasionally criticizing trading on inside in-
formation by corporate employees,'” imposing special restrictions on trad-
ing by NYSE employees,' and having virtually no limitations on the use of

127 See Letter from Phillip L. West, Vice President, N.Y. Stock Exch., to Roy T. Hurley, Chairman,
Bd. of Dirs., Curtiss-Wright Corp. 3 (Feb. 10, 1960) (on file with author) (“The delay in the release of
the dividend news [warrants consideration], particularly in the light of the lengthy discussion between
the Exchange and your Corporation some years ago in connection with the delay in the announcement of
the deferred dividend action on the class A Stock.”).

128 Memorandum from Dep’t of Member Firms, N.Y. Stock Exch. 7-8 (Feb. 4, 1960) (on file with
author).

19 151875,a special committee of the Exchange had expressed its disapproval of trading on confi-
dential information by corporate insiders, the situation described as when “a favored few” use such
information “to the prejudice of the many.” Form Letter from Brayton Ives, Salem T. Russell & Donald
MacKay, N.Y. Stock Exch., to listed companies (Oct. 11, 1875) (on file with author). The committee
also observed that “[t]his unjustifiable action has done more than anything else to bring railroads, espe-
cially, into disrepute. ‘Speculating Directors’ have become so odious that we feel that honest officers
owe it to themselves as well as to the public to correct this evil state of affairs . . ..” Id. See also Rich-
ard Whitney, President, N.Y. Stock Exch., Statement Made to the Governing Committee and the Mem-
bership in Regard to the Investigation of Stock Exchange Practices by the Banking and Currency Com-
mittee of the United States Senate 28-29 (Aug. 24, 1932) (on file with author) (“The Exchange, of
course, has no control of corporate officers but it is unalterably opposed to the misuse of confidential
information.”). An interesting historical episode is that the NYSE and the securities industry as a whole
were quite skeptical about the provisions of the Securities Exchange Act of 1934 that regulated trading
by corporate insiders. For instance, in 1939, the leading securities exchanges—including the NYSE—
argued for the repeal of Section 16(b) as detrimental to market liquidity and concluded that crafting
legislation “designed to prevent the unfair use of inside information and to afford appropriate remedies
to injured parties . . . is impracticable in the light of past experience.” Text of Exchanges’ Proposals to
SEC, WALL ST. )., Mar. 15,1939, at 11.

130 A likely example of that policy is the NYSE’s prohibition of trading by “any telephone clerk
employed within the Exchange.” N.Y. Stock Exch., Minutes of the Governing Committee, pt. 7, at 362-
63 (Nov. 27, 1917). 1t is not inconceivable that this restriction might have been at least partially ex-
plained by the fact that telephone clerks played a role in transmitting orders to the floor of the Exchange,
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inside information about listed companies by NYSE members. The Ex-
change had traditionally preferred to focus on mandating accurate and
prompt corporate disclosure®™' rather than on regulating transactions by
corporate insiders of listed companies. It was a sensible policy given the
NYSE’s lack of enforcement resources and jurisdiction over individual
corporate insiders, and, most likely, the Exchange had no direct economic
interest in prohibiting insider trading by corporate insiders and, even more
S0, by its own members.

The NYSE censured Gintel for “a short sale of 500 shares for a com-
pletely new account [for which he] had never before done business . . . and
had no authorization for entering such an order” and imposed a fine of
$3,000."* The Exchange did pay lip service to the issue of insider trading:
“In view of . . . the particular circumstances under which you received the
dividend information, you should have raised a question in your own mind
of the propriety of using that information before it became public prop-
erty.”'* But the NYSE “did not contemplate any publicity” of the Cady,
Roberts affair' and preferred to take a rather minor enforcement action'*
rather than setting a precedent for its members.”*® Most likely, the Ex-
change acted at all only because it was pushed “to do something” by the

giving them access to price-moving news, and that their trading might have decreased the profits of
NYSE members themselves. See also Stock Market Study Hearings, supra note 87, at 57 (statement of
G. Keith Funston, President, New York Stock Exchange) (stating that, as of 1955, “[n]o exchange
employee can take advantage of any information that he secured as an exchange employee and purchase
stock based on that information” and describing the procedures for reporting stock transactions for
NYSE employees).

131 See, e.g., ADOLF A. BERLE, JR. & GARDINER C. MEANS, THE MODERN CORPORATION AND
PRIVATE PROPERTY 297 (1932) (stating that the NYSE'’s listing standards were leading “towards an
increasingly full and increasingly prompt disclosure”); WILLIAM Z. RIPLEY, MAIN STREET AND WALL
STREET 210 (1927) (describing the NYSE as “the leading influence in the promotion of adequate corpo-
rate disclosure™).

132 Minutes of Censure of Robert M. Gintel before the Advisory Committee of the Board of Gov-
ernors of the New York Stock Exchange 1-2 (Feb. 24, 1960) (on file with author) [hereinafter Minutes
of Censure]. The full Board was briefed about the censure shortly thereafter. N.Y. Stock Exch., Min-
utes of the Board of Governors, pt. 7, at 474 (Feb. 25, 1960).

133 Minutes of Censure, supra note 132, at 2.

134 Memorandum from J. H. Schwieger, Vice President, N.Y. Stock Exch. 1 (Feb. 11, 1960) (on
file with author).

135 The fine imposed on Gintel was not intended to be punitive. In fact, the amount of the fine was
slightly less than the trading profits made on the account of his wife on the basis of the dividend-
reduction information. See Memorandum from Dep’t of Member Firms, N.Y. Stock Exch., to Advisory
Comm., Bd. of Governors, N.Y. Stock. Exch. 3 (Feb. 8, 1960) (on file with author). On the other hand,
Cowdin’s registration with the NYSE was withdrawn. Extract from Minutes of the Department of
Member Firms Staff Meeting, New York Stock Exchange 1 (Feb. 25, 1960) (on file with author).

136 Initially, the NYSE decided against sending out an “educational circular’ to its members, a
device used to set self-regulatory precedents, pertaining to the Cady, Roberts affair. See N.Y. Stock
Exch., Dep’t of Member Firms, M.F. Educational Circular No. 132 (Jan. 1961) (draft, marked “not
used”) (on file with author).
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regulators. In fact, there is evidence that the NYSE was not enthusiastic
about the subsequent administrative adjudication issued by the Commis-
sion. According to SEC Chairman William L. Cary, NYSE President G.
Keith Funston objected to the Commission’s decision, “characterizing [it]
as an unwarranted step toward raising standards to an unrealistic level.”"”

On the other hand, the NYSE did not oppose the Cady, Roberts deci-
sion publicly and even issued a pronouncement that the SEC’s policy did
not question “the ordinary practices of analysts and brokers seeking and
using corporate information of type company officials would give to any
one [sic] having a legitimate interest in the company.”"** Furthermore, the
NYSE declared that:

Any director of a corporation who is a partner, officer or employee of a member organization
should recognize that his first responsibility in this area is to the corporation on whose Board
he serves [and] meticulously avoid any disclosure of inside information to his partners, em-
ployees of the firm, his customers or his research or trading departments.139

Yet, given the competitive pressure to use inside information because of
price controls, brokers were unlikely to comply with the NYSE’s formal
position on the limitations on the use of such information and the creation
of internal information barriers.

C. Initial Reaction of the SEC’s New York Office

The SEC’s New York office reacted promptly to the unusual trading
activities in the stock of Curtiss-Wright by launching its own investigation.
John H. Schwieger, the NYSE’s Vice President, described his conversation
with Paul Windels, the Regional Administrator of the SEC’s New York
Office, regarding the regulators’ likely motivations to intervene, as follows:

Mr. Windels said that [Gintel] had been moving primarily on the backing of Rittmaster, who
formerly was [sic] associated with Wolfson. According to Mr. Windels, some of Gintel’s di-
rectorships have been the result of Rittmaster’s direction. Mr. Windels said that he has the
personal feeling that the transmission of dividend information from Cowdin to Gintel was
not merely coincidental.'*

In other words, the SEC’s New York office was concerned with Gintel’s
ties to Louis Wolfson, the famous financial raider, and his associate Alex-

137 WiLLIAM L. CARY, POLITICS AND THE REGULATORY AGENCIES 84 (1967).

138 N.Y. Stock Exch., Dep’t of Member Firms, M.F. Educational Circular No. 151 (Dec. 15, 1961).
139 N.Y. Stock Exch., Dep’t of Member Firms, M.F. Educational Circular No. 162 (June 22, 1962).
Memorandum from J. H. Schwieger, supra note 134, at 1.
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ander Rittmaster,'' although neither of these two individuals appeared to be
involved in trading on inside information in the stock of Curtiss-Wright.'*?
Furthermore, the regulators paid special attention to the fact that Gintel
himself served as a director of another company controlled by the Wolfson-
Rittmaster group that was negotiating a merger with Curtiss-Wright,'** as
they probably had reservations about the expansion of the Wolfson empire.
Additionally, the SEC had previously taken enforcement actions against
Wolfson and corporate directors affiliated with him.' In other words, the
regulators were tackling the issue of directorships held by the brokerage
industry. Attaching great weight to the Cady, Roberts incident, the SEC’s
New York office prepared a report, drafted by William D. Moran, the
SEC’s Assistant Regional Administrator, recommending that the Commis-
sion “institute [broker-dealer] revocation proceedings against Cady, Roberts
& Co. under Section 10-B-5 of the 1934 Act based on the conduct of Gintel
and Cowdin . . . the first such proceeding under 10-B-5 . . . based on the
claim that Gintel was in possession of inside information.”**

141 For some background information on Louis Wolfson and his “chief financial aide” Alexander

Rittmaster, see DIANA B. HENRIQUES, THE WHITE SHARKS OF WALL STREET: THOMAS MELLON EVANS
AND THE ORIGINAL CORPORATE RAIDERS 74-80, 151-57 (2000). See also Robert E. Bedingfield, Per-
sonality: Aide and Commander as Well, N.Y. TIMES, Oct. 6, 1957, at 17 (describing the alliance of
Wolfson and Rittmaster); Alexander Rittmaster Resigns as a Director of Merritt-Chapman, WALL ST. J.,
Nov. 10, 1964, at 15 (describing Rittmaster’s resignation that probably ended the period of his active
collaboration with Wolfson).

142" On the other hand, Rittmaster, together with other associates of Wolfson’s, also managed an
investment company. Bedingfield, supra note 141; New Fund Organized, N.Y. TIMES, Sept. 18, 1957,
at 22. The author speculates that Rittmaster might have been involved in directing brokerage commis-
sions in exchange for inside information in other instances, although it is unclear whether this possibility
was one of the SEC’s considerations in the Cady, Roberts affair.

143 Memorandum from J. H. Schwieger, Vice President, N.Y. Stock Exch. 3 (Jan. 7, 1960) (on file
with author).

144 50e Litigation Release No. 1315, 1958 SEC LEXIS 895 (Aug. 1, 1958) (the SEC securing a
permanent injunction enjoining Wolfson and his associates from violating antifraud and anti-
manipulation regulation—including Rule X-10B-5—through their transactions in securities of American
Motors Corp.). Previously, Wolfson placed two of his associates on the company’s board of directors.
The Wolfson Story Begins a New Chapter; Climax or Anticlimax?, WALL ST.J., Aug. 1, 1958, at 1. The
American Motors incident was described as “the Wolfson-Windels clash,” referring to the fact that the
SEC team was led by the same Paul Windels. Id.

145 Memorandum from I. H. Schwieger, supra note 143, at 1 (emphasis added). SEC Chairman
William L. Cary is usually credited for the outcome of Cady, Roberts, and, certainly, his role in pushing
the decision through cannot be ignored. See, e.g., Louis Loss, Comment, 63 COLUM. L. REV. 861, 861
(1963) (“[TIf Professor Cary does nothing else at the SEC he has earned his pay in Cady, Roberts & Co.
I view it as a landmark in the law.”) (footnote omitted). But this memorandum makes very clear that the
SEC’s enforcement machine was already in motion and that the decision to create the precedent under
Rule 10b-5 reaching the use of inside information in impersonal markets had been taken in his absence.
After all, Chairman Cary took office only on March 27, 1961. U.S. Sec. and Exch. Comm’n, Historical
Summary, http://www.sec.gov/about/sechistoricalsummary.htm (last visited May 27, 2008). Further-
more, the discussion of insider trading in the treatise co-authored by Cary, RALPH J. BAKER & WILLIAM
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D. Regulatory Impetus of the Cady, Roberts Decision

The SEC’s administrative adjudication in the matter of Cady, Roberts
& Co., which was authored by Chairman William L. Cary,'* was a water-
shed event in securities regulation. In the words of Professor Donald C.
Langevoort, this decision “built the foundation on which the modern law of
insider trading rests.”™ Chairman Cary later observed that “the Commis-
sion, for the first time, said that the duty of insider disclosure or abstinence
applied in an exchange market and that it was a fraudulent practice to sell a
security while in possession of inside information in a faceless transaction
as well as face-to-face.”'*® The SEC’s decision itself noted that “[i]t would
be anomalous indeed if the protection afforded by the anti-fraud provisions
were withdrawn from transactions effected on exchanges, primary markets
for securities transactions.”'¥

The Commission based the obligation to disclose information or ab-
stain from its use on two broadly-defined principles:

[Tlhe existence of a relationship giving access, directly or indirectly, to information intended
to be available only for a corporate purpose and not for the personal benefit [and] the inher-
ent unfairness involved where a party takes advantage of such information knowing it is un-
available to those with whom he is dealing.

L. CARY, CASES AND MATERIALS ON CORPORATIONS 553-90 (3d unabr. ed. 1958), did not unambigu-
ously suggest the future outcome of the Cady, Roberts decision.

146 Chairman Cary later acknowledged that the “ghost writer” of the Cady, Roberts decision was
his assistant Arthur Fleischer, Jr. Symposium, Insider Trading in Stocks, 21 BuS. Law. 1009, 1009
(1966).

147 Langevoort, supra note 5, at 1319.

148 William L. Cary, The Direction of Management Responsibility, 18 BUS. Law. 29, 32 (1962).
Also compare U.S. SEC. AND EXCH. COMM’N, PROPOSAL TO SAFEGUARD INVESTORS IN UNREGISTERED
SECURITIES, H.R. DOC. NO. 79-672, at 9 (1946) [hereinafter PROPOSAL TO SAFEGUARD INVESTORS]
(stating that “many of the cases in which managements have made unfair use of inside information may
not be outright frauds in the legal sense; they maybe grossly unfair and unjustified without constituting
violations of law”), with Study of Securities and Exchange Commission: Hearings on Powers, Duties,
and Functions of Securities and Exchange Commission Before a Subcomm. of the H. Comm. on Inter-
state and Foreign Commerce, 82d Cong. pt. 1, at 725-26 (1952) [hereinafter Study of Securities and
Exchange Commission Hearings] (statement of Peter T. Bymne, Regional Administrator, New York
Office, Securities and Exchange Commission) (arguing that the SEC’s interpretation of Rule X-10B-5
implied that “an insider cannot take advantage of a stockholder . . . in connection with the purchase from
him or the sale to him of the company’s stock where he has information not known to that man on the
other side of the transaction because of his fiduciary obligation to disclose it to him” but did not cover
transactions by tippees).

149 Cady, Roberts & Co., 40 S.E.C. 907, 914 (1961).

150 14, at 912. The SEC also made the following statement: “In considering these elements under
the broad language of the anti-fraud provisions we are not to be circumscribed by fine distinctions and
rigid classifications.” Id.



342 JOURNAL OF LAW, ECONOMICS & POLICY [VoL.4:2

The Cady, Roberts decision also drew a line between information that has
“a direct effect on the market value of securities” obtained as a result of
privileged access to the issuer and information “arrived at as a result of
perceptive analysis of generally known facts.”"!

The SEC’s use of Rule 10b-5 in Cady, Roberts, in contrast to the much
weaker and narrower Section 16 of the Securities Exchange Act,' ex-
panded the scope of insider trading regulation and emphasized the role of
administrative adjudications in creating regulatory norms.'® The immedi-
ate outcome of the decision was a wake-up call for brokers and other secu-
rities market professionals who sat on corporate boards. As one contempo-
rary commentator observed, “The subjection of the banker to vague and ill-
defined risks . . . will result in, and has already caused, many competent
persons to refuse to accept directorships.”'* Other commentators noted that
institutional investors were often fed inside information by brokers and
argued that “the wolf is certainly at the door for the institutions in the Cady,
Roberts case.”™ Thus, this decision had a major significance for informa-
tional networks within the securities industry.

III. ENFORCEMENT STRATEGY OF THE SEC AND THE LINK BETWEEN
FIXED BROKERAGE COMMISSIONS REGIME AND THE USE OF
INSIDE INFORMATION

This section argues that the overall enforcement program of the Secu-
rities and Exchange Commission that led to insider trading regulation and
the creation of Chinese Walls was largely aimed at the brokerage industry
and hence strongly influenced by the existence of the fixed brokerage
commissions regime. Section III.A develops this argument in the context
of the SEC’s actions involving the use of inside information for the benefit
of brokers’ clients. Section IIL.B develops the same argument in the context
of the SEC’s actions involving the creation of Chinese Walls within finan-
cial intermediaries. Section III.C asserts that the regulatory agency’s en-

51 14, at915.

152 The original Section 16 of the Securities Exchange Act of 1934, Pub. L. No. 73-291, 48 Stat.
881, 896-97, was substantially changed only in 1964, with its extension to the OTC markets and the
creation of the exemption for market makers from the “short-swing” profit provision. Securities Acts
Amendments of 1964, Pub. L. No. 88-467, § 8, 78 Stat. 565, 579.

153 For sources analyzing the administrative law aspects of Cady, Roberts, see CARY, supra note
137, at 82-84; Manuel F. Cohen & Joel J. Rabin, Broker-Dealer Selling Practice Standards: The Impor-
tance of Administrative Adjudication in Their Development, 29 LAW & CONTEMP. PROBS. 691, 715-16
(1964); Henry G. Manne, Insider Trading and the Administrative Process, 35 GEO. WASH. L. REV. 473,
480-83, 504-09 (1967). See also Cohen & Rabin, supra (comparing general rule-making and case-by-
case adjudication by the SEC as alternative means of creating regulatory norms).

154 Daum & Phillips, supra note 5, at 959.

155 BAUM & STILES, supra note 21, at 39.
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forcement program dealing with insider trading and Chinese Walls could be
understood as the interaction of the consequences of the fixed brokerage
commissions regime and other related factors.

A. SEC’s Enforcement Actions and the Use of Inside Information by
Brokerage Firms for the Benefit of Their Clients

As indicated earlier, Cady, Roberts most likely involved selective dis-
closure of information by a broker to an institutional client or, at a mini-
mum, the use of such information for the client’s benefit. This was the first
of many similar enforcement actions of the SEC, and this trend suggests
that the early development of insider trading regulation was heavily influ-
enced by the fact that inside information served as a rebate for brokerage
business.

One such enforcement action was brought against Frederic S. Mates.
One of the charges was that Mates Financial Services (“MFS”), an entity
controlled by Mates, “allocated the execution of securities transactions on
behalf of MFS advisory clients to brokerage firms which gave MFS and
Mates rebates [which] took the form of payments purportedly for an in-
vestment advisory publication.”'® The Commission also alleged that, in
1968, a director of Ramer Industries, a company listed on the American
Stock Exchange (“AMEX"), who was also a partner of a brokerage firm
that was a member of both the NYSE and AMEX, supplied Mates with
inside information about Ramer in exchange for large orders in that stock
executed through his firm: “Mates placed orders with the director for the
purchase of a total of 27,000 shares of Ramer stock on behalf of the Fund
[controlled by Mates] and two other mutual funds. Prior to this time, none
of the three funds had ever transacted any business with the Ramer direc-
tor.”"” These facts plainly suggest a hidden rebate on commissions, as the
AMEX had a minimum commissions schedule similar to the NYSE’s. Fur-
thermore, the brokerage firm did not subscribe to MFS’s advisory service
and hence could not rebate money that way.'®®

Another illustration of how inside information served as a currency for
brokerage business is the SEC’s civil suit against Glen Alden Corpora-
tion.'® In 1968, representatives of the NYSE-listed Glen Alden disclosed
confidential information about the company during special meetings with
representatives of Investors Diversified Services (“IDS”), the investment

156 Mates Fin. Servs., 44 S.E.C. 246, 256 (1970).

157 14 at258.

158 Dep’t of Member Firms, N.Y. Stock Exch., Materials of the Investigation in the Matter of
Frederic S. Mates (1969).

159 SEC v. Glen Alden Corp., 68 Civil Action No. 3203, 1968 U.S. Dist. LEXIS 12081 (S.D.N.Y.
Aug. 7, 1968).
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advisory component of one of the largest mutual fund complexes.'® The
meetings were arranged by Carter, Berlind & Weill, a NYSE member.'s'
According to the SEC, Glen Alden provided “sales, earnings and cash flow
projections for Glen Alden and each of its divisions for the years 1968 to
1972, projected acquisitions and other material information concerning the
affairs of Glen Alden and its related companies.”' In other words, the
SEC attacked the practice of selective disclosure arranged by a broker-
dealer in exchange for brokerage commissions from its clients’ transactions
on inside information.

The SEC also brought an enforcement action against Butcher &
Sherrerd, a NYSE member, for its 1970 transactions in the NYSE-listed
Penn Central based on inside information that benefited its preferred clients
as well as the insiders of the brokerage firm itself.'® Butcher & Sherrerd
was one of the members of the underwriting syndicate assembled to raise
capital for a securities offering for a subsidiary of Penn Central.'* The ul-
timate failure of this offering was concealed from the market: “[Tlhe
month’s biggest news—discovery that the debentures could not be sold—
was never announced.”® Apparently, the fact that Butcher & Sherrerd had
resigned its directorships in all publicly-held companies—including the
Penn Central directorship—in 1968'% did not stop the flow and use of in-
side information.'s

The SEC pursued a similar enforcement action against Bausch &
Lomb, a NYSE-listed company, and Faulkner, Dawkins & Sullivan, a
NYSE member firm.'® The Commission’s complaint alleged that, in 1972,
the chairman of Bausch & Lomb conveyed inside information regarding its
sales and expected earnings to a securities analyst at the brokerage firm,
resulting in dispositions of stock and short sales on behalf of institutional

160 jg, at %2,

161 Id.

162 14 at *3. Later it was also alleged that Carter, Berlind & Weill served as an intermediary and
an executing broker between Glen Alden and IDS in an attempt to assemble “friendly” shares for a
takeover of another company by Glen Alden. Penn Mart Realty Co. v. Becker, 300 F. Supp. 731, 733-
34 (1969).

163 Byicher & Sherrerd, Exchange Act Release No. 9894, 1972 SEC LEXIS 849 (Dec. 11, 1972).

164 Fred L. Zimmerman, How Broker with Links to Penn Central Sold Shares Before Collapse,
WALL ST. J., Oct. 22, 1970, at 1.

165 Id.

166 Broker Firm's Partners Quitting Boards of Public Firms to Bar Interest Conflict, WALL ST. J.,
Oct. 1, 1968, at 6.

167 The collapse of Penn Central also raised a more general issue of board representation of other
financial institutions and their access to inside information. The majority of the Penn Central directors
represented large commercial banks, and some of those banks engaged in transactions that might have
been based on inside information. See The Banking Reform Act of 1971: Hearings on H.R. 5700, H.R.
3287, and H.R. 7440 Before the H. Comm. on Banking and Currency, 92d Cong. pt. 2, at 743-45 (1971)
(remarks of Rep. Wright Patman, Chairman, H. Comm. on Banking and Currency).

168 1 jtigation Release No. 5918, 1973 SEC LEXIS 2861, at *1 (June 4, 1973).
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clients.'® But the courts refused to impose liability, primarily because the
SEC proved neither materiality of such information nor scienter.'”

Yet another SEC enforcement action involving selective disclosure
made by an issuer to a broker-dealer targeted the NYSE-listed Liggett &
Myers. The court-approved settlement imposed on the company the duty to
“implement, and hereafter supervise its employees’ compliance with a writ-
ten statement of policy with respect to disclosure of material nonpublic
information, which contains procedures to prevent disclosure of material
nonpublic information in violation of the federal securities laws.”"”" The
facts indicated that the issuer tipped selected brokers about important cor-
porate developments, and at least one of them traded on behalf of a large
institutional investor.'”

These actions of the SEC indicate that the regulators were going after
the use of confidential information obtained by broker-dealers via their
board representation, performance of financial services, or tips provided by
issuers themselves. The need to use such information for the benefit of
large clients was strongly reinforced by the existence of the fixed brokerage
commissions regime.'”

B. SEC’s Enforcement Actions and the Creation of Chinese Walls Within
Financial Intermediaries

Enforcement actions of the SEC that encouraged the creation of Chi-
nese Walls followed the same pattern. These actions also indicate that in-
side information served as a rebate for brokerage business and was trans-
mitted within financial intermediaries largely due to distortions of competi-
tion imposed by—and also through the means, such as give-ups, created
by—the fixed brokerage commissions regime.

169 14, For a more detailed description of the events, see Bausch & Lomb, Officer, Brokers
Charged by SEC, WALL ST. )., June 5, 1973, at 2.

170 SEC v. Bausch & Lomb, Inc., 420 F. Supp. 1226 (S.D.N.Y. 1976), aff'd, 565 F.2d 8 (2d Cir.
1977).

171 SEC v. Liggett & Myers, Inc., 73 Civil 2796, 1973 U.S. Dist. LEXIS 11401, at *3 (S.D.N.Y.
Oct. 24, 1973).

172 Bikind v. Liggett & Myers, Inc., 66 F.R.D. 36, 38-39 (S.D.N.Y. 1975).

173 Several cases involved the use of inside information by broker-dealers for the benefit of their
clients in markets not subject to the fixed brokerage commissions regime. See SEC v. F.L. Salomon &
Co., et al., Litigation Release No. 6056, 1973 SEC LEXIS 2534 (Sept. 13,.1973) (a lawsuit brought by
the SEC against a large group of defendants, mostly broker-dealers, investment advisors, mutual funds,
and their employees, for their involvement in the use of inside information about an OTC stock in
1971); Van Alstyne, Noel & Co., 43 S.E.C. 1980 (1969) (an SEC enforcement action against a broker-
dealer for its use of inside information about an OTC-traded company in April-June 1968). See also
Blythe & Co., 43 S.E.C. 1037 (1969) (an SEC enforcement action against a broker-dealer for trading on
its account on inside information pertaining to new issues of government securities from January 1964
to November 1967).
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The regulatory action that led to the widespread use of Chinese Walls
within financial intermediaries was the SEC’s Merrill Lynch decision.
Merrill Lynch, one of the largest brokerage firms, was the managing un-
derwriter of the NYSE-listed Douglas Aircraft’s convertible subordinated
debentures.' In its capacity as the underwriter, Merrill Lynch learned that
Douglas was expecting little or no profit in the 1966 fiscal year and had
reduced its earnings projections for the upcoming year."” The institutional
sales personnel at Merrill Lynch, tipped by the underwriting personnel,
shared this information with preferred clients.'” Several of these clients
sold the Douglas stock they held and also effected short sales of more than
190,000 shares on the NYSE."” In return, these clients executed such
transactions through Merrill Lynch or directed their executing brokers to
make give-up payments to Merrill Lynch."

This episode suggests that insider trading practices were strongly in-
fluenced by the existence of the fixed brokerage commissions regime, as
Merrill Lynch was rewarded not only with commission business but also
with give-ups, further confirming that the give-up system, the creature of
price controls, in some instances served as a means of paying for inside
information. In the eyes of SEC attorneys, giving inside tips in exchange
for brokerage dollars was “a relatively common practice.”’” The Commis-
sion’s actions were also seen “as a further effort on the part of the regula-
tory agency to attack ‘give-ups,” forced commission-splitting in return for
service, such as tips on inside information,”*® and the SEC seized this op-
portunity to abolish give-up practices altogether in a matter of months.'!
Furthermore, this episode illustrated the importance of non-price competi-
tion in an industry characterized by price controls. As a contemporary
commentator concluded, “Merrill Lynch undoubtedly believed that compe-
tition required it to selectively pass on the information it had about Doug-
las’ earnings.”"®

174 Merrill Lynch, Pierce, Fenner & Smith, Inc., 43 S.E.C. 933, 935 (1968).

175 Id.

176 Id

177 Id

178 14 For a more detailed description of the events, the identities of individual tippees—which
included leading hedge funds, investment partnerships, and mutual fund advisors—and the amounts of
give-up payments, see Investors Mgmt. Co., Hearing Examiner’s Initial Decision, 1970 SEC LEXIS
3042 (June 26, 1970). See also City Assocs., Exchange Act Release No. 8509, Investment Advisors Act
Release No. 242, 1969 SEC LEXIS 228 (Jan. 31, 1969) (the SEC accepting an offer of settlement of
another institutional investor tipped by Merrill Lynch about the financial state of Douglas Aircraft in
exchange for give-up payments).

179 Terry Robards, S.E.C. Accusation Jars Wall Street, N.Y. TIMES, Aug. 29, 1968, at 53.

180 pyyestment Concerns Review Procedures to Avoid Possible Conflicts of Interest, supra note

105.
181

182

See supra note 110.
MARVIN L. SALTZMAN, BROKER COMPLIANCE WITH RULE 10B-5 OR AVOIDING ILLICIT
COMMUNICATIONS 23 (1970).
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As the facts of the Merrill Lynch decision were not related to board
representation of financial institutions,' the regulators endorsed a new
prophylactic device: “In determining to accept the offers of settlement . . .
[the SEC had] taken into consideration [Merrill Lynch’s] undertaking to
adopt, implement, and ensure compliance with, revised procedures to pro-
vide more effective protection against disclosure of confidential informa-
tion . .. .”"™® Merrill Lynch’s Statement of Policy put strict limitations on
internal flows of “[m]aterial information obtained from a corporation by the
Underwriting Division in connection with the consideration or negotiation
of a public or private offering and which has not been disclosed by the cor-
poration to the investing public.”'®® The Policy further mandated that such
information was “to be used by the recipient solely for the purpose of carry-
ing out [his] responsibilities in connection with private offering . . . and not
be disclosed orally or in writing for any other purpose.”'® This was the
first formal Chinese Wall in the securities industry pushed for by the regu-
latory agency.'"” Furthermore, a subsequent SEC enforcement action
against institutional investors that obtained confidential information from
Merrill Lynch advanced the development of insider trading regulation by
clarifying the extent of tippee liability.'®*

Another illustration of SEC-endorsed compliance policies is the con-
troversy pertaining to Investors Diversified Services, an investment advisor
to mutual funds. In 1970, the Chief Operating Officer of the NYSE-listed
Lum’s disclosed to an institutional salesperson at Lehman Brothers that the
updated earnings projections indicated a sharp downward revision com-
pared to the prior estimates.’®® In turn, the institutional salesperson con-

183 1t was the policy of Merrill Lynch not to hold corporate directorships. See Ed Cony, Some Stir
Criticism by Sitting on Boards of Traded Companies, WALL ST. J., Sept. 19, 1962, at 1. In the words of
Michael McCarthy, the Chairman of Merrill Lynch, “We felt a conflict of interest could arise, so we
made it a general policy not to serve as directors way back in 1945.” Id. But this, of course, was not
enough to prevent information leakages.

184 Merrill Lynch, Pierce, Fenner & Smith, Inc., 43 S.E.C. 933, 938 (1968).

185 MCVEA, supra note 2, App. I at 257.
186 1d.

187 The Merrill Lynch decision is often considered as the impetus for the creation of Chinese Walls

within financial intermediaries. See MCVEA, supra note 2, at 124 (“The idea of [informational] segrega-
tion was first mooted in the Merrill Lynch Statement of Policy . . . .””); Poser, supra note 2, at 127 (“The
idea of erecting a Chinese Wall was first suggested by the SEC in 1968 as a way of preventing insider-
trading abuses . . ..”). On the other hand, various internal information barriers, such as abstaining from
internal discussions or not issuing any trading recommendations in securities of companies where direc-
torships were held, were employed by securities firms prior to this regulatory action. See SPECIAL
STUDY, supra note 40, pt. 1, at 434, 436. Yet, most likely, such practices were uncommon, largely
informal, and rarely enforced.

188 pnvestors Mgmt. Co., 44 S.E.C. 633 (1971). See also Comment, Investors Management Com-
pany and Rule 10b-5 - The Tippee at Bay, 72 COLUM. L. REV. 545 (1972).

188 SEC v. Lum’s, Inc., 365 F. Supp. 1046, 1050 (S.D.N.Y. 1973). The court noted that the institu-
tional salesperson at Lehman Brothers provided “valuable advice about rendering [Lum’s] more attrac-
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veyed that information to IDS, which liquidated its clients’ entire position
in the common stock of Lum’s.'”® IDS settled the matter with the SEC in
exchange for implementing a policy that put restrictions on transmitting
inside information by IDS employees to investment companies advised by
IDS.”' The policy contained a clear indication that one of the primary rea-
sons for its adoption were the practices reinforced by the fixed brokerage
commissions regime: “[I]t is the policy of IDS not to allocate brokerage in
consideration of the furnishing of material inside information, and IDS em-
ployees, in recommending the allocation of brokerage to broker-dealers,
should not give consideration to any material inside information furnished
by any broker-dealer.”'> Essentially, that policy created a Chinese Wall
within a mutual fund complex. Kevin Thomas Duffy, the SEC’s Regional
Administrator in New York, stated that the IDS settlement was a notice to
institutional investors to adopt similar policies on the use of inside informa-
tion."”

A similar SEC enforcement action involved the 1970 activities of
W.E. Hutton & Co., a broker-dealer.” The vice president of the NYSE-
listed Faberge informed a securities analyst at Hutton that the company had
sustained a substantial loss and would be revising its earnings estimate.'
In response, that securities analyst alerted Hutton’s branch offices, and one
branch manger contacted “a financial analyst at a certain bank . . . and rec-
ommended the sale of [Faberge] stock. A portfolio manager of the bank
ordered the sale of 3,000 shares . ... The order was given to Hutton and
was executed . . . prior to the public release of the earnings information.”"*
In other words, the implicit bargain was to exchange brokerage commis-
sions for inside information. Furthermore, Hutton’s securities analyst
tipped Investors Diversified Services which made transactions on behalf of

tive to the investment community” and was even invited to join the board of directors of Lum’s. /d. at
1052. While Lehman Brothers did not execute that particular transaction, id. at 1055, it probably would
have been compensated via some other arrangement.

190 74 at 1050. A similar situation probably had occurred in 1969, when IDS, along with other
institutional investors, was thought to be tipped confidential information about the AMEX-listed Four
Seasons Nursing Center of America by Walston & Co., a brokerage firm serving as the issuer’s principal
investment banker and underwriter. Les Gapay, Exchange Records Imply Walston Group Profited by
Inside Information, WALL ST. ., Sept. 12, 1972, at 1.

191 SEC v. Lum’s, Inc., 70 Civ. 5280 (HRT), 1972 U.S. Dist. LEXIS 11216, at *3-7 (S.D.N.Y.
Nov. 9, 1972).

192 1g at#s.

193 Terry Robards, S.E.C. Tightens Control Over Inside Information, N.Y. TIMES, Nov. 10, 1972, at
53. Furthermore, Lehman Brothers escaped liability—despite the SEC’s efforts—because of its “com-
pliance department, staffed by several competent and experienced attorneys, whose responsibility it was
to maintain a comprehensive supervisory system for the entire organization.” Lum’s, 365 F. Supp. at
1064.

194 Certain Trading in the Common Stock of Faberge, Inc., 45 S.E.C. 249 (1973).

195 4 at251.

196 14 at252.
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its client mutual funds through a different broker.'”” The Commission made
a broader reference to complex kickbacks in exchange for confidential in-
formation: “[A] practice has developed of [broker-dealer] firms receiving
compensation for inside information in subsequent unrelated transactions.
Indeed, the fact that the recipient may not effect any transaction after re-
ceiving inside information does not absolve the tipper of responsibility un-
der the Rule [10b-5].”'"® Although the practice of give-ups had already
been abolished, Hutton presumably would still have been compensated by
IDS via some other arrangement. The SEC, in line with its prior emphasis
on internal information barriers, went no further than censuring Hutton and
other broker-dealers and investment advisors involved “in light of the par-
ties’ undertaking to install and enforce procedures designed to detect and
prevent abuses of inside information.”'*

Thus, practices of financial intermediaries reinforced by the existence
of the fixed brokerage commissions regime led to the SEC’s preference for
internal information barriers in order to restrict the flow of confidential
information obtained through privileged access to issuers. The regulators
also recommended the adoption of Chinese Walls to financial intermediar-
ies other than broker-dealers.”®

C. Interaction of Various Factors in the SEC’s Regulatory Design of
Securities Markets

The SEC’s attempts to control the consequences of the fixed brokerage
commissions regime closely interacted with—and, in some sense, led to—
its activism in regulating information flows in the securities industry. The
Commission was also concerned about such interrelated issues as director-
ships held by financial institutions and practices of institutional investors.
In fact, almost every early significant case adjudicated or litigated by the
SEC pertaining to insider trading or dealing with the creation of Chinese
Walls®'—which targeted transactions that took place on impersonal securi-

197 14, at251.

198 14, ar257.

199 4 a1258. For an almost identical enforcement action of the SEC involving the transmission of
the same inside information from Faberge to two broker-dealers that used it for the benefit of their
clients, see Reynolds & Co., Exchange Act Release No. 10,835, Investment Advisors Act Release No.
416, 1974 SEC LEXIS 1197 (May 31, 1974). The regulatory agency also accepted the settlements on
the basis that the broker-dealers would “maintain effective procedures to protect against improper action
being taken on the basis of material nonpublic corporate information.” Id. at *2.

200 See G. Bradford Cook, The SEC and Banks, 89 BANKING L.J. 499 (1972) (the SEC General
Counsel recommending to commercial banks to establish internal information barriers on the basis of
the Merrill Lynch Policy).

201 The role of private litigation in the creation of insider trading regulation had been minimal:
“[Plrivate actions play[ed] a trivial role in regulating insider trading; the Commission ha{d] a virtual
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ties markets and lacked such obviously questionable practices as fraudulent
inducements to transact, misrepresentation, majority control, or market ma-
nipulation®?—involved the brokerage industry or the closely related issue
of the representation of financial institutions on corporate boards.*”® As
SEC Chairman G. Bradford Cook remarked, “[T]he movement of inside
information in the cases we have seen generally involves its delivery to
institutions or their agents for various considerations.””*

For some time, the SEC tried to micromanage the brokerage commis-
sions rate structure, influenced by the idea that price controls benefited se-
curities markets,” although the regulatory agency “had never articulated an
economic analysis that justified why fixed commission rates should exist in
the first place nor gathered sufficient empirical data to prepare such an
analysis.”” Even when the viability of the fixed brokerage commissions
regime was seriously shaken, the SEC tried to combat rebative practices,
seen as discriminatory and unfair, and conflicts of interest created by such
practices without paying too much attention to their underlying cause. As a
result, the Commission found itself entangled in many other problems, such
as reciprocal practices of the brokerage industry, exchange membership of
institutional investors, and antitrust issues, clashing with legislators, other
government agencies, and interest groups. The regulatory agency even
went so far as to ask the U.S. Congress to provide antitrust immunity to
securities exchanges in the areas under the SEC’s control.”” This was a

monopoly. The private actions actually brought were largely parasitic—a condition found nowhere else
in federal securities regulation.” Dooley, supra note 23, at 16-17 (footnote omitted).

202 For an analysis of earlier cases and SEC enforcement actions involving such questionable
practices that were connected to the use of inside information and, in some sense, laid the foundation for
a more general prohibition of insider trading on impersonal securities markets, see LOUIS LOSS,
SECURITIES REGULATION 823-44 (1sted. 1951).

203 For some outliers that, in the author’s opinion, had rather limited influence in creating and
shaping the insider trading doctrine and, typically, came later, see SEC v. Sorg Printing Co., No. 74 Civ.
3634, 1975 U.S. Dist. LEXIS 13121 (Mar. 28, 1975) (employees of a financial printing company infer-
ring the identities of targets in tender offers and then trading on this information); SEC v. Shapiro, 349
F. Supp. 46 (S.D.N.Y. 1972) (partners in a mergers and acquisitions consulting firm and their tippees
trading on confidential information about merger negotiations); Litigation Release No. 6589, 1974 SEC
LEXIS 2291 (Nov. 18, 1974) (employees of a bidder acquiring stock in a target on the basis of confiden-
tial information); SEC v. Standard Sec. Life Ins. Co., Litigation Release No. 2336, 1974 SEC LEXIS
2336 (Nov. 12, 1974) (a corporate director tipping his associates about an upcoming acquisition pro-
posal); Litigation Release No. 3225, 1965 SEC LEXIS 929 (May 19, 1965) (a corporate director trading
on the upcoming announcement of a merger involving his company).

204 G. Bradford Cook, Chairman, Sec. and Exch. Comm’n, Address Before the Society of Ameri-
can Business Writers: The Big Enforcement Cases: Their Impact on Market Confidence 15 (May 9,
1973), hitp://www.sec.gov/news/speech/1973/050973cook.pdf (last visited May 27, 2008).

205 gee supra notes 14-18 and accompanying text.

206 SELIGMAN, supra note 10, at 403.

207 SEC Chairman Manuel F. Cohen argued that “in matters like off-board trading by exchange
members and commission rates . . . [the SEC] is in the best position to comprehend and reconcile the
diverse factors and considerations” and asked the U.S. Congress “to provide antitrust immunity in areas
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prelude to the SEC’s “wurf war” with the U.S. Department of Justice over
intertwined issues of the fixed brokerage commissions regime and the ex-
clusion of institutional investors from securities exchanges.?®

The securities exchanges were certainly interested in protecting their
cartel through public enforcement. As Professor William F. Baxter re-
flected on the essence of the controversy, “The obvious legal vulnerability
of [the fixed brokerage commissions regime] if conducted entirely by pri-
vate practice has led the NYSE to seek SEC participation in the cartel deci-
sionmaking process to afford a tenable legal shelter [and] to regulate the
NYSE-member-firm complex as if the complex were a public utility.”?®
Certainly, the SEC participated in the enforcement of the fixed brokerage
commissions regime even before the 1960s.® At the same time, the SEC
was not simply an enforcement arm of the brokerage cartel,”! and it was
determined to be directly involved in ratemaking rather than simply con-
senting to the Exchange’s proposals. The regulatory agency definitely had
a mind of its own, as the NYSE-SEC tug of war regarding floor trading in
the 1960s demonstrated.”"?

The SEC’s initial interest in insider trading regulation in the Cady,
Roberts affair was in the use of information obtained by securities firms via
their directorships and, more specifically, the connection of Cady, Roberts

subject to [the SEC’s] review.” Letter from Manuel F. Cohen, Chairman, Sec. and Exch. Comm’n, to
Willis Robertson, Chairman, S. Comm. on Banking and Currency (July 30, 1965), reprinted in 111
CONG. REC. 19022 (Aug. 2, 1965).

) 208 SEC Chairman G. Bradford Cook later recalled his “discussions with the head of the anti-trust
division on the basis that we would handle [the issues of brokerage commissions and institutional mem-
bership], and we didn’t need their interference.” G. Bradford Cook, Thirty Years of Change?, Securities
and Exchange Commission Historical Society Roundtable of SEC Chairmen 3 (June 2, 2004),
http://www.sechistorical.org/collection/oralHistories/roundtables/SECChairmen/chairmenPapersCook
.pdf (last visited May 27, 2008). See also Adoption of Rule 19b-2, Conceming the Utilization of Mem-
bership on National Securities Exchanges for Public Purposes, Exchange Act Release No. 9950, 1973
SEC LEXIS 2104 (Jan. 16, 1973); Cook, supra, at 3 (“[SEC] Rule 19b-2, the result of Harvey Pitt’s
ingenuity . . . eliminate[d] the kind of institutional membership which merely gave institutions the
ability to use the exchanges without paying commissions.”).

209 Baxter, supra note 51, at 709-10. See also George J. Stigler, The Theory of Economic Regula-
tion, 2 BELL J. ECON. & MGMT. Scl. 3, 6 (1971) (“[Industries] often want price controls administered by
a body with coercive power. If the number of firms in the regulated industry is even moderately large,
price discrimination will be difficult to maintain in the absence of public support.”).

210 5¢e Managed Funds Inc., 39 S.E.C. 313, 318-20 (1959) (attacking the rebative practice of
nominally employing registered representatives in exchange for commission business).

21 Compare SELIGMAN, supra note 10, at xix (generally rejecting the theory that “the SEC has
been a ‘captive’ of the industries it regulates”), with Jarrell, supra note 36, at 273 (summarizing aca-
demic research as saying that “the NYSE was a [brokerage commissions] cartel, and the SEC its en-
forcement arm”).

212 gee CARY, supra note 137, at 17; SELIGMAN, supra note 10, at 324-35; see also SPECIAL
STUDY, supra note 40, pt. 2, at 241 (“Floor trading in its present form is a vestige of the former ‘private
club’ character of stock exchanges and should not be permitted to continue on the NYSE or Amex.”).
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& Co. to a financial raider.”* While the broker’s use of inside information
in Cady, Roberts can be traced to the competitive pressures created by price
controls to supply preferred customers, such as institutional investors, with
inside information, there is little indication that, at that point, either the SEC
or the NYSE was especially concerned about insider trading as a rebative
practice.” On the other hand, the subsequent enforcement efforts by the
SEC against insider trading were an integral part of its grip on the fixed
brokerage commissions regime.?’* Furthermore, there are indications that
the SEC initially became interested in abolishing the give-up system be-
cause it interfered with the fixed brokerage commissions regime and intro-
duced numerous conflicts of interest, not because give-ups provided a pay-
ment system for an organized market for inside information.”®

Yet another important factor in the emergence of the regulation of in-
formation flows in securities markets was the SEC’s concern over the
growing power of institutional investors and their investment practices,
including the use of inside information in exchange for brokerage busi-
ness.”’” Furthermore, contrary to economic analysis, the SEC had strong
reservations about the role of discounts extended to large clients, such as
institutional investors, in the fixed brokerage commissions regime: “So long
as [the current rate structure] exists, large investors should not, by virtue of
their economic power and size, be entitled to obtain rebates of commissions
not available to other investors.”*® This stance resonated with a more gen-
eral concern about institutions’ privileged access to inside information. As
SEC Chairman Manuel F. Cohen remarked, “[I]f [institutional investors]
are able to obtain from the issuer, because of their economic power or for
other reasons, information that is not available to those with whom they are
trading in the public market, it raises serious questions of law and propri-
ety.”? Consistent with this policy, several SEC enforcement actions tar-
geted issuers for selective disclosure of inside information to institutional
investors, mostly via broker-dealers but sometimes directly.”

213
214
215
216
217

See supra notes 140-144 and accompanying text.

See supra Sections ILA-C.

See supra Sections ITL.A-B.

See supra notes 107-110 and accompanying text.

It is likely that the institutionalization of securities markets alone would have strengthened the
functioning of a market for inside information involving brokers and large investors, but the existence of
the fixed brokerage commissions regime probably was the strongest impetus leading in that direction.

218 Fypre Structure of Securities Markets, Exchange Act Release (unnumbered), 37 Fed. Reg.
5286, 5291 (Feb. 2, 1972).

219 Manuel F. Cohen, Chairman, Sec. and Exch. Comm’n, Address Before the American Manage-
ment Association 7 (Nov. 16, 1966), http://www.sec.gov/news/speech/1966/111666cohen.pdf (last
visited May 27, 2008). See also id. at 8 (*“The power of institutions to obtain information is simply one
manifestation of their generalized power over the companies in which they invest.”).

220 ge¢, e.g., SEC v. Liggett & Myers, Inc., 73 Civil 2796, 1973 U.S. Dist. LEXIS 11401 (S.D.N.Y.
Oct. 24, 1973); SEC v. Lum’s, Inc., 365 F. Supp. 1046, 1050 (S.D.N.Y. 1973); SEC v. Glen Alden
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Another regulatory direction pursued by the SEC in this era was the
removal of financial institutions from corporate boards, a move that threat-
ened one of the brokers’ main channels of supplying their customers with
inside information. The rhetoric condemning the “infiltration of boards of
directors of issuers”?'—the old leitmotif of the Pujo and Pecora Hearings—
still had its influence. It is quite likely that the SEC was motivated by the
fact that the “centralization of important directorships [involved]: (1)
maximum access to inside information, (2) maximum power to use inside
information in market activities, and (3) numerous incompatible fiduciary
relationships.””? The regulatory agency in fact participated in the litigation
of Blau v. Lehman,” the case that marked an unsuccessful attempt to clas-
sify a brokerage firm as a statutory insider under Section 16(b) of the Secu-
rities Exchange Act of 1934 because of a directorship held by one of its
partners.” Indeed, the contemporary commentators noted that “the SEC
proceeded against Cady, Roberts and Co. with principles allied to its argu-
ment in the Blau case.””

An SEC study endorsed the legislative override of Blau v. Lehman,”
but the Commission dropped that proposal in order to salvage the rest of its
comprehensive package revising the Securities Acts.”” Nonetheless, the
SEC largely achieved that goal via its enforcement program. Indeed, one
commentator compared the exodus of brokers from corporate boards in the
1960s—Tlargely because of concerns about insider trading liability—to the

Corp., 68 Civil Action No. 3203, 1968 U.S. Dist. LEXIS 12081 (S.D.N.Y. Aug. 7, 1968); SEC v. Cela-
nese Corp. (S.D.N.Y.), Civil Action No. 74-3453, Litigation Release No. 6440, 1974 SEC LEXIS 2963
(July 18, 1974); Avis. Inc., et al. (S.D.N.Y.), Litigation Release No. 10,672, 1974 SEC LEXIS 3430
(Mar. 7, 1974); Litigation Release No. 5918, 1973 SEC LEXIS 2861 (June 4, 1973). Only Celanese
Corp. was an issuer not listed on the NYSE.

221 United States v. Morgan, 118 F. Supp. 621, 699 (1953).

222 James E. Crilly, IIT, Note, Insider Status in Legal Fiction and Financial Fact - A Proposed
Revision to Section 16(b), 50 CAL. L. REV. 500, 504-05 (1962); see also Michael C. Jensen, Inside
Information on Stocks Flows Steadily to the Rich, N.Y. TIMES, May 14, 1973, at 45 (“Another practice
that is under attack is the role played by officers or partners of brokerage houses who serve as directors
of big corporations.”).

223 173 F. Supp. 590 (S.D.N.Y. 1959), affd, 286 F.2d 786 (2d Cir. 1961), aff'd, 368 U.S. 403
(1962); see also Rattner v. Lehman, 98 F. Supp. 1009 (S.D.N.Y. 1951), aff’'d, 193 F.2d 564 (2d Cir.
1952) (an almost identical factual situation with the same legal outcome).

224 1n its amicus curiae brief, the regulatory agency took the position that “it cannot be assumed in
the light of the text and legislative history of Section 16(b) that a firm, which is also engaged in the
business of trading securities, will ignore in its trading activities the inside information obtained from
partner-directors.” Alan R. Johnson & Lawrence A. Coles, Jr., Wall Street Trading Firms as Securities
“Insiders,” 12 CLEV.-MARSHALL L. REV. 369, 377 (1963) (quoting the SEC’s brief).

225 14 ar379.

226 SpECIAL STUDY, supra note 40, pt. 3, at 64.

221 See Letter from William L. Cary, Chairman, Sec. and Exch. Comm’n, to Harley O. Staggers,
Chairman, Subcomm. on Commerce and Fin. of the H. Comm. on Interstate and Foreign Commerce
(Jan. 30, 1964), reprinted in Investor Protection: Hearings Before a Subcomm. of the H. Comm. on
Interstate and Foreign Commerce on H.R. 6789, H.R. 6793, S. 1642 pt. 2, at 1201(1963-64).
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events of the Pujo Hearings that produced mass resignations of corporate
directorships by the J.P. Morgan & Co. partners.”® Even the seemingly
unrelated SEC v. Texas Gulf Sulphur Co.,” another major landmark of in-
sider trading jurisprudence, touched on the concern about board seats held
by financial institutions.”® One of the defendants, Thomas S. Lamont, was
a director of both Texas Gulf Sulphur (“TGS”) and Morgan Guarantee
Trust Co., the successor entity to J.P. Morgan & Co.*' In a fact pattern
very similar to the Cady, Roberts affair,”* Lamont alerted Morgan Guaran-
tee about some important corporate developments, and the banking house
purchased 10,000 TGS shares on behalf of its institutional clients before the
news appeared on the Dow Jones ticker tape.”*

It should come as no surprise that insider trading regulation emerged
to restrict practices of broker-dealers, an industry very familiar to the
SEC.** Initially, this regulatory policy had its primary effect on the broker-
age industry—especially on its dealings with institutional investors and the

228 MARTIN MAYER, CONFLICTS OF INTEREST: BROKER-DEALER FIRMS 39 (1975). For sources
describing the resignations of some of their corporate directorships by the J.P. Morgan & Co. partners in
1914, see VINCENT P. CAROSSO, INVESTMENT BANKING IN AMERICA: A HISTORY 179-80 (1970); RON
CHERNOW, THE HOUSE OF MORGAN: AN AMERICAN BANKING DYNASTY AND THE RISE OF MODERN
FINANCE 180-81 (1990). Still, as of 1933, J.P. Morgan & Co.’s board representation was still very
substantial. See Pecora Hearings, supra note 25, pt. 2, at 904-46.

229 258 F. Supp. 262 (S.D.N.Y. 1966), modified, 401 F.2d 833 (2d Cir. 1968) (en banc).

‘B0 Of course, Texas Gulf Sulphur was a “big bang” case that involved various aspects of insider
trading, including a corporate governance dimension. See generally KENNETH G. PATRICK, PERPETUAL
JEOPARDY: THE TEXAS GULF SULPHUR AFFAIR: A CHRONICLE OF ACHIEVEMENT AND MISADVENTURE
(1972).

231 Lamont continued the tradition of the Morgan representation on the board of directors of Texas
Gulf Sulphur. In the past, one of the TGS directors was George Whitney—who was quizzed by Ferdi-
nand Pecora about sharing inside information acquired through his directorships within the Morgan
partnership. Pecora Hearings, supra note 25, pt. 1, at 205, 207. Furthermore, Lamont was probably the
most visible defendant in the TGS trial: “The publicity value of his golden name was such that it domi-
nated a front-page headline in the [New York] Times . ...” CHERNOW, supra note 228, at 565.

22 |t should be noted that Morgan Guarantee Trust Co. was not a NYSE member. E-mail from
Janet Linde, Archivist, NYSE Euronext, to author (Feb. 9, 2007, 12:25:13 EST) (on file with author).

233 Texas Gulf Sulphur, 258 F. Supp. at 273-75. Nevertheless, the district court did not hold La-
mont liable because his contact with Morgan Guarantee occurred after an announcement at a special
press conference. Id. at 289-90. Lamont died before the Second Circuit revised the holding of the
district court, expanding the extent of insider trading liability. Texas Guif Sulphur, 401 F.2d at 842 n.6,
864.

234 1n fact, one commentator noted that, for the regulatory agency, securities market professionals
have been more attractive prosecution targets for insider trading violations than corporate insiders, as
the former category is “subject to direct SEC regulation and thus can be made the subject of SEC admin-
istrative disciplinary actions.” MICHAEL P. DOOLEY, FUNDAMENTALS OF CORPORATION LAaw 832
(1995). Even Dirks v. SEC, 681 F.2d 824 (D.C. Cir. 1982), rev’d, 463 U.S. 646 (1983), yet another
landmark of insider trading jurisprudence, involved an employee of a broker-dealer who used for his
clients valuable information “non-officially” obtained in March 1973 from a corporate insider of the
NYSE-traded Equity Funding. In fact, the analyst was promised brokerage commissions for his firm in
exchange for that information. Dirks, 463 U.S. at 649 n.2.
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creation of internal information barriers. As one commentator noted, the
outcome of Texas Gulf Sulphur in the Second Circuit and the announce-
ment of the SEC’s enforcement action against Merrill Lynch, both occur-
ring in August 1968, “touched off an uproar in the brokerage industry {and
created the fear that] the broker would be restricted to doing little more than
selling stock certificates.”” The SEC also aimed to transform the state of
securities research, largely handled by brokerage firms at that time,”® in
order to confine its scope to aggregating various pieces of public and non-
material information rather than allowing securities market professionals to
take advantage of specific information obtained via privileged access to
issuers. The regulatory agency had signaled its preference for the use of the
“perceptive analysis of generally known facts,””’ “information which is
obtained by general observation or analysis,””® and “mosaic of general in-
formation, some of which is public and some of which isn’t.”*°

IV. EVIDENCE FROM THE FIXED BROKERAGE COMMISSIONS REGIMES IN
THE UNITED KINGDOM AND JAPAN

This section examines the evolution of the fixed brokerage commis-
sions regimes in the United Kingdom and Japan and maintains that such
price controls strongly influenced insider trading practices and the emer-
gence of the regulation of information flows in those countries. Section
IV.A makes this argument in relation to the United Kingdom. Section IV.B
makes the same argument in relation to Japan. Section IV.C concludes that
the experiences of the United Kingdom and Japan with respect to their fixed
brokerage commissions regimes were quite similar to the experiences of the
United States.

A. United Kingdom

Until the early twentieth century, the London Stock Exchange
(“LSE”), the leading national securities market, had no minimum rates
schedule. As noted by a leading historian of the LSE, brokerage firms used
different methods of charging for their services, “ranging from an annual
fee from major customers, like banks, to a straight commission on each

235 Green, supra note 98.

236 See John H. Allen, Brokers Hire More Analysts, See Growing Impact on the Market, WALL ST.
J., Feb. 23, 1961, at 1 (noting that “[a]nalysts work chiefly for brokers™).

237 Cady, Roberts & Co., 40 S.E.C. 907, 915 (1961).

238 Investors Mgmt. Co., 44 S.E.C. 633, 641 n.18 (1971).

29 Loomis, supra note 97, at 25.
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transaction from small investors.””*® The LSE introduced mandatory mini-
mum charges in 1912 in order to protect its single-capacity system, the his-
toric distinction between brokers effecting transactions for their customers
on an agency basis and jobbers making markets in securities by simultane-
ously buying from and selling to brokers.*’ In turn, the single-capacity
system was necessary to prevent non-members from having access to the
LSE’s floor without paying ordinary charges and hence to protect members’
profits.?*

The increasing institutionalization of securities markets in the United
Kingdom® strained the LSE’s fixed brokerage commissions regime. Even
though the LSE was more flexible with allowing discounts to large inves-
tors within its rate structure in comparison with the NYSE’s approach,*
institutional investors pushed for negotiable brokerage commissions and
even launched their own trading network in an attempt to force the LSE to
abandon price controls.?® Furthermore, institutions “were in the position to
expect, if not demand, some additional services for the income they con-

240 RANALD C. MICHIE, THE LONDON STOCK EXCHANGE: A HISTORY 41 (1999). On the other
hand, calls to introduce minimum brokerage charges were heard as early as 1813. Id.

241 For sources describing the nineteenth century origins of the distinction between these two basic
types of LSE members, the Exchange’s attempts to draw boundaries between these two groups, and a
possible anticompetitive motivation for this distinction, see MICHIE, supra note 240, at 113-14; E.
VICTOR MORGAN & W. A. THOMAS, STOCK EXCHANGE: ITS HISTORY AND FUNCTIONS 145-47 (1962).
The single-capacity system was also perceived as a means of investor protection eliminating conflicts of
interest: “Through the commitment to single capacity any client of a broker could be certain that both
the price obtained was prevailing in the market and the advice given was impartial.” MICHIE, supra
note 240, at 494,

242 See R. C. MICHIE, THE LONDON AND NEW YORK STOCK EXCHANGES, 1850-1914, at 22 (1987)
(“The restoration of single capacity [adopted in 1908 and implemented in 1909} was . . . designed
mainly to restrict shunting between London and the provincial exchanges . . . . However, by simple
device of nominally passing provincial business thorough co-operative brokers at minimal commission
rates, this attempt to limit shunting was quickly circumvented.”). For sources further describing the
introduction of the fixed brokerage commissions regime on the London Stock Exchange and its signifi-
cance as a means to prevent “shunting,” see 2 DAVID KYNASTON, THE CITY OF LONDON 434-35, 478-
82, 525-28, 546-48 (1994-2001); W. A. THOMAS, THE PROVINCIAL STOCK EXCHANGES 90, 201-05
(1973).

243 See HENRY LAURENCE, MONEY RULES: THE NEW POLITICS OF FINANCE IN BRITAIN AND JAPAN
75 (2001) (“The most striking trends in the postwar history of the LSE were the declining importance of
private investors and the concurrent increase in prominence of institutional investors.”).

244 The LSE permitted discounts for short-term trading in the same security, reinvestments in other
securities for the same account, and large transactions more generally, as well as sharing brokerage
commissions with non-members. Robert William Doede, The Monopoly Power of the New York Stock
Exchange 89-90 (June 1967) (Ph.D. dissertation, the University of Chicago), reprinted in Stock Ex-
change Commission Rates: Hearings on S. 3169 Before the Subcomm. on Securities of the S. Comm. on
Banking, Housing and Urban Affairs, 92d Cong. 496-97 (1972).

245 LAURENCE, supra note 243, at 75-76. It should be noted that, in the pre-1912 era of negotiable
commissions, restrictions “which prevented banks and other financial institutions [from] becoming
members, was of little practical importance when large customers could get their business transacted at
minimal cost.” MICHIE, supra note 242, at 258,
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tributed to broking concerns.””® One commentator remarked that competi-
tion among brokers, especially for the business of institutional investors,
“led to the provision of ancillary services (e.g., research) at below cost or
free of charges altogether.”*’ Another commentator pointed out that “insti-
tutional clients who were prevented by the fixed commission rules from
negotiating cut-price dealing costs were consoled in other ways [such as
free research and portfolio valuation].”**

Not surprisingly, LSE brokerage firms provided their clients with in-
side information, and, according to one observer, “giving or taking an in-
sider’s tip was a perk of the stockbroker’s job, and that doing someone a
favor by ‘tipping them the wink’ was no more undesirable than giving a
client a bottle of port at Christmas.”” Furthermore, if brokerage firms
wanted “to be thought of as experts in a particular sector, they [had] to be in
close touch with the directors of its companies.”” Indeed, that era was
described by an LSE insider as that of traders going “to the broker who had
the best information, and that information would be inside.””' Thus, pro-
viding inside information constituted an important dimension of non-price
competition, and, most likely, this “extra” was exploited heavily in dealings
with institutional investors. The fact that LSE brokerage firms held direc-
torships in listed companies®? gave brokers the ability to supply their cli-
ents with inside information, given the lax self-regulatory enforcement of
restrictions on insider trading.”® Such practices certainly had an effect on
the emergence of a comprehensive system of insider trading regulation in
the 1980s.2*

Faced with pressures from institutional investors, foreign competition,
and government threats to bring a lawsuit for restrictive business practices,
the LSE consented to abandoning its fixed brokerage commissions regime

246 W, A. THOMAS, THE BIG BANG 28 (1986).

247 MAXIMILIAN HALL, THE CITY REVOLUTION: CAUSES AND CONSEQUENCES 2 (1987).

248 MARGARET REID, ALL-CHANGE IN THE CITY: THE REVOLUTION IN BRITAIN'S FINANCIAL
SECTOR 39 (1988).

249 L AURENCE, supra note 243, at 99.

250 HaMIsH MCRAE & FRANCES CAIRNCROSS, CAPITAL CITY: LONDON AS A FINANCIAL CENTRE
114 (1973). See also RICHARD SPIEGELBERG, THE CITY: POWER WITHOUT ACCOUNTABILITY 17 (1973)
(“[TIhe City with its closely knit information network is designed (unintentionally, albeit) to generate
‘inside’ information.”).

251 GEORGE P. GILLIGAN, REGULATING THE FINANCIAL SERVICES SECTOR 171 (1999) (quoting
Mike Feltham, Head of the Insider Dealing Group Committee, London Stock Exchange).

252 BARRY A. K. RIDER & LEIGH FFRENCH, THE REGULATION OF INSIDER TRADING 169 (1979).

253 See id. at 160-74 (describing a rather ineffective system of self-regulation of insider trading
practices by the financial community in London before the emergence of public regulation).

254 For an overview of the development of insider trading regulation in the 1980s, see JAMES J.
FISHMAN, THE TRANSFORMATION OF THREADNEEDLE STREET: THE DEREGULATION AND
REREGULATION OF BRITAIN’S FINANCIAL SERVICES 195-214 (1993).
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in 1983.%5 The transition to negotiable brokerage commissions occurred on
October 27, 1986, the day known as the “Big Bang.”*® In anticipation of
this transition, the LSE community realized that the single-capacity system
was doomed. The so-called “link” argument maintained that:

[W]ere the fixed commissions to go, the brokers, with their revenue squeezed by competi-
tion, would seek an increasing dealing role for themselves in quest of compensating profits.
Existing pressures for brokers effectively to make “matched bargains™ between buyers and
sellers among their clients, and to hold stock for trading, would be immeasurably, irresistibly
increased. But, if this development occurred, it would drain business from the jobbers who,
in turn, would seek to trade direct with the public.257

Sir Nicholas Goodison, the Chairman of the LSE Council, also proclaimed
that “[t]he abolition of [fixed] commission[s] may prove incompatible with
the present system of separate capacity.”*® Yet, as Professor Henry Laur-
ence observed, institutional investors “did not need the protection of single
capacity. They had the resources to determine if they were being cheated
and the market power to retaliate.”**

The Big Bang’s abolition of the single-capacity system led to another
concern from the standpoint of regulation: “The removal of minimum
commissions . . . [would give] rise to pressure for the removal of the institu-
tional demarcation, not just between principals and brokers, but also be-
tween banks and broker-dealers.”” Commentators, including government
officials, perceived this change as necessitating “a degree of institutional
separation between functions—for example, Chinese Walls between in-
vestment management and dealing on own account.”®' Thus, the removal
of fixed brokerage commissions reinforced the need for adopting Chinese
Walls.?? The use of such internal information barriers was in fact endorsed

255 NORMAN S. POSER, INTERNATIONAL SECURITIES REGULATION: LONDON’S “BIG BANG” AND
THE EUROPEAN SECURITIES MARKETS §§ 2.1.4-.5, at 24-27 (1991).

256 For the background information on the Big Bang and the numerous changes it brought for the
national financial system, see REID, supra note 248; THOMAS, supra note 246; G. H. WEBB, THE
BIGGER BANG: GROWTH OF A FINANCIAL REVOLUTION (1987).

257 REID, supra note 248, at 29. The re-articulation of the connection between the fixed brokerage
commissions regime and the single-capacity system in 1979 is attributed to David LeRoy-Lewis, at that
time, the chairman of Akroyd & Smithers, an LSE jobber firm. Id.

258 Philip Robinson, Market Fears ‘Savage’ Competition After Abolition of Fixed Charges, TIMES
(London), July 30, 1983, at 11.

259 LAURENCE, supra note 243, at 75.

260 Deputy Governor, Bank of Eng., Changes in the Structure of Financial Markets: A View From
London, Speech at the Euromoney Conference (Nov. 27, 1984), in 25 BANK ENG. Q. BULL. 75, 77
(1985).

261 14, a78.

262 Chinese Walls were used by financial intermediaries in the United Kingdom even before the
Big Bang, partly because of the concern that brokerage firms might be using inside information obtained
through privileged access to issuers, and the use of such internal information barriers was endorsed by
the self-regulatory system. See Barry A. K. Rider, Conflicts of Interest and the Chinese Wall, in THE
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in the Financial Services Act of 1986 and adopted by the securities indus-
try.263

B. Japan

Similar to the pre-“Mayday” United States, Japan legislatively codi-
fied its fixed brokerage commissions regime, granting individual securities
exchanges the authority to set binding brokerage commissions schedules.?*
A typical argument for the regime’s existence was that “the reasonable
commission rate is ensured because the exchange has a public character,
and is under the general supervision of the Minister of Finance.”** Com-
pared to the pre-1969 NYSE, such rate schedules did have volume dis-
counts. For instance, the rules of the Tokyo Stock Exchange, the leading
national securities market, provided for discounts up to twenty percent for
large orders.”® The brokerage business was the main source of income for
the securities industry, “with average of 40 to 50 per cent for the Big Four
securities firms [Nomura, Nikko, Daiwa, and Yamaichi] in any one year
and 75 to 85 per cent for the smaller Japanese houses.””’ Even otherwise
free market-oriented non-Japanese securities firms—that managed, with
great difficulties, to acquire seats on the Japanese securities exchanges—
learned to enjoy the fruits of the fixed brokerage commissions regime:
“Having paid the price and joined the club, they [were] content to rake in
brokerage commissions and support the status quo.”?®

REGULATION OF THE BRITISH SECURITIES INDUSTRY 81, 90-92 (Barry A. K. Rider ed., 1979). On the
other hand, there was a strong conflict between the securities industry’s self-regulation and the competi-
tive pressures of the fixed brokerage commissions regime, which is one of the main reasons why the
restrictions on insider trading were not well enforced. An interesting fact is that, at some point, the LSE
supported the idea of public regulation of insider trading but later reversed its position in favor of self-
regulation. Goodison's Gaffe, ECONOMIST, Sept. 30, 1978, at 109.

263 Poser, supra note 2, at 92.

264 Securities and Exchange Law, Law No. 25 of 1948, arts. 130-31, translated in JAPAN SEC.
RESEARCH INST., JAPANESE SECURITIES LAWS AND RELATING ORDERS 48 (1982).

265 JApAN SEC. RESEARCH INST., SECURITIES MARKETS IN JAPAN 121 (1986 ed.).

266 JONATHAN ISAACS & TAKASHI ESIRI, JAPANESE SECURITIES MARKET 34 (1990).

267 14.; see also SAMUEL L. HAYES, INVESTMENT BANKING: A TALE OF THREE CITIES 172 (1990)
(“Japanese securities firms are more heavily dependent on brokerage commissions than are firms in
New York and London.”).

268 ARON VINER, INSIDE JAPANESE FINANCIAL MARKETS 47 (1988). In fact, the representatives of
foreign securities firms met with the representatives of the ruling Liberal Democratic Party in 1991 in an
attempt to slow down the process of brokerage rates deregulation. CHRISTOPHER WOOD, THE BUBBLE
ECONOMY: THE JAPANESE ECONOMIC COLLAPSE 117 (1992).
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The growth of institutional investing in Japanese securities markets*®
and the corresponding concern about excessive brokerage commissions®
also led to rebative practices, “usually in the form of reciprocal arrange-
ments for services [such as] the provision of free advice on mergers and
acquisitions.””! For some securities firms, another means of evading price
controls was “to ‘buy’ corporate ‘research’ from institutional clients. The
research purchased [was] not needed by the firms and may [have been]
worthless; it function[ed] as a means of offsetting commission fees.”?”
Indeed, the competitive pressures for obtaining brokerage business from
institutional clients were high: “Tokyo is the last major stock market with
fixed commissions [where] big institutional orders are hugely profitable for
the brokers, so the temptation exists to court fund managers in any way they
Can.”273

Another illustration of the practices created by price controls was a
huge scandal that erupted in the summer of 1991, revealing that both the
Big Four and smaller brokerage firms had been compensating their pre-
ferred customers—industrial corporations, banks, insurance companies, and
other institutional investors, as well as well-connected individuals—for
trading losses.” These kickbacks were certainly an implicit discount on
the brokerage charges,” and, as stated by one commentator, “such com-
pensation was a customary practice in the industry.”?”® The suggestion that
the loss-compensation scandal stemmed from the fixed brokerage commis-
sions regime was offered by a representative of the Japanese Ministry of

269 See LAURENCE, supra note 243, at 110-11 (describing the rise of actively-trading institutional
investors, as opposed to the more traditional long-term- and cross-shareholding, in the 1980s and
1990s); Mitsuo Sato, The Tokyo Equity Market: Its Structure and Policies, in CAPITAL MARKETS AND
FINANCIAL SERVICES IN JAPAN: REGULATION AND PRACTICE 40, 46 (1992) (noting the “‘institutionali-
zation’ of equity investment”).

210 See VINER, supra note 268, at 77 (noting that, in the 1980s, institutional investors forced the
Tokyo Stock Exchange to reexamine its brokerage commissions schedule).

271 IsaACS & EJIRI, supra note 266, at 34.

212 VINER, supra note 268, at 76. This closely resembles one of the rebative practices of Frederic
S. Mates. See supra note 156 and accompanying text.

273 Nancy Beth Jackson & Fingleton Eamonn, So a Gamble Came Unstuck? Get an Ambulance
Stock, EUROMONEY, Mar. 1987, at 155, 156.

274 Eor a detailed analysis of the loss-compensation scandal and its background, see WOOD, supra
note 268, at 117-28. For a list—probably incomplete—of the brokerage firms involved and the clients
compensated for their trading losses, see Combined List of Firms, Individuals Reimbursed for Stock
Losses, JAPAN TIMES, Aug. 2, 1991, at 4. The overall amount of kickbacks was estimated at about $1.5
billion. Yui Kimura & Thomas A. Pugel, The Structure and Performance of the Japanese Securities
Industry, in RESTRUCTURING JAPAN’S FINANCIAL MARKETS 27, 48 (Ingo Walter & Takato Hiraki eds.,
1993).

275 Woob, supra note 268, at 127.

276 Ministry Knew of Paybacks, JAPAN TIMES, Aug. 24, 1991, at 1; see also MAXIMILIAN J. B.
HALL, FINANCIAL REFORM IN JAPAN: CAUSES AND CONSEQUENCES 43 (1998) (stating that, despite the
scandal, “the illegal compensation of favoured clients for trading losses [by brokers] persisted”).
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Finance,”” the ruling Liberal-Democratic Party,””® and SEC Chairman Rich-
ard Breeden.””

Just as in the United States and the United Kingdom, brokerage firms
in Japan used inside information to attract business. As one commentator
observed, “Brokers frequently, for example, offer special clients shares in
companies that their inside information suggests are most likely to rise in
price.”®" Another commentator noted that “the cultivation of close ties to
sources of information in order to obtain advance notice of significant cor-
porate developments has long been considered an important service offered
by Japanese brokerage firms.””®' Furthermore, another observer com-
mented that “[i]Jn Tokyo inside information tends to come more from bro-
kers than from companies.”? Given the weak self-regulatory restrictions
on insider trading on the Tokyo Stock Exchange,® these practices were
logical, and, perhaps, this laxity may be partially explained by the existence
of price controls. Thus, Japanese brokerage firms played the role of distri-
butional networks of information, and those activities did not carry much of
a stigma.”® On the other hand, one critic commented that the fixed broker-
age commissions regime in Japan was one of the main reasons why “the
lines between normal trading and illegal trading, such as insider trading and
price manipulation, became blurred almost to the point of being indistin-
guishable.”?* The creation of a comprehensive insider trading prohibition
in Japan in the 1980s%¢ was certainly influenced by the extreme practices in
the securities industry caused by price controls.

217 Official Hints at End of Fixed Commissions, JAPAN TIMES, Aug. 24, 1991, at 9.
218 1 DP Proposes End to Control on Stock-Trading Commissions, JAPAN TIMES, Aug. 10, 1991, at

219 TSE Remains Cautious on Fee Liberalization, JAPAN TIMES, Aug. 22, 1991, at 9.

280 { eslie Helm, Image Repair at Japanese Brokerages, L.A. TIMES, July 30, 1991, at D1.

281 Larry Zoglin, Insider Trading in Japan: A Challenge to the Integration of the Japanese Equity
Market into the Global Securities Market, 1987 COLUM. BUS. L. REV. 419, 421.

282 ANTHONY ROWLEY, ASIAN STOCKMARKETS: THE INSIDE STORY 43 (1987). But not all confi-
dential information conveyed by brokers was intrinsic “inside” information about issuers; some of such
information constituted an advance notice about manipulative activities by securities firms themselves:
“[The advance information that a stock will be ramped is used as an asset in itself. Such market tips are
given gratuitously [by securities firms] to those individuals the firm wishes to cultivate.” VINER, supra
note 268, at 97. See also Jackson & Eamonn, supra note 273 (describing how securities firms compen-
sated preferred clients for trading losses via manipulated “ambulance stocks™).

283 See Mark J. Happe, Comment, Inside the Japanese Stock Market: An Assessment, 5 AM. U. J.
INT’LL. & POL’Y 87, 120-21 (1989).

284 See ROBERT ZIELINSKI & NIGEL HOLLOWAY, UNEQUAL EQUITIES: POWER AND RISK IN
JAPAN’S STOCK MARKET 116 (1991) (“The privileged distribution of inside information has traditionally
been respectable in Japan because it is seen as a way of lubricating corporate relationships.”).

285 Naoki Tanaka, Op-Ed, Face the Problem Squarely, JAPAN TIMES, Aug. 1, 1991, at 24.

286 For a summary of the regulatory developments in the 1980s pertaining to insider trading, see
KAzZuUMI OKAMURA & CHIEKO TAKESHITA, LAWS AND REGULATIONS RELATING TO INSIDER TRADING
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There are indications that the use of inside information by their bro-
kerage divisions forced Japanese securities firms to pay at least lip service
to creating internal information barriers. The Securities and Exchange Ad-
visory Committee, a consultative body attached to the Ministry of Finance,
endorsed the use of Chinese Walls in 1988.%” Securities firms themselves
adopted such measures, probably motivated by the fear of direct regulation.
On July 1, 1988 Nomura “divided its corporate finance division into an
underwriting and advisory division and a brokerage division” in order to
prevent information leakages,”® and other Big Four securities firms utilized
similar measures.” On February 3, 1989, the Ministry of Finance specifi-
cally ordered the securities industry not to solicit clients’ orders by offering
inside information,” reinforcing the role of such internal information barri-
ers. All of these developments were heavily influenced by the competitive
pressures created by price controls.

The twin forces of institutional investing and international competi-
tion”' doomed the fixed brokerage commissions regime in Japan, although
the rate of change was fairly slow. The Financial System Reform Bill of
1998, an omnibus statute overhauling the Japanese economy, provided for
negotiable brokerage commissions, and the last major brokerage cartel
ceased to exist when the rates were fully liberalized by October 1999.%*

IN JAPAN 83-130 (1989); Richard Small, From Tatemae to Honne: A Historical Perspective on the
Prohibition of Insider Trading in Japan, 2 WASH. U. GLOBAL STUD. L. REV. 313, 329-36 (2003).

287 Hiroshi Oda, Regulation of Insider Trading in Japan, in JAPANESE BANKING, SECURITIES AND
ANTI-MONOPOLY LAW 86, 90 (Hiroshi Oda & R. Geoffrey Grice eds., 1988).

288 IsaACS & EJRI, supra note 266, at 133. See also Katsumi Fujimori, Nomura Chinese Wall
Sends Shock to Industry, JAPAN ECON. I, July 9, 1988, at 4.

289 IsaACS & EJIRI, supra note 266, at 133. For a description of the approval of a model policy on
Chinese Walls by the Japan Securities Dealers Association and the spread of similar internal information
barriers to banks and insurance companies, see Shen-Shin Lu, Are the 1988 Amendments to Japanese
Securities Regulation Law Effective Deterrents to Insider Trading?, 1991 CoLuM. Bus. L. REv. 179,
221-23.

290 Ministry of Finance, Ministerial Ordinance Amending Certain Provisions of the Ministerial
Ordinance Concerning Rules on Sound Management of Securities Companies (Feb. 3, 1989), translated
in OKAMURA & TAKESHITA, supra note 286, at 79.

291 See, e.g., JONATHAN ISAACS, JAPANESE EQUITIES MARKETS 5 (1990) (“[Institutiona! investors
themselves are leading the market towards total abolition by trading abroad in Japanese stocks listed on
foreign markets where the commission rates are already lower.”); RICHARD KATZ, JAPAN: THE SYSTEM
THAT SOURED 334 (1998) (“[D]ue to the high fixed commissions charged in Japan, the Tokyo Stock
Exchange is losing out to London, where on any given day trading in Japanese stocks is as much as 30-
40 percent of the levels in Tokyo itself.”).

292 LAURENCE, supra note 243, at 181.
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C. United States, United Kingdom, and Japan Compared

The link between the existence of price controls for brokerage ser-
vices, insider trading practices, and the emergence of restrictions on infor-
mation flows has not been unique to the United States. In every examined
case, the strains on the fixed brokerage commissions regime and the securi-
ties industry’s self-regulation were imposed by the growth of institutional
investing,”®* a development that was not particularly welcomed by the lead-
ing national exchanges.” Wielding sufficient bargaining power and having
access to alternative domestic or foreign trading venues, institutional inves-
tors were able to demand direct or indirect price reductions, including in-
side information. Brokerage firms, in turn, played the role of clearing-
houses for inside information®* and provided it to their preferred clients as
a form of non-price competition, thereby side-stepping the fixed brokerage
commissions regime. The same competitive pressures made self-regulatory
prohibitions on the use of inside information either unlikely or ineffective.
At the same time, non-price competition for brokerage services was still
inefficient, as the availability of various rebates had not stopped institu-
tional investors in every country from demanding the abolition of price
controls. Inside information as a rebate certainly had its imperfections,
such as irregularity and difficulties with valuation and rationing.

This article does not claim that the existence of the fixed brokerage
commissions regimes in the United Kingdom and Japan played the main
role in the emergence of the comprehensive regulation of insider trading in
these two countries.®® On the other hand, securities market professionals’

293 The fact that the brokerage cartels in the United Kingdom and Japan lasted longer than in the
United States might be explained by a later rise of actively-trading institutional investors—as opposed
to passive institutional owners of securities—in these countries. See LAURENCE, supra note 243, at 110-
11 (the timing in Japan); THOMAS, supra note 246, at 17-18 (the timing in the United Kingdom).

294 See 3 COMM. TO REVIEW THE FUNCTIONING OF FIN. INSTITUTIONS, EVIDENCE ON THE
FINANCING OF INDUSTRY AND TRADE 269 (1978) (LSE Council Chairman Nicholas Goodison arguing
that the institutionalization of securities markets had increased their volatility and thus the uncertainty
about the cost of financing for companies); Sato, supra note 269, at 42, 46, 49 (TSE Deputy President
Mitsuo Sato arguing that participation of individual investors tends to stabilize securities markets, while
institutional investors are motivated by the “herd instinct” and contribute to market volatility, and that
unfixing brokerage commissions would raise trading costs for individual investors); Robert W. Haack,
President, N.Y. Stock Exch., Remarks at the Second Annual Institutional Investor Conference: The
Securities Industry and the Realities of 1969, at 6, 12-13 (Jan. 22, 1969), http://www.sechistorical.org
/collection/papers/1960/1969_0122_HaackInvestor.pdf (last visited May 27, 2008) (NYSE President
Robert W. Haack arguing that liquidity is provided by “the continuing stream of smaller trades” of
individuals rather than transactions of institutional investors and questioning the desirability of institu-
tional membership).

295 See MANNE, supra note 1, at 67-68 (describing “investment bankers, underwriters, and large
brokerage houses” as “clearing houses par excellence for valuable information™).

296 The existence of insider trading regulation in the United States might have been a factor in the
emergence of similar regulation abroad. See, e.g., James A. Kehoe, Recent Development, Exporting
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practices that were caused by price controls greatly contributed to the tight-
ening of insider trading regulation and the regulatory approval of Chinese
Walls in the 1980s in both the United Kingdom and Japan. In Japan, as in
the United States, the competitive pressures that built up under the fixed
brokerage commissions regime pressured both the regulators and the al-
ready multifunctional securities firms to create Chinese Walls.®” The im-
pact of the fixed brokerage commissions regime on the creation of Chinese
Walls was more unique in the case of the United Kingdom: the abolition of
price controls and the single-capacity system led to the widespread forma-
tion of larger multifunctional financial firms that needed internal informa-
tion barriers.”®

V. CONCLUSION

Building on Professor Manne’s insight, this article has argued that the
fixed brokerage commissions regime in the United States served as a cata-
lyst for the emergence of the regulation of information flows in the form of
restrictions on insider trading in organized securities markets and the im-
plementation of Chinese Walls within financial intermediaries. Histori-
cally, the SEC did have some reservations about insider trading based on its
vision of informational egalitarianism,” but the fixed brokerage commis-
sions regime gave rise to rather extreme insider trading practices in the bro-
kerage industry, created a system of information-based rebates that was
questionable from the standpoint of the “orderly” brokerage rate structure,
and ultimately led to regulatory intervention.”® The histories of securities

Insider Trading Laws: The Enforcement of U.S. Insider Trading Laws Internationally, 9 EMORY INT’L
L. REV. 345 (1995). Furthermore, neither the United Kingdom nor Japan had an activist regulatory
agency interested in protecting price controls in the brokerage industry.

297 See supra notes 287-290 and accompanying text.

28 See supra notes 260-262 and accompanying text.

299 See, e.g., Proposed Amendments to the Securities Act of 1933 and to the Securities Exchange
Act of 1934, Hearings before House Comm. on Interstate & Foreign Commerce on Comparative Print
Showing Proposed Changes in the Securities Act of 1933 and the Securities Exchange Act of 1934 and
H.R. 4344, HR. 5065, and H.R. 5832, 77th Cong. 118, 1247-51, 1261, 1319, 1351 (1941-42) (docu-
menting the struggle of the securities industry and the industrial sector to abolish most restrictions on
transactions by corporate insiders introduced by the Securities Exchange Act of 1934 and the SEC’s
opposition to those proposals); PROPOSAL TO SAFEGUARD INVESTORS, supra note 148, at 21 (containing
the SEC’s advocacy for the extension of Section 16 of the Securities Exchange Act of 1934 to unlisted
securities in order to prevent the use of confidential information by corporate insiders).

300 1t i jllustrative that no analogous intervention had occurred before “the beginning of the end”
of the fixed brokerage commissions regime. One commentator hypothesized that the adoption of com-
puterized detection methods could have been an important factor in the emergence of insider trading
regulation in the 1960s, Frank H. Easterbrook, Insider Trading as an Agency Problem, in PRINCIPALS
AND AGENTS: THE STRUCTURE OF BUSINESS 81, 93 (John W. Pratt & Richard J. Zeckhauser eds., 1985),
but the key enforcement actions of the SEC during that era most likely did not depend on contempora-
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markets in the United Kingdom and Japan show that their fixed brokerage
commissions regimes also had a great influence on their respective insider
trading practices and regulatory changes.

There is no evidence that the securities industry in the United States
“captured” the SEC and pushed through a comprehensive prohibition of
insider trading and the creation of Chinese Walls in order to protect the
fixed brokerage commissions regime. The NYSE in particular, despite the
obvious interest in protecting its brokerage cartel and thus controlling kick-
backs, was not too concerned about the use of inside information by its
member firms to attract clients, as it was a rather common and fairly low-
cost way of competing that did not substantially dissipate profits available
to the brokerage industry. The modern insider trading doctrine originated
as an attack by an activist regulatory agency, the SEC, on the corporate
insider—broker—investment banker—securities analyst—institutional in-
vestor nexus,” which was rooted in the older fear of the flow of confiden-
tial information within banking houses.*” The Commission’s leadership

neous technological advances. See also Study of Securities and Exchange Commission Hearings, supra
note 148, pt. 1, at 612 (statement of Anthon H. Lund, Director, Division of Trading and Exchanges,
Securities and Exchange Commission) (describing the SEC’s efforts as of the early 1950s to continu-
ously monitor unusual market and price movements for around 8,000 securities).

301 see also Dooley, supra note 23, at 10-12 (analyzing the SEC’s early enforcement actions per-
taining to insider trading, observing that such actions were rarely brought against corporate officers and
directors as opposed to securities market professionals, noting “corporate managers’ symbiotic relation-
ship with financial analysts and other professional advisors of large institutional investors,” arguing that
“the paucity of actions against management insiders [questioned] the efficiency of the enforcement
system,” and concluding that “[securities market] professionals often used the information for the bene-
fit of clients rather than for their own account™).

302 gecurities market professionals do not necessarily lose because of insider trading, as they can
share trading rents with corporate insiders. But see Robert M. Bushman et al., Insider Trading Restric-
tions and Analysts’ Incentives to Follow Firms, 60 J. FIN. 35 (2005) (presenting empirical evidence that
the coverage by securities analysts increases after initial enforcement of insider trading regulation).
Several commentators endorsed the theory that, because providers of liquidity, such as exchange spe-
cialists or OTC dealers, have to raise bid-ask spreads to compensate for losses from trading with better-
informed insiders, frequently-trading securities market professionals are disadvantaged by insider trad-
ing because of higher transaction costs. See, e.g., STEPHEN M. BAINBRIDGE, CORPORATION LAW AND
ECONOMICS 586 (2002); Laura Nyantung Beny, The Political Economy of Insider Trading Legislation
and Enforcement: International Evidence 9 (Harvard Law Sch., Ctr. for Law, Econ., and Bus., Discus-
sion Paper No. 348, 2002); David D. Haddock & Jonathan R. Macey, Regulation on Demand: A Private
Interest Model, with an Application to Insider Trading Regulation, 30 J.L. & ECON. 311, 331 (1987).
But the relationship between insider trading and bid-ask spreads is quite weak, and it is largely empha-
sized in the academic literature rather than by liquidity providers themselves. See Stanislav Dolgopolov,
Insider Trading and the Bid-Ask Spread: A Critical Evaluation of Adverse Selection in Market Making,
33 Cap. U. L. REV. 83 (2004). One important exception concems providers of liquidity in options
markets. Id. at 136-44. As articulated by the derivatives industry and evident from court cases, insider
trading is a real concern to options market makers, and this is explained by the peculiar nature of provid-
ing liquidity in options. Stanislav Dolgopolov, Risks and Hedges of Providing Liquidity in Complex
Securities: The Impact of Insider Trading on Options Market Makers (Nov. 2007) (unpublished manu-
script, on file with author). Options market makers frequently have to “create” options, accepting the
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indeed complained that “inside information has been cynically considered
by analysts, corporate officials and money managers simply as coin of the
realm.”®” After all, as argued in the seminal article by Professors David D.
Haddock and Jonathan R. Macey, the growth of insider trading regulation
as a form of protection of trading profits of securities market professionals
at the expense of corporate insiders emerged only after the U.S. Supreme
Court decided United States v. Chiarella® in 1980.3%® In fact, in the later
years, until the adoption of Regulation Fair Disclosure in 2000,**® the SEC
tended to ignore selective disclosure by issuers to institutional investors and
securities analysts, a functional equivalent of selective disclosure by an
issuer to a broker-dealer which was frequently prosecuted by the regulatory
agency in the past.

In a vivid metaphor of a Wall Street Journal observer, during the ex-
amined time period, the Commission completed its metamorphosis from
“just another minor Government irritant with a bureaucrat up from the
ranks as its chairman [to] an unthrottled locomotive with a wild-eyed engi-
neer bent on obliterating everything that gets in his way.”*” The same per-
son noted that the regulatory agency’s surge of activism was primarily
based on its concemns over the fixed brokerage commissions regime and
insider trading practices,”® but he ignored the interrelation among these two
regulatory pillars. Insider trading regulation also acquired a life of its own
and became, in the SEC’s eyes, a noble fight for investor confidence and
market integrity.*® In accordance with the regulatory agency’s observation
that the federal securities statutes had “generated a wholly new and far-

additional risk of leverage, rather than just “trade” such securities from their inventory. Id. Further-
more, the multiplicity of strike prices and expiration dates, as well as more general illiquidity of options
markets, make it much harder for such market makers to manage their risk exposure. Id.

303 Cook, supra note 96, at 9.

304 588 F.2d 1358 (2d Cir. 1978), rev’d, 445 U.S. 222 (1980).

305 The following argument was made: “[Wlhen the Supreme Court held in Chiarella that those
without a fiduciary duty to shareholders (a status that ordinarily includes [securities] market profession-
als) are immune to ordinary insider trading sanctions, professionals urged and obtained stiffened penal-
ties for insiders . . . .” Haddock & Macey, supra note 302, at 316.

306  gelective Disclosure and Insider Trading, Securities Act Release No. 7881, Exchange Act
Release No. 43,154, Investment Company Act Release No. 24,599, 65 Fed. Reg. 51,716 (Aug. 15,
2000).

307 Wayne E. Green, Spate of SEC Moves On Insiders, Fees Lead to Search for Causes, WALL ST.
1., Sept. 19, 1968, at 1.

308 g

309 For the respective opinions of the two SEC Chairmen that presided over the expansion of in-
sider trading regulation, see William L. Cary, Corporate Standards and Legal Rules, 50 CAL. L. REV.
408, 415 (1962) (arguing that insider trading “infects the integrity of the market™); Manuel F. Cohen,
Disclosure - The SEC and the Press, FIN. ANALYSTS J., July-Aug. 1968, at 21, 22 (maintaining that “the
problem of ‘inside information’ is one that has a tremendous impact on public confidence in the faimess
of the securities markets™).
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reaching body of federal corporation law,™'® the issue of insider trading
was in fact a vehicle of creating uniformity in corporate governance. A
later commentator quite correctly argued that “the SEC appeared to demon-
strate innovativeness and flexibility by attacking insider trading under the
existing general antifraud provision. Not coincidentally, the Commission
solidified its position in the vanguard of the movement to federalize the
corporate law and thus assured itself a central role in any future regulatory
scheme.”" 1In that respect, the SEC, as an entrepreneurial regulatory
agency, was very successful.*'?

310 Cady, Roberts & Co., 40 S.E.C. 907, 910 (1961).

31 Dooley, supra note 23, at 62.

312 See Roberta S. Karmel, Realizing the Dream of William O. Douglas - The Securities and Ex-
change Commission Takes Charge of Corporate Governance, 30 DEL. J. CORP. L. 79 (2005).
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INSIDER TRADING AND THE EFFECTIVENESS OF
CHINESE WALLS IN SECURITIES FIRMS

H. Nejat Seyhun”

ABSTRACT

This study investigates the profitability of insider trading around the
time when investment bankers appoint their representatives to the board of
directors. If Chinese Walls at security firms are somewhat porous, then the
presence of investment bankers on a board will increase the information
efficiency of the clients’ stocks and reduce the profitability of insider trad-
ing. Consistent with expectations, appointment of investment bankers to
the board of directors eliminates the profitability of insider trading and re-
duces both the bid-ask spreads and volatility. These effects are temporary
and are reversed when the representatives depart. The finding that Chinese
Walls are porous has a number of important economic, legal, and regulatory
implications.

I INTRODUCTION

This study comprises an indirect test of the effectiveness of Chinese
Walls, defined as “policies and procedures that are designed to stop the
passage of information, especially price-sensitive information, operating
between departments within a firm or a financial group.”' The concept of

Professor Nejat Seyhun is a Jerome B. & Eilene M. York Professor of Business Administration
and Professor of Finance at the University of Michigan School of Business. Dr. Seyhun’s current re-
search activity focuses on backdating of executive options, risk-return trade-off in asset prices, intra-day
impact of insider trading, long-run performance of IPOs, managerial overconfidence, Chinese walls and
conflicts of interests in securities firms, option pricing, and conflicts between information efficiency and
rewards to information gathering.

Acknowledgments: 1 thank Jonathan Paul Carmel, Serdar Dinc, Kathleen Fuller, Ross Levine,
Henry Manne, Raghu Rajan, Anjan Thakor and participants at the Journal of Law, Economics, and
Policy’s Insider Trading Symposium at George Mason University School of Law and the University of
Michigan faculty workshop for helpful comments. I thank Lisa Kincius and Pam Russell for editorial
assistance. Sophie Shive provided excellent research assistance.

1" The Securities and Exchange Act of 1934 requires every broker-dealer to establish, maintain,
and enforce written policies to prevent the misuse of material, nonpublic information. 15 U.S.C. §
780(f) (2006); see also McVea (1993). There are numerous financial press accounts of porous Chinese
Walls and attendant conflicts of interests. In a highly publicized case, Mr. Martin Siegel, a managing
director at Kidder, Peabody, Inc., was running both the risk-arbitrage and mergers and acquisitions
desks (Rosen, The American Banker, July 19, 1987). Ron Suskind describes an entertaining account of
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Chinese Walls has gained importance both as a prophylactic against illegal
activity and as a legal defense against insider trading and potential conflicts
of interest in securities firms.> Recent relaxation of the Glass-Steagall Act
restrictions has allowed commercial and investment banks, insurance com-
panies, and securities firms to engage in multi-service activities provided
that these activities are separated by a Chinese Wall.> More recently, the
2003 Global Settlement between the Securities and Exchange Commission,
National Association of Securities Dealers, and the New York Attorney
General arising from biased analysts’ research also calls for strengthened
Chinese Walls in securities firms.® This regulatory approach raises the
natural question of whether the Chinese Walls in securities firms are effec-
tive.

This study investigates the changes in profitability of insider trading
during the appointment and departure of multi-service securities firm repre-
sentatives on the board of the directors of the firm’s own client. If the Chi-
nese Walls between various departments of the securities firm are porous,

a case against Mr. Price of Heine Securities (The Wall Street Journal, June 9, 1993, Column 1). In 2000

and 2001, fairness of the sell-side analysts’ stock recommendations have been called into question. See

Schonfeld (2000, 141); Opdyke (2001); Gasparino (2005). Analysts ratings get weighed in the balance

(Opdyke, The Asian Wall Street Journal, New York edition, June 13, 2001, C1-C2; Gasparino (2005). '
Mehran and Stulz (2006) discuss the economics of conflicts of interest in securities firms in general and

review the recent literature (Mehran and Stulz 2006).

2 Section 15(b)(4)(E) of the Securities and Exchange Act provides that a broker-dealer may avoid
liability for failing to supervise a violator if it has a system to detect and prevent such violations.

3 Potential conflicts of interest as a result of the relaxation of the Glass-Steagall Act have also
been studied extensively. Kroszner and Rajan (1994) examine the default experience of bond issues by
commercial banks and investment banks from the pre-Glass-Steagall era (Kroszner and Rajan 1994).
They find that commercial bank-issued bonds performed subsequently better than investment bank
issues, an outcome inconsistent with the conflict of interest motivation. Similarly, commercial bank
issues were sold at a higher price than the investment bank issues which is, again, inconsistent with a
conflict of interest motivation (Puri 1996; Gande et al. 1997). More recent studies, from sources outside
of the U.S., have provided some additional evidence of conflicts of interest. Lehar and Randl (2006)
have found some evidence of conflicts of interest for analysts in German banks through the suppression
of negative information when the market is too optimistic (Lehar and Rand] 2006). Gompers and Lerner
(1999), Hamao and Yoshi (2000), and Klein and Zoeller (2003) find some evidence of conflicts of
interest in markets ranging from venture capital to Japanese bond markets to German IPOs.

4 The Global Research Analyst Settlement imposed after-tax penalties of $1.4 billion on ten of
the most prominent financial institutions and called for the ten securities firms involved to institute
policies to reduce potential conflicts of interests and to “physically separate their research and invest-
ment banking departments to prevent the flow of information between the groups.” A second provision
called for securities firms to create and enforce firewalls restricting interaction between investment
banking and research. The settling firms were Bear Stearns, CSFB, Goldman Sachs, Lehman, JP Mor-
gan, Merrill Lynch, Morgan Stanley, Citigroup-SSB, UBS, and Piper Jaffray. In 2004, Deutsche Bank
and Thomas Weisel Partners as well as two individuals, Jack Grubman and Henry Blodget, joined the
settlement agreement. Recent studies by O’Brien, McNichols and Lin (2005), Bradshaw, Richardson,
and Sloan (2006), Chan, Karceski and Lakonishok (2006), and James and Karceski (2006) find evidence
of conflicts of interest for sell-side analysts.
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then much of the material, nonpublic financial information gathered by its
board representative will also find its way into other departments of the
securities firm, including the research desk, proprietary and retails trading
desks, and market-making operations. An interesting test of the Chinese
Walls at multi-service securities firms can be performed by examining the
changes in the profitability of insider trading before, during, and after the
board appointments of the securities firms’ representatives.’

If Chinese Walls are somewhat porous and material, the dissemination
of nonpublic information, exchanged between the board representative and
other divisions of the securities firms, should result in increased informa-
tion efficiency for the pricing of a client’s stock. As more information
about the client firm is incorporated into its stock price through research
reports, buy-sell recommendations, or direct trading, I expect stock prices
of the client firms to move closer to their full-information values. As stock
prices become more efficient, I would expect the profitability of insider
trading within the client firms to be either reduced or eliminated. Reduc-
tion in informational asymmetries should also reduce the bid-ask spreads
and stock price volatilities by reducing the adverse-selection component in
the bid-ask spreads immediately following the arrival of the securities
firm’s representatives. Finally, I would also expect these effects to be tem-
porary and to reverse when the representatives of the investment banks
leave the boards, thus eliminating the information exchange between the
client firm and securities firm.

The evidence provided in this study suggests that the Chinese Walls
are porous and ineffective, and material, nonpublic information about the
client firm is allowed to pass between departments of the securities firms. I
find that the arrival of the representative of the securities firms on the board
of directors completely eliminates the ability of the other insiders to trade
profitably. I also find that the presence of representatives of the securities
firm on the board of directors of the client firm reduces both the bid-ask
spread and volatility of client-firms’ stock price. Furthermore, I find that
these changes are temporary and that they are reversed upon the departure
of the securities firms’ representatives. Following the departure of the se-
curities firms’ representatives, insiders’ profits increase to previous levels,
bid-ask spreads widen, and volatility of the stock returns increases.

The finding that Chinese Walls at securities firms are porous has im-
portant implications for the clients of the securities firms. It is important
for the clients to request and receive price, trading volume, and change of
status information from the securities firms to be able to monitor and ensure

5 Kroszner and Strahan (2001) examine incentives of commercial bankers to sit on clients’ boards
and analyze corporate governance issues as well as the trade-off between monitoring and potential
conflicts of interest. They find that the likelihood that a firm has a commercial banker on its board first
increases then decreases with volatility, consistent with the notion that monitoring dominates at low
levels of risk and potential conflicts of interest dominates at high levels of risk.
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that the securities firms are not profiting at the client’s expense. The nature
of this information is outlined in the conclusions and implications section.
Otherwise, leakage of information across the various departments of the
securities firms may not be in the best interest of the client firms.®

There are numerous other important implications of this study. First,
the approach followed here can be used to test the effectiveness of Chinese
Walls in any securities firm. This approach can be used by litigants, or by
shareholders and executives of the client firms, to determine the extent to
which nonpublic information about the client firm is disseminated and in-
corporated into the stock prices. Second, my evidence suggests that porous
Chinese Walls can lead to greater informational efficiencies: increased dis-
semination of corporate information reduces insiders’ profits, bid-ask
spreads, and volatility. These informational efficiencies can increase the
stock prices. Finally, this study also suggests that the interests of corporate
insiders and market professionals are often opposed to each other. While
both corporate insiders and market professionals in securities firms wish to
trade on nonpublic information, market professionals in securities are able
to utilize this information more fully, leading to greater information effi-
ciencies. Consequently, greater trading opportunities for the market profes-
sionals in securities firms correspond to reduced profits for corporate insid-
ers. Therefore, I would expect various regulatory policies that impede in-
sider trading to benefit market professionals and vice-versa.

The remainder of the paper is organized as follows: Section II dis-
cusses the relation between securities firms’ representatives and the client
firms; Section III describes testable hypotheses; Section IV describes the
data and the sample characteristics; and Section V presents the empirical
results. Conclusions and implications are in Section VI. Appendix 1 pro-
vides a discussion of Chinese Walls and Appendix 2 gives the details of the
computation of event study methodology.

6 The Australian Securities and Investments Commission (ASIC) recently accused Citigroup of
insider trading and of breaching its Chinese Walls, after Citigroup purchased $5 million of Patrick
Corporation shares for its proprietary trading account on August 19, 2005 while advising its client Toll
Holdings of its Patrick takeover attempt. The Citigroup purchase pushed up the stock price of Patrick
by 13%. On August 22, Toll Holdings announced its own takeover attempt of Patrick. See New York
Times, Citigroup sued by market regulator in Australia, April 1, 2006. Also, in 2005, brokers at Merrill
Lynch, Lehman Brothers, and Citigroup were criminally charged with giving access to block trading
information that allowed the traders at A. B. Watley and Millennium Brokerage to front-run their own
customers. Brokers did this by calling up the traders in the morning and then leaving their telephones
open next to the internal telecoms, or “squawk boxes,” that allowed the traders to listen to the incoming
orders. See Bloomberg.com, August 15, 2005.
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II.  SECURITIES FIRM REPRESENTATIVES AND INFORMATIONAL
ASYMMETRIES

Securities firms typically become “insiders” in a client firm when an
underwriter unit of a securities firm brings an initial public offering (or a
reverse leveraged buy-out) to the market. Often, underwriters are compen-
sated by warrants. Underwriters also retain some portion of the initial stock
offering. If underwriters retain more than ten percent of equity or any eq-
uity-like security (warrants, convertible bonds), they are legally classified
as insiders and are subject to insider trading regulations, including reporting
requirements. In addition to the market-making relation, the underwriters’
advisory, relation as well as their substantial equity interest in the firm, pro-
vides them with inside representation in the client firm.

This study identifies the representatives of the securities firms who
make a market in firms’ stock and at the same time serve as directors or
officers in the client firms. Representatives of securities firms identify
themselves as market makers, in addition to their officer or director rela-
tions within the client firms, using a special code under the “nature of own-
ership” field when they file initial or periodic insider ownership reports to
the Securities and Exchange Commission. In some securities firms, there is
more than one inside representative in a given client firm.

There are a number of ways (not mutually exclusive) in which confi-
dential information possessed by the securities firm would reduce the in-
formational advantage of the client firm insiders. Assuming that the Chi-
nese Walls between departments of the securities firms are somewhat po-
rous, the securities firm can use the representative-insiders’ information for
its proprietary or retail trading accounts. This trading of clients’ stocks
should be profitable for the securities firm and it should also lead to some
price adjustment and erode the information advantage of the unaffiliated
insiders of the client firm. As the securities firm trades to a greater extent
either for its own benefit, or for its clients’ benefit, greater price adjustment
would occur. Alternatively, the securities firm could pass this information
to its favored clients using buy-sell recommendations, target price guid-
ance, or earning forecasts. These favored clients (hedge funds or mutual
funds) should return the favor by directing a greater fraction of their execu-
tions through the securities firm and, at the same time, be willing to pay
above-market fees for these services. Once again, securities firm benefits
and client-insiders’ informational advantage is eroded. If insiders’ informa-
tion about the client firm is passed to the securities firm’s market-making
unit, then the market-maker could simply change his or her quoted prices
for the client firm’s stock and make changes in its inventory holdings. All
of these actions would result in incorporating material nonpublic informa-
tion, formerly available only to the board of directors, into stock prices,
thereby reducing client-insiders’ informational advantages.
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Once the securities firm has taken positions based on the newly ac-
quired information, the firm no longer has any interest in keeping this in-
formation confidential. In fact, the securities firm will want to disseminate
this information as widely as possible, and if necessary, give the informa-
tion away for free. The widest possible dissemination of the original inside
information allows the securities firm to capitalize on its earlier trading
positions. If the securities firm traded based on the information, revelation
and dissemination of the information will produce profits for these trades.
If the securities firm issued research reports, dissemination of the informa-
tion will allow the security firm’s other clients to profit based on their trad-
ing activity. With the widest possible dissemination of the original mate-
rial, nonpublic information will in turn further reduce and may completely
eliminate the client-insiders’ informational advantages.

HI. TESTABLE HYPOTHESES ABOUT INFORMATIONAL EFFICIENCIES

In this paper, I test the following hypotheses:

Porous Chinese Walls Hypothesis: If Chinese Walls are porous,
then closer cooperation between multi-service securities firms
and the client firms improves informational efficiencies of the
client firms’ stock prices and reduces profitability of insider trad-
ing.’

Effective Chinese Walls Hypothesis: If Chinese Walls are effec-
tive, then closer cooperation between multi-service securities
firms and the client firms does not affect informational efficien-
cies.

If Chinese Walls at the securities firms are somewhat porous, and the
security firms are not worried about exploiting their newly found access to
material, nonpublic information, then greater dissemination and exploita-
tion of the corporate information will improve informational efficiencies.
Conversely, if the Chinese Walls are nonporous, or the security firms are
worried about exploiting their newly found access to information, or there
is no material, nonpublic information flow, then informational efficiencies
should not be affected.

Under the Porous Chinese Walls Hypothesis, the informational advan-
tage of the unaffiliated officers of the client firm is reduced and eventually
completely eliminated by increasing the information efficiency of the cli-

7 Directly testing for the effectiveness of the Chinese Walls in securities firms is difficult and
requires access to nonpublic information. Kolasinski (2006) provides another indirect test and finds that
Chinese Walls have not been raised after the Global Settlement.
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ent’s stock price. In this case, the profitability of insider trading in firms
with securities firm representatives should be less than a matching cross-
section of firms without such representatives. Also, the arrival of the inside
representatives should result in a decline in the profitability of the insider
trading and the subsequent departure of the representatives should result in
an increase in the profitability of the insider trading close to the original
profitability levels. In the very extreme, if the Chinese Walls are totally
porous and all special information known by the insiders is passed to the
securities firms and then to the investing public at large, the unaffiliated
insiders of the client firm should not be able to trade profitably at all based
on their “not-so-confidential-anymore” information. Hence, the degree to
which profitability of insiders’ information decreases is directly correlated
with increases in informational etficiencies. Consequently, changes in the
informational asymmetries enjoyed by insiders before, during, and after the
arrival of the representatives of the securities firms can provide a critical
test of the informational leakage across the Chinese Walls.

Under the Effective Chinese Walls Hypothesis, the board representa-
tives of the securities firms will not convey any information back to the
securities firm, and thus the unaffiliated corporate officers of the client
firms should continue to enjoy informational advantages and earn profits as
before.® Moreover, the profitability of client-firm-insiders should be no
different than the profitability of corporate insider trading without securities
firm representatives. Also, in a time-series sense, the profitability of the
insiders should not diminish upon the arrival of the securities firms’ repre-
sentatives nor should it increase after the representatives of the securities
firms leave the client firm.

My second test of the informational asymmetries involves examining
the bid-ask spread and volatility of client firms’ stock prices before, during
and after the representatives of the securities firms are appointed to the cli-
ent firms. “Bid” represents the low price at which the market-maker is will-
ing to buy the stock, and “ask” represents the high price at which the mar-
ket-maker is willing to sell the stock. Thus, the bid-ask spread represents
the compensation to the market-maker for providing immediate execution
services. Since market-makers typically lose to informed traders and make
profits from liquidity traders, the bid-ask spread is set higher to offset mar-
ket-makers’ losses to the informed traders. Holding all else constant, when
there are greater informational asymmetries, the bid-ask spread has to be

8 Section 16(a) of the Securities and Exchange Act defines insiders as officers, directors, and
holders of more than ten percent of any equity class of securities (15 U.S.C. § 78p(a)(1) (2006)). Sec-
tion 16(a) also requires that insiders report all transactions to the Securities and Exchange Commission,
or the exchange where the transaction took place, no more than ten days after the end of the month of
the transaction. To determine whether the insiders are informed, this study examines the profitability of
trading by other corporate insiders similar to Jaffe (1974), Finnerty (1976), and Seyhun (1986, 1998)
show that insiders typically earn about 3% abnormal profit over a year following their transactions.
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even greater (called the adverse selection component).” When information
asymmetries are reduced, the adverse selection component of the bid-ask
spread should also decline, thereby reducing total bid-ask spreads.

To test whether Chinese Walls are porous, and thus whether the pres-
ence of securities firms’ representatives improves informational efficien-
cies, I also examine changes in the bid-ask spreads and volatility of stock
returns. If informational efficiencies are improved, then both the bid-ask
spread and volatility of stock returns should decline upon the arrival of the
representatives. Similarly, departure of the securities firms’ representatives
should result in an increase in the bid-ask spread and volatility of stock
returns. If the Chinese Walls are effective and the presence of the securities
firms® representatives does not affect informational asymmetries, then I
expect no change in the bid-ask spreads or the volatility, either when the
representative arrives or when the representative departs.

IV. DATA AND SAMPLE CHARACTERISTICS

The insider trading data used in this study comes from the United
States National Archives. The data includes all insider transactions in all
publicly listed firms between January 1975 and December 2005. Unfortu-
nately, the most recent data provider, Thomson Financial, does not include
the code that is used to identify the market-makers after 2000. Conse-
quently, the market-maker code is only available between 1975 and 2000.
Data on stock prices, stock returns, trading volumes, outstanding shares,
and bid-ask spreads were obtained from the files of the Center of Research
on Security Prices at the University of Chicago (CRSP). The bid-ask
spread data was collected from the transactions database provided by the
Institute for the Study of Security Markets (ISSM) and Trade and Quote
(TAQ) database made available by the New York Stock Exchange and sup-
plemented by the CRSP tapes.

For a firm to be included in the sample, it must have at least one valid
open market sale or purchase by an insider. This restriction is necessary to
ensure that the firm is complying with the insider trading reporting re-
quirements of Section 16(a) of the Securities and Exchange Act of 1934. In
addition, a certain amount of return data must be available for estimating
abnormal returns.

This study examines insiders’ open market sales and purchases. All
other transactions, such as private transactions, exercises of options, stock
splits, and redemptions are less likely to be associated with special informa-
tion. These transactions are excluded. All duplicate transactions, amended

9 Studies by Benston and Hagerman (1974), Ho and Stoll (1981), Roll (1984), Copeland and
Galai (1983), Glosten and Milgrom (1985), Glosten and Harris (1988), and Stoll (1989) examine the
determinants of the bid-ask spreads.
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transactions, and inconsistent transactions have been eliminated. The data
set includes the firm’s Committee on Uniform Securities Identification Pro-
cedures (CUSIP) number, the insider’s relationship to the firm, the number
of shares transacted, the nature of the ownership, the nature of transaction,
the stock price, the date the transaction was reported to the SEC, and the
publication date of the transaction.

Table 1 shows the distribution and identity of the representatives of the
securities firms. Using the insider-trading database, 550 representatives of
the securities firms are identified in 509 client firms. Table 1 also shows
the relation between the representatives and the client firms. By far, the
most common title for representatives of the securities firms is outside di-
rector. Of the 550 representatives, 418 are outside directors. Hence, these
representatives are present when important policy discussions are taking
place at the client firm. The remaining designations include officers (22
representatives), large shareholders (76 representatives), and trustees and
other (34 representatives).

Client firm sizes cover a broad spectrum, although most
representatives are in very small firms (201 representatives in 188 firms
with average market capitalization less than $25 million). Number of
representatives generally falls with rise in firm size. As the average firm
size increases from $25 million to over $1 billion, the number of
representatives of the securities firms declines to 143, 125, 31, and 50,
respectively.

An interesting issue that arises with the presence of the securities firm
representative-directors is whether the unaffiliated insiders of the client
firms become reluctant to engage in insider trading. This reluctance can be
imposed by securities firms or voluntarily adopted by insiders themselves.
In some special cases, securities firms typically do restrict insider trading
immediately after an PO, through lock-up agreements. These agreements
restrict the insiders’ ability to sell stock, typically for a period of nine to
twelve months, though the insiders are allowed to buy stock during this
period. Alternatively, the officers of the client firms may curtail their
insider trading activity voluntarily because of the signal such trading sends
to investors. This reasoning suggests that both the volume and the
information content of insider trading will decline after the representatives
of the securities firms join the board. To address this issue, I begin by
examining both the level of investment banking activity and the volume of
insider trading activity before, during, and after the presence of the
securities firm representatives.

The trading activity of the investment banks is examined in Table 2.
The activity is measured in terms of number of initial public offerings as
well as seasoned equity offering, and the average dollar volume of the
proceedings before, during, and after the presence of the securities firm
representatives. The exact date of the representatives’ arrival is determined
from the insider trading reports. Those considered insiders under Section
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16(a) of the Securities and Exchange Act of 1934 must file a Form 3 report
with the SEC, as well as the exchange where the stock is listed, as soon as
they become insiders. This report must indicate the date, the name of their
company, their name, their relation to the firm, and any shares held.
Thereafter, insiders are required to file Forms 4 and 5 whenever they
acquire or dispose of any shares in their firms. These can be voluntary
transactions such as open market purchases and sales of stock, or
involuntary ones such as granting of options, redemption of securities by
the firm, and any distributions by the firm. Each insider trading field also
contains a code indicating whether these reports came from Form 3, 4, or 5.
I use the first filing of Form 3 by any representative of the securities firm to
mark the arrival of the representatives.

While insiders must file Form 3 when they arrive and while they are
still considered insiders, they do not have to file special reports when they
cease to be insiders. To estimate insiders’ departure dates, I use the last
insider trading report utilizing Forms 4 or 5. I consider the representatives
of the securities firm to still be on the board as long as any representative
files insider trading reports. For some of the client firms, insider trading
reports by their representatives stop at some point. Since Form 5 must be
filed once a year, I consider the representatives to be on board for one year
after the last insider trading report was filed. These reports must be filed
within forty-five days of the end of the fiscal year to reconcile any
discrepancies, report any sales by insiders back to the issuer that are
approved by the board of directors, and report any small transactions
(currently under $10,000), distributions, or redemptions that are exempt
from Form 4 filing. Hence, the last filing of Form 5 indicates that the
insider is no longer affiliated with the firm.'® After this date, I consider any
representation by the securities firm to have ended. To be included in the
“during” sample below, non-affiliated insiders of the client firms must have
traded after the arrival date and before the estimated departure date of the
representatives of the securities firms.

While the arrival date of the representatives is accurately reported, the
departure date of the representatives is an estimate. If the representatives
depart the day after they file Form 5 for the last time, with my assumption
that the representatives are present one year after the last Form 5 filing, 1
will incorrectly assume that they are with the client firm for one more year
than they actually are. Under the hypothesis of porous Chinese Walls,
profitability of insider trading should be high both before and after the
appointment of representatives to the board and low while the
representatives are on the board. Under the hypothesis of effective Chinese
Walls, this estimation error will not matter since no change in profitability

10 Not filing a Form 5, even though the insider is still affiliated with the firm, would be a violation
of the Section 16(a) of the Securities and Exchange Act of 1934. My results do not change when I
consider the departure date to be the date of the last filing of Form 5, instead of a year later.
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is expected. Hence, if the representatives’ departure date is incorrectly
estimated, it will be difficult to distinguish between the profitability during
and after the representatives’ presence, which will work against the
rejection of the effective Chinese Walls hypothesis.

Overall, the evidence in Table 2 does not suggest anything unusual in
terms of investment banking activity when the board representation
includes securities firms’ employees. By and large, the period when the
securities firms’ representatives are present on the board of directors does
not correspond to the period of most intensive investment banking activity.
Of the 113 initial public offerings, only one occurred during the period
when the representatives of the securities firms were present on the board of
directors. Both the number of deals as well as the average dollar volume of
proceeds are highest for the period after the departure of the securities firms
representatives.

To determine if there are other confounding events when the
representatives of the securities firms are present, I also examine option
exchange listing activity before, during, and after the presence of the
securities firms’ representatives. Only 57 of the 509 client firms, 11% of
the total, are listed on an options exchange during my sample period. Of
these, 19 listings took place before the arrival of the representatives, 5
listings occurred while the representatives were present, and 33 listings
occurred after the representatives departed (Table 2). Hence, the period
when the representatives of the securities firms are present inside the client
firm is not characterized by an unusually high level of options exchange
listing activity.

I next examine the changes in insider trading activity before, during,
and after the arrival of the representatives of the securities firms (Table 3).
My overall sample contains 17,412 transactions before the arrival of the
representatives. During the period when the representatives are on the
board of the client firms, insiders trade 17,251 times. After the departure of
the representatives of the securities firms, insiders trade 41,528 times.
Hence, the overall sample contains 76,191 transactions by insiders in firms
that are clients of the securities firms.

Table 3 shows that insiders in client firms are typically buyers in small
firms and sellers in large firms.!! This pattern generally holds before,
during, and after representation by the securities firms. Hence, on average,
insiders in small firms remain buyers of stock before, during, and after the
arrival of the representatives. Similarly, insiders in large firms, on average,
remain sellers of stock before, during, and after the arrival of the
representatives. The fact that insider-trading directions are not affected by
the presence of representatives of the securities firms suggests that insiders’

' For similar patterns in all publicly listed firms, see Seyhun (1986).
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perception of over or under-valuation of the firm does not change as a result
of the affiliation with a securities firm.

Table 3 also shows that the frequency of insider trading during the
representation period is in fact substantially higher than before or after the
arrival of the representatives. The arrival of the representatives of the
securities firms on the board of directors, then, appears to encourage rather
than discourage insider trading. In small firms, insider trading frequency
increases almost three- to four-fold compared to the period prior to the
representatives’ arrival. Insider trading: frequency also increases in large
firms, but to a lesser degree. The insider trading activity reverts to its initial
patterns after the representatives leave. Table 3 also shows that increases in
insider trading activity are present on insiders’ purchases as well as
insiders’ sales. Both sales as well as purchases increase three or four-fold.
Overall, there is no evidence of a decline in insider trading when
representatives are present.

The changes in the intensity of insider trading patterns before, during,
and after the arrival of the representatives of the securities firms are
examined more formally in Table 4, along with statistical significance
analysis. @~ My evidence shows that insiders with securities firm
representatives tend to trade more than those without securities firm
representatives. The differences are statistically significant in smaller
firms. Table 4 also shows that the increase in insider trading activity is
especially pronounced at the time the representatives are on the board.
Insider trading activity increases when the representatives of the securities
firm join the firm and declines back to original levels when the
representatives leave. Overall, I find no evidence that the presence of
securities firm representatives discourages insider trading in client firms.

V. INFORMATIONAL ADVANTAGES OF CLIENT-FIRM INSIDERS

A. Profitability of Insider Trading in Client Firms Prior to Arrival of
Securities Firm Representatives

The group of tests presented in this section attempts to determine if the
insiders of the client firm enjoy any informational advantages before,
during, and after the arrival of the representatives of the securities firms. If
insiders are able to trade profitably and no changes occur in the
informational advantages of insiders before, during, and after the arrival of
the representatives, then clearly, no information leakages have occurred as a
result of their arrival and the Chinese Walls are effective. In contrast, if
client firms’ insiders traded profitably before the arrival of the
representatives, and less profitably after the arrival of the securities firm
representatives, then my evidence would suggest that the Chinese Walls are
ineffective.
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I begin by examining the pre-arrival profitability of insider trading in
client firms. Profitability of insider trading is computed four different
ways: (1) equally-weighted market-adjusted returns, (2) share-weighted
market-adjusted returns, (3) equally-weighted holding period abnormal
returns, and (4) share-weighted holding period abnormal returns. By
computing insiders’ performance through a variety of approaches, I hope to
ensure that my findings are sufficiently general.

Insiders’ abnormal profits are estimated using a standard event study
method, which is explained in Appendix 2.2 Month zero refers to the
insider-trading month. Standard errors of abnormal profits and cumulative
abnormal profits are estimated from the time-series variation in abnormal
profits over a 72-month window, from 35 months before to 36 months after
the insider trading month, after taking into account any serial correlation of
abnormal profits. Hence, the t-statistics assume neither cross-sectional
independence nor time-series independence. The standard error of the
differences in insiders’ abnormal profits in client firms versus non-client
firms are computed in the same way, for the same 72-month window
around the insider trading month. The significance of the holding period
abnormal returns is measured by a bootstrapping approach. An empirical
distribution of holding period abnormal returns is generated around
randomly selected dates, one thousand times. The significance of the
holding period abnormal return for insiders is then determined by
comparing insider profit with its empirical distribution.

Corporate insiders’ abnormal profits are computed by taking equally-
weighted averages of all trades as well as weighting the abnormal profit
from each trade by the number of shares traded. For share-weighted results,
insiders’ abnormal profits are weighted by the number of shares bought and
sold within each firm and then equally weighted across firms. This
procedure gives proportionately greater weight to higher volume
transactions and ensures that each firm gets the same weight in the overall
averages.

The evidence in Table S indicates that insiders in client firms trade
profitably before the arrival of the representatives of the securities firms.
Their equally-weighted abnormal profit averages 1.26% after one month,
rising to 4.96% after twelve months. Both figures are significant at the 1%
level. T then compare the profitability of insider trading in client firms
before the representatives’ arrival with a sample of control firms matched in
size and prior stock price momentum. There is no difference in the
abnormal profits of these two groups. In control firms, insiders’ profit after
one month averages 0.93%, rising to 4.32% after twelve months. The
differences between the profitability of insiders’ trading in client firms and
in control firms are not statistically significant.

12 To review the event study methodologies using monthly and daily returns, see Brown and
Warner (1980, 1985).
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The remainder of Table 5 repeats the same analysis using the other
three measures of insiders’ profitability. Both the qualitative and the
quantitative conclusions remain similar. Insiders in client firms earn profits
before the arrival of the representatives of the securities firms. Moreover,
the profitability of insider trading in client firms is no different than the
profitability of insider trading in other, similar firms. My evidence so far
suggests that there is nothing unusual about insider trading in firms where
the securities firms have appointed directors.

B. Profitability of Insider Trading when Securities Firm Representatives
are on Board

I now examine the profitability of insider trading in client firms during
the time when the representatives of the securities firms are present on the
board of directors. I also compare the profitability of insiders’ trades in
client firms with a sample of matching control firms, where the securities
firms do not have any representatives on the board. These tests are to
determine whether insiders maintain their informational advantages after
the securities firm representatives’ arrival.

The evidence in Table 6 shows that insiders are no longer able to trade
profitably when representatives of the securities firms are present on the
board. Insiders’ abnormal profit now ranges from 0.18% after one month to
1.11% after twelve months. Estimates of insiders’ trading profits never
attain a statistically significant level. In contrast, insiders in control firms
matched by size and momentum continue to trade profitably. The results
are the same when insiders’ profits are measured by weighting according to
the number of shares traded or by using holding period returns. Insiders in
these firms, who were trading profitably before the representatives of the
securities firm joined, are unable to generate any trading profits after the
representatives join.

I have replicated the evidence in Table 6 for officers and top
executives only. As with the full group, when the representatives of the
securities firms are present, officers and top executives are not able to trade
profitably. This evidence suggests that the information advantages of all
insiders are eroded by having representatives of the securities firms on the
board of directors.

C. Profitability of Insider Trading After Securities Firm Representatives
Depart

I next examine the profitability of insider trading after the
representatives of the securities firms depart. If the representatives’
presence causes information leakages, then their departure should restore
the ability of insiders to trade profitably. If the decline in the profitability
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of insider trading after the representatives’ arrival was coincidental, and did
not represent violation of the Chinese Walls, I would expect no change in
the profitability of insider trading after the representatives’ departure. If the
decline of the profitability of insider trading was due to information
leakages by the representatives, then I would expect insider trading profits
to return to their original levels after the representatives’ departure.

Table 7 shows that after the securities firms’ representatives depart,
insiders once again trade profitably. In fact, the profitability of insider
trading is restored to its original levels. Insiders’ abnormal returns during
the sub-period following the representatives’ departure date range from
0.80% after one month to 3.95% after twelve months. These figures are
similar to insiders’ trading profits before the representatives joined. These
figures are also similar to the profitability of insider trading in size- and
momentum-matched control firms. Using share-weighted abnormal profits,
or holding period abnormal profits, yields similar results. The same tests
repeated on officers and top executives again yields similar results.

My evidence suggests that insiders trade profitably before the
representatives arrive. Having the representatives of the securities firm on
the board results in information leakages and a reduction in the information
advantages of insiders. Finally, the representatives’ departure results in
increased information asymmetries and restored profitability of insider
trading. This evidence is inconsistent with effective Chinese Walls.

D. Sensitivity Analysis

While not shown here in detail, I have conducted some sensitivity tests
of my findings. First, I compared my findings with the appointment of any
outside director instead of representatives of investment banking firms. In
this case, I do not find any change in either the profitability or volume of
insider trading around the appointment of outside directors. Hence, my
findings in this study are unique to the appointment of representatives of
investment banking firms, and do not apply to outside directors in general.
Second, I examine the time-series stationarity of my findings by dividing
the sample between pre- and post-1990. My findings were similar in both
pre-1990 and post-1990 sub-samples. This evidence suggests that my
findings are general and cannot be attributed to some unusual event such as
the burst of the tech stocks in early 2000.

Third, I examined the profitability of insiders’ purchases and sales
separately and compared the changes in profitability of purchases and sales
through the three regimes. I find that the changes in profitability of insider
trading in client firms are driven mostly by purchases. Both purchases and
sales show usual profitability prior to the arrival of the representatives of
the securities firm. Once the representatives are on board, the profitability
of insiders’ purchases becomes negative, while insider sales maintain their
profitability. After the representatives of the securities firms leave, both
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insider purchases and sales exhibit usual profitability levels once again.
These findings suggest that the presence of the representatives on the board
of directors allows good news to be reflected in the stock price more
quickly and more fully, while not affecting the speed of reaction to negative
news. This finding is consistent with other literature that securities firms
tend to issue more buy recommendations than sell recommendations and
they are more reluctant to exploit negative information."

Fourth, models of strategic insider trading suggest that the variance of
security returns is an important determinant of the profitability of insider
trading.” Higher variance of security returns increases the value of any
nonpublic information and thereby leads to more profitable insider trading.
Empirically, when insiders’ profits are grouped by the volatility of
underlying stock returns, there is a positive relation between insiders’
profits and volatility. Corporate insiders are able to earn higher abnormal
profits as the volatility of security returns increases. For the lowest
volatility group, insiders’ profits average 2.6% after one year. For the
highest volatility group, insiders’ average profits reach an astounding
15.6% after one year. When representatives of the securities firms are
present on the board of directors, the relation between volatility and
insiders’ profits disappear. This finding suggests that the presence of the
representatives removes an important source of insider trading information.

I also examined the relation between exchange listing and changes in
profitability of insider trading before, during, and after the presence of the
representatives. I find no relation. Hence, whether the firm is listed on
NYSE, AMEX, or NASDAQ, the presence of securities firms’
representatives reduces the ability of insiders to exploit their information.

E. Informational Asymmetries and the Bid-Ask Spreads

A secondary test of the effectiveness of the Chinese Walls can be
performed by comparing the dealer’s bid-ask spread in client firms before,
during, and after the presence of securities firms’ representatives. The
dealer’s bid-ask spread provides compensation for inventory costs, order
processing, and risk-aversion, as well as losses to more informed traders. If
the losses to informed traders constitutes a significant part of the bid-ask
spread (adverse-selection component), then having a representative on the
board of directors of the client firm would reduce these costs. To the extent
the securities firms exploit their special connection with the client firms,

13 Malmendier and Shanthikumar (2008) analyze a sample of 121,130 analysts’ recommendations
from October 29, 1993 to December 31, 2002. They find that only 4.58% of the recommendations fall
in the categories of sell or strong sell, while 58.57% fall in the categories of buy or strong buy. The
remainder, 36.84% are hold recommendations.

14 See Kyle (1985).
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inside information is reflected more quickly and fully in the stock prices.
Consequently, I would expect the information asymmetry component of the
bid-ask spread to be smaller when the representatives of the securities firms
are appointed to the board of directors. These predictions are tested next.

The relation between securities firms’ representation and bid-ask
spreads (the difference between quoted bid and ask prices) are shown in
Table 8. In most cases, the spread is computed from the intra-day posted
quotes available from the transactions databases provided by ISSM and
TAQ. Intra-day bid-ask spreads were first averaged for each day. The
daily averages were then used to compute the average bid-ask spread for
each period. In cases where the bid-ask spread could not be computed from
the transactions databases, the CRSP database was used to obtain the
closing bid-ask quotes.

In all firm size groups including the overall sample, the arrival of the
representatives of the securities firms reduces the bid-ask spread by about
50%, while the departure of the representatives restores the bid-ask spread
to its original level. For instance, in the smallest firm size group, prior to
the arrival of the representatives, the bid-ask spread averages 13.7%. When
the representatives are appointed to the board of directors, the bid-ask
spread falls to 6.3%. After the representatives depart, the bid-ask spread
rises back to 14.4%. In the largest firm size group, prior to the arrival of
the representatives, the bid-ask spread averages 1.98%. When the represen-
tatives are appointed to the board of directors, the bid-ask spread falls to
0.85%. After the representatives depart, the bid-ask spread rises back to
1.13%. The same pattern of decline and subsequent increase in the bid-ask
spread is present in all firm size groups. The initial decline and the subse-
quent increase in the bid-ask spread are both statistically significant.

I finally examine the changes in volatility of stock returns around the
appointments of the representatives of the securities firms. If the presence
of the representatives reduces informational asymmetries, I would expect a
decline in the volatility when the representatives are present on the board
and an increase in volatility after the representatives depart. I compute
volatility as the variance of daily stock returns.

The evidence, shown in Table 9, is consistent with this prediction. For
each firm size group, arrival of the representatives reduces informational
asymmetries measured by the variance of stock returns. In every case, the
reduction in daily variance after the arrival of representatives is over 50%.
The declines are statistically significant at the 1% level for the smallest and
the largest group, as well as the total sample. These temporary declines in
volatility reverse after the departure of the representatives. In every case,
volatility increases back to original levels and, in some cases, above the
original levels. All of the increases are statistically significant at either 1%
or 5% levels. Overall, this evidence is consistent with the interpretation
that closer cooperation with the securities firm leads to increases in infor-
mational efficiencies.
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F. Additional Analysis

An interesting question not directly addressed by this study is why the
securities firms appoint directors to some client firms in the first place. A
logistic analysis is conducted to analyze the factors that make it more likely
to have board representation by the securities firms. The most significant
factor that emerges is firm size. In a cross-sectional analysis, increasing
firm size increases the likelihood of board representation by the securities
firms. Larger firms are more likely to have securities firms’ representatives
on their boards.

Firm size also happens to be a most important variable for explaining
the profitability of insider trading. Insider trading is least profitable in large
firms and most profitable in small firms.” An interesting question that
arises is whether changes in firm size (market capitalization) over time can
explain the findings documented here.

While firm size shows up significantly in a cross-sectional analysis as
an important determinant of board representation and insider trading profit-
ability, it does not have the right sign to explain the changes in informa-
tional asymmetries that have been documented here in a time-series sense.
Typically, larger firms have lower profitability of insider trading, smaller
bid-ask spreads, and smaller volatility of stock returns. Larger firms are
also more likely to have board representation by securities firms. However,
during the period in which client firms have securities firms’ representa-
tives on their boards, market capitalization is lower than before and after
the representatives are present. This finding suggests that representatives of
the securities firm join the board during a down period for the firm. Hence,
based on changes in firm size over time, one would have expected higher
profitability of insider trading, higher bid-ask spreads, and higher volatility
when securities firms representatives are present on the board of directors.
Hence, changes in market capitalization have the opposite predictions and
do not explain the findings documented here.

VI. CONCLUSIONS AND IMPLICATIONS

This study investigates the effectiveness of Chinese Walls in securities
firms by analyzing the profitability of insider trading in client firms during
times when investment bankers appoint their representatives to the boards
of directors of those client firms. If Chinese Walls at the securities firms
are porous, then the presence of investment bankers on the board of direc-
tors is expected to increase the information efficiency of the clients’ stocks
and reduce the profitability of other insiders. If Chinese Walls are nonpor-

15 See Seyhun (1998, 89-92).
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ous, then the presence of investment bankers on boards is not expected to
affect the information efficiency of the clients’ stocks.

To test the effectiveness of Chinese Walls, this study examines the
profitability of unaffiliated corporate insiders’ transactions in client firms
before, during, and after the appointment of the representatives of securities
firms to the client’s board of directors. If Chinese Walls are porous, insider
trading in the client firm should be less profitable after the arrival of the
representative of the securities firm. If Chinese Walls are effective, then
the profitability of insider trading in the client firm should not be affected.

Evidence presented here shows that the insiders in client firms trade
profitably before the arrival of the representatives of the securities firms.
When the representatives of the securities firms are present on the board of
directors, the ability of unaffiliated corporate insiders to trade profitably is
completely eliminated. After the departure of the representatives, client-
firm insiders once again are able to trade profitably. Overall, my evidence
suggests that Chinese Walls are porous and the presence of the securities
firms’ representatives improves informational efficiencies of the stock price
by reducing informational asymmetries for the client-firms and reduces
both the bid-ask spread and volatility of the stock returns in the client-
firms’ stocks. My evidence also shows that these effects are temporary and
reverse when the representatives of the securities firms leave the board of
directors. -

My findings have important implications for the current regulatory
changes in the securities firms. Recent changes in the law have allowed
commercial banks, investment banks, and insurance companies to consoli-
date under single ownership, provided that they establish Chinese Walls.
My evidence shows that these newly formed institutions can have some
welfare-improving effects by improving informational efficiencies in the
capital markets, by reducing bid-ask spreads and volatility of the stock
prices. Porous Chinese Walls, however, increase both the likelihood and
the costs of potential conflicts of interest. Whenever securities firms have
access to greater information regarding clients, the same clients must ensure
that this access is not used against the best interest of their own sharehold-
ers.

My findings suggest that all clients of securities firms should start with
the assumption that the Chinese Walls are porous and monitor security
prices and trading activities of the securities firms for potential leakage.
The key ingredient in such a monitoring program is the acquisition of in-
formation necessary to monitor and evaluate the securities firms’ perform-
ance on a continuous basis.

Based on the findings in this study, for instance, securities firms’ insti-
tutional clients should implement programs to ensure that their buy-sell
orders are not front-run. This can be achieved by looking for systematic
second-by-second price movements prior to the execution of their orders. If
they cannot conduct such a study on their own, clients may require the se-
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curities firm to compile and report such patterns. In addition, as part of
their business relations with the securities firm, clients should require im-
mediate disclosure of all trading conducted by the firm in its own securi-
ties—whether proprietary trading, retail trading, risk-arbitrage, or market-
making. Changes in the market-maker’s inventory position are also useful
in this regard. Similarly, client firms should require the securities firm to
report any recommendation, evaluation, or forecasting involving its own
securities.

In addition, client firms should request any information regarding their
own securities about either placement or removal from “watch” list, “grey”
list, “restricted” list, or “rumor” list. It is also important to discover the
significance of the meaning of these lists at each securities firm. While
many firms restrict trading for all employees, some firms only restrict cer-
tain employees and allow others to trade. Such information is necessary to
ensure that minimum precautions for safeguarding confidential information
are taken.
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APPENDIX 1

A brief History of Chinese Walls

Chinese Walls—first publicized in a Merrill Lynch policy statement—
were the result of securities firms’ own concerns for fairness. In addition to
increasing investor confidence, Chinese Walls would serve as a defense in
litigation alleging conflicts of interest or dereliction of fiduciary responsi-
bility.'* This concept of compartmentalizing information was subsequently
incorporated into exchange regulations for the New York Stock Exchange
(NYSE) and American Stock Exchange (AMEX)."” Specifically, Rule 98
of the NYSE Regulations requires that market-making activities be physi-
cally and functionally separated from all advisory, corporate finance, and
underwriting activities. Hence, the market-making functions must be sepa-
rated from all other member firms’ activities, including physical location,
organization, management influence, management compensation, book-
keeping, financial accounting, and capital requirements. Moreover, any
information derived from clearing and margin financing arrangements, trad-
ing activities of the approved person, and specialists’ books must remain
confidential and may not be disclosed to the rest of the member firm. Simi-
larly, any information derived from business transactions with the issuer
must be kept confidential.

In 1988, the concept of Chinese Walls was given statutory recognition
in the United States with the passage of the Insider Trading and Securities
Fraud Enforcement Act (ITSFEA) of 1988.® The subsection 15(f) of
ITSFEA reads:

Every registered broker or dealer shall establish, maintain, and enforce written policies and
procedures reasonably designed, taking into consideration the nature of such broker’s or
dealer’s business, to prevent the misuse in violation of this title, or the rules or regulations
thereunder, of material, nonpublic information by such broker or dealer or any person associ-
ated with such broker or dealer. The Commission, as it deems necessary, shall adopt regula-
tions to require specific policies or procedures reasonably designed to prevent misuse in vio-
lation of this title of material nonpublic information.

16 Harry McVea (1993) also describes policies and procedures that ought to be part of the Chinese
Walls: (i) compliance manual publication, (ii) systematic identification of risk areas, (iii) procedures to
address risks, (iv) compliance responsibilities, (v) routine monitoring, (vi) contingency plans in case of
accidental breach, (vii) ongoing education programs, (viii) regulatory links, (ix) encouraging timely
client disclosure of price sensitive information, (x) procedures to recognize when information has by-
passed the Wall, and (xi) trading records for auditing purposes (McVea 1993).

17" The SEC gave approval to NYSE and AMEX rule changes in 1987. See SEC Rel. No. 34-
23768.

18 14 1980, using its rule making authority, SEC had already provided a Chinese Wall exemption
from liability for securities trading subject to a tender offer in possession of material information by
promulgating Rule 14e-3(b). See 17 C.F.R § 240.14e-3(b).
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Due to the deregulation of financial services firms, Chinese Walls re-
cently gained additional importance. Legislation enacted in 1999 ended
most Glass-Steagall proscriptions against commercial banks and has al-
lowed the banks freedom to merge with insurance firms and investment
banks.” This legislation replaced the Glass-Steagall Act’s strict prohibi-
tions and relies on the enactment and enforcement of the Chinese Walls to
avoid potential conflicts of interest.

19 Legislation singed into law by President Clinton on November 5, 1999 repealed the barriers
between banks, insurance companies, and securities firms. See 12 C.F.R. § 225.28, 86-92.
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APPENDIX 2

Event Study Methodology

Given the minimal explanatory power of betas, this study uses market
adjusted returns to compute the prediction errors, PE; :
(1) PE, =(r,, -, )H; t=-35t0 +36

t

where 1, is the simple with-dividend return to security i on month ¢ and r,,,
is the simple with-dividend return to the equally-weighted portfolio of all
New York Stock Exchange (NYSE), American Stock Exchange (ASE), and
NASDAQ stocks on month ¢. For equally-weighted abnormal profits, the
parameter H;, is equal to 1 if the number of shares purchased exceeds the
number of shares sold in that month ¢, or -1 if the number of shares sold
exceeds the number of shares purchased. If no shares are traded or if the
number of shares purchased equals the number of shares sold, then month ¢
is excluded. For share-weighted abnormal profits, the parameter H;, is
equal to the ratio of shares traded in firm i, month ¢ divided total net number
of shares traded by insiders in firm i. The sign of H;, is positive if insiders
buy shares in firm i and month ¢ and the sign of H;, is negative if insiders
sell shares in firm i and month ¢.

The average portfolio prediction error in firm i for event month ¢,
APE,,, is the weighted averages of all prediction errors from Equation (1)
for that event month:

312

2) APE, =( Zl PEL,) t=-35t0 +36
J:
and
K(
3) APE1=(}_:1APEi,, MK, t=-351t0 +36

where K, equals the number of prediction errors in month ¢. Insiders’ ab-
normal profits are computed by weighting prediction errors with the num-
ber of shares traded. The procedure described in (2) and (3) ensures that
proportionately greater weight is given to larger volume inside trading, but
at the same time, since each firm received equal representation in the over-
all results, a single outlier does not dominate the overall evidence. There
are a total of 312 months from January 1975 to December 2000. The cu-
mulative gross abnormal profit from exploiting insider trading information
is measured by the cumulative monthly average prediction error from event
month 1 (the month following the month in which insiders trade) to T,
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CAPy), which is calculated by summing the monthly average prediction
errors:

4) CAP(T)=Z,_APE,

To retain as much information as possible, the study includes all open-
market transactions by the firms’ insiders that are represented in the sample.
The standard errors of the gross abnormal profits are measured by taking
into account the sample serial correlation of the time series of abnormal
returns. The general formula for the variance of a sum is used to compute
the standard error of the gross abnormal profits. Hence:

T-t+1

) s(CAP(T)H Z{;*! Zcov(APE, ,APE,)]"

i=1
j=1

where covariance between APE; and APE;, cov(APE;, APE)), is estimated
from a third order, unconstrained autoregressive model for APE, using Box
and Jenkins (1976) methods. The estimated model for APE, is represented
as follows:

6) APE =6,+0,D+¢, APE,  +¢,APE ,+@$,APE ,+nt

where indicator variable D equals 1 for the six months prior to the insider
trading month, and O otherwise. The indicator variable D—accounting for
the differences in mean abnormal returns before and after the insider trad-
ing month—is necessary because insider sales tend to follow price increases
while insider purchases follow price declines. Consequently, the sign of
APE adjusts the insider trading month from negative to positive. For each
model using (6), the Box-Pierce Q statistics at lags 6, 12, and 18 are insig-
nificant, indicating that the residuals, h,, are serially uncorrelated.

The methodology described above takes into account whatever serial
and cross sectional correlations of stock returns there may be. Hence my
procedure makes minimal assumptions about properties of stock returns. In
addition, given my procedure, usual caveats such as event time clustering or
sector clustering would not cause bias in my estimates of standard errors.
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EVIDENCE ON THE NON-LINEAR RELATION
BETWEEN INSIDER TRADING DECISIONS
AND FUTURE EARNINGS INFORMATION

Joseph D. Piotroski’ and Darren T. Roulstone™

ABSTRACT

In this paper, we explore an insider’s decision to trade or not trade on
the basis of future earnings information. Consistent with litigation, political
and reputation-related costs shaping insider-trading decisions, we find that
the relations between insider trading decisions and next year’s earnings
change are not strictly linear. First, we find that the likelihood of insider
purchases is positively related to next year’s earnings innovation, yet this
relation is attenuated in the case of extreme positive innovations. Second,
we find that the likelihood of an insider selling shares and exercising stock
options is negatively related to next year’s earnings innovation, yet this
relation is attenuated in the case of extreme negative innovations. The non-
linear relation between insider sales and future negative earnings news is
more pronounced than the nonlinearity between insider purchases and fu-
ture earnings news, suggesting that the expected costs associated with in-
sider selling are economically larger than the costs associated with insider
buying. Together, these estimations suggest that insiders trade on the basis
of future earnings news, yet there exist regions where the expected costs of

Joseph Piotroski is an Associate Professor of Accounting at Stanford University’s Graduate
School of Business. Professor Piotroski received his Ph.D. from the University of Michigan in 1999,
and teaches courses on Accounting-based Valuation and Financial Statement Analysis. His research
focuses on how legal, political and financial institutions influence capital market behavior. He serves on
the editorial boards of the Journal of Accounting Research, the Journal of Accounting and Economics
and The Accounting Review.

**  Darren Roulstone is an Associate Professor of Accounting at the University of Chicago Gradu-
ate School of Business. He received his Ph.D. in Business Administration (Accounting emphasis) from
the University of Michigan in 2000. He teaches Financial Statement Analysis and Valuation and con-
ducts research on the stock market’s incorporation of corporate information into stock prices. He serves
on the editorial boards of the Journal of Accounting Research and the Accounting Review.

Acknowledgements: We thank workshop participants at the Massachusetts Institute of Technol-
ogy and the University of Rochester for comments on a prior version of this paper, workshop partici-
pants at the University of Florida, and participants at the George Mason Law School Symposium on
Insider Trading, especially George Bentson (discussant). Both authors gratefully acknowledge the
financial support of the University of Chicago Graduate School of Business. Piotroski acknowledges
the support of the William Ladany Faculty Research Fund at the University of Chicago Graduate School
of Business. Roulstone acknowledges the support of the Robert P. Reuss/Centel Foundation faculty
fund.



410 JOURNAL OF LAW, ECONOMICS & POLICY [VOL. 4:2

trading subsume the expected gains to trading on private information. Fi-
nally, we investigate the role of earnings persistence as an alternate expla-
nation for our results. We find that insiders only trade on persistent earn-
ings innovations, and that, after controlling for persistence, insiders still
curtail trading when earnings innovations are extreme.

I.  INTRODUCTION

This paper examines whether an insider’s decision to trade is influ-
enced by the firm’s future earnings performance. Prior research shows that,
conditional on observing insider trading, net trading activity is positively
related to future earnings innovations. However, insiders can choose to not
change their level of investment in the firm—i.e., not trade on the basis of
private information. We investigate the role of future earnings in this
trade-—no trade decision.

Theoretically, insider trading will only be observed when the expected
gains to trade exceed the expected costs. We hypothesize that if legal li-
ability, political and reputation-related trading costs are heightened around
extreme earnings changes, then there could exist regions where insiders
avoid trading despite the existence of private, price-relevant earnings in-
formation. Consistent with the existence of such “no trade” regions, we
find that the relation between insider trading decisions and next year’s earn-
ings change is not strictly linear. First, the likelihood of insider buying is
positively related to next year’s earnings change, yet the positive relation
between insider purchases and next year’s earnings change is attenuated
among larger positive innovations. This attenuation in the presence of ex-
treme good news is consistent with increasing trading costs.

Second, we find that the likelihood of insider selling is negatively re-
lated to next year’s earnings change, yet extreme earnings events, regard-
less of sign, inhibit insiders from engaging in these sales. Specifically, in
advance of bad news, insiders appear to curtail sales to avoid the appear-
ance of impropriety. The attenuation of the relation between insider selling
and extreme negative earnings changes is more pronounced than the at-
tenuation of the relation between insider purchases and extreme positive
earnings changes, suggesting that the perceived legal, political and reputa-
tion-related costs associated with insider selling are economically larger
than the costs associated with insider buying. Similar inferences exist with
respect to an insider’s decision to exercise stock options (and sell shares)
versus continuing to hold the options.

We conclude that insiders do trade in anticipation of future earnings
news, yet there exist regions beyond which insiders will not trade regardless
of the potential gains associated with either future stock price appreciation
or avoidance of future losses. This observed non-linearity in the relation
between trading decisions and future earnings information is consistent
with the existence of potential legal, political and/or reputation costs deter-
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ring informed trade. However, an alternate explanation is that extreme
positive and negative earnings innovations are less persistent than non-
extreme innovations. If insiders only trade on persistent changes in firm
performance, then the non-linear relation between insiders’ decisions to
trade and earnings innovations may be due to variation in the persistence of
the earnings innovation. We find that when our sample is split into persis-
tent (consecutive earnings innovations of the same sign) versus non-
persistent (consecutive earnings innovations of differing signs), insiders
only trade on persistent earnings innovations. Within persistent earnings
innovations, extreme innovations continue to attenuate the relation between
earnings changes and trading decisions. Thus, after controlling for earnings
persistence, expectations of heightened legal 11ab111ty continue to inhibit
trading ahead of extreme earnings news.

The rest of the paper is organized as follows. Section II provides
background on insider trading research and outlines the primary hypothesis
of this study. Section ITI discusses the methodology and the data, while
Section IV presents descriptive evidence on firm-years with and without
insider trading. Section V presents our main empirical tests, and Section VI
addresses our robustness tests. Section VII concludes.

II. PRIOR RESEARCH AND HYPOTHESIS DEVELOPMENT
A. Prior Research on Insider Trading

Given the ex post profitability of insider transactions, early research
concludes that insiders’ information advantage allows them to trade in ad-
vance of future price movements (Jaffe 1974; Givoly and Palmon 1985;
Seyhun 1986; Rozeff and Zaman 1988). Subsequent research documents
that insiders trade in advance of significant corporate events associated with
predictable pricing behavior, such as merger and acquisition activity
(Meulbroek 1992; Seyhun 1990), bankruptcy (Seyhun and Bradley 1997),
dividend initiations (John and Lang 1991), seasoned equity offerings (Kar-
poff and Lee 1991) and share repurchase activity (Lee, Mikkelson and
Partch 1992)."! Finally, recent research suggests that insiders recognize the
relative valuation of their firm’s securities and trade in advance of predict-
able price corrections. For example, Seyhun (1992) shows that insiders are
more likely to sell (purchase) shares following periods of significant price
appreciation (decline), while Rozeff and Zaman (1998) show that, given the

1 1t is important to note that, in most of these event studies, the benefits to trade can be quite

large. For example, one-year returns following seasoned equity offerings have been shown to be ap-
proximately negative fifteen percent (e.g., Loughran and Ritter 1995). Given that we observed height-
ened trading in advance of these events, it must be the case that these trading benefits subsume the
potential costs of trading on this information,
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decision to trade, insiders predominantly buy (sell) shares in value (glam-
our) firms. Together, these papers demonstrate that insiders trade in ad-
vance of events leading to significant price changes and provide support for
Manne’s (1966) observation that insider trading can be a source of informa-
tion to the market.

A complementary set of research examines the relation between in-
sider trading and one type of price-relevant, firm-specific information: fu-
ture earnings. Executives and directors are insiders of the firm who (1)
possess value relevant financial information before it is priced and (2) face
less uncertainty about the firm’s future financial performance outcomes
than the average market participant does. Given this informational advan-
tage, insiders should engage in more purchasing (or selling) activity in ad-
vance of strong (or weak) firm-specific earnings news, ceteris paribus.

Early research examining the relation between insider trading and fu-
ture earnings information, however, provides mixed evidence. Elliott,
Morse and Richardson (1984) find that insiders increase (decrease) their
purchases (sales) in the twelve months before extreme earnings increases,
yet find little evidence that insiders sell in advance of extreme earnings
decreases. In contrast, Huddart, Ke and Petroni (2003) find insiders’ sales
increase in the year before a firm experiences a break in consecutive quar-
terly earnings increases, while Billings (2007) finds that insiders selling
shares in advance of significant price declines delay the release of bad earn-
ings news. Givoly and Palmon (1985) are unable to document a link be-
tween insider trading profits and specific disclosure events (including earn-
ings and dividend announcements), while Noe (1999) examines insider
trading around management forecasts of earnings and finds the trading pat-
terns to be unrelated to the forecasted earnings news.

Unfortunately, these studies are predicated on examining insider-
trading behavior around specific earnings-related events, where the litiga-
tion and reputation-related costs of trading are likely to be heightened. To
eliminate these confounding effects, Piotroski and Roulstone (2005) search
for a general cross-sectional relation between the sign of observed insider
trading activity and one-year-ahead earnings changes. Conditional on the
existence of insider trading, they find a positive relation between the rela-
tive amount of insider purchase activity versus sale activity and next year’s
earnings change. They also find that the strength of the relation between
insider trading and future earnings is inversely related to the firm’s infor-
mation-processing environment. Similarly, Beneish and Vargus (2002),
show that insiders evaluate the quality of their firms’ current earnings inno-
vation when making their trading decisions. They find that managers are
more likely to buy (sell) their firms’ securities when current earnings is
driven by permanent (transitory) positive accruals. Together, Piotroski and
Roulstone (2005) and Beneish and Vargus (2002) show that insiders’ trad-
ing decisions are influenced, at least in part, by their private expectations
about next year’s earning realization.
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B. Hypothesis Development: Non-Linear Relation between Insider
Trading and Future Earnings

The probability of an insider purchasing shares is likely to be posi-
tively influenced by the sign and magnitude of expected future earnings
news. Specifically, insiders are more likely to buy shares in advance of
good future earnings news, with stronger trading incentives for larger inno-
vations, ceteris paribus. Similarly, the probability of an insider selling
shares is likely to be negatively related to the sign and magnitude of future
earnings innovations. Thus, absent trading costs, net gains to trading are
monotonically related to the magnitude of next year’s unexpected earnings
innovation.?

However, insiders do not have to trade in a given year. If the costs to
trading on future earnings news are sufficiently large and exceed the ex-
pected benefits from trading, insiders will not trade. One potential cost of
an insider transaction is legal liability risk. If an insider trades in advance
of material information that he had a duty to disclose then the insider could
face potential legal costs associated with his trade. Additionally, trading in
advance of a material earnings change could draw greater regulatory or
investor scrutiny, resulting in adverse political or reputation effects. For
example, an insider’s transaction has a greater probability of being scruti-
nized and “red flagged” as having been motivated by private information if
the trade is subsequently followed by large earnings surprise and material
price change.

If these expected trading costs are increasing with the magnitude of
subsequent earnings news then managers will have an increasing incentive
to not trade the greater the magnitude of the earnings innovations. In the
presence of these trading costs, we predict that the relation between the
likelihood of insider trading and next year’s earnings innovation is not
strictly linear.

Alternate Hypothesis: The association between insider sales and
stock option exercises (purchases) and large negative (positive)
earnings innovations is attenuated due to potential legal liability
costs associated with trading on extreme transactions.

Our alternate hypothesis predicts that despite possessing information
about future earnings insiders will have an increased incentive to forego
trading on extreme earnings news. This prediction assumes that the poten-
tial costs of trading on such information are sufficiently large and subsume

2 This relation hinges on the assumption that the pricing implications of an earnings change is
positively related to the magnitude of the change. We address the issue of differential levels of persis-
tence in Section VL.
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the trading benefits. As such, we recognize that our tests are really examin-
ing a joint hypothesis about both the managerial response to the costs and
benefits of insider trading and the existence of sufficiently credible legal
liability, political and reputation-related costs to deter trading.

III. RESEARCH DESIGN
A. Sample Selection

Our sample is derived from the complete set of firm-year observations
available from the Center for Research in Security Prices (CRSP) and
COMPUSTAT between 1996 and 2004 with sufficient stock price and earn-
ings data to compute current and one-year ahead annual earnings and price
changes. For each firm-year observation identified through CRSP and
COMPUSTAT we gather annual information about the insiders’ open-
market trading activity through Thomson Financial First Call Insiders Data
(formerly CDA/Investnet). We restrict our measurement of insider trading
activity to activity by a firm’s executives and directors for comparability
with prior research.

B. Measurement of Insider Trading Activity

Our tests examine the relationship between insider trading decisions
and next year’s earnings innovation. In our tests, we examine four different
dimensions of insider trading activity: TRADE, PURCHASE, SALES, and
EXERCISE. The first dimension is whether or not trading occurred in a
given year. The indicator variable TRADE;, equals 1 if any insider of
firm i bought or sold securities on the open market during fiscal year ¢, 0
otherwise. Our first set of tests identifies firm characteristics associated
with the presence of insider trading activity irrespective of the direction of
trade.

The second set of tests examines the insider’s decision to trade in a
given direction (as opposed to not trading in that direction). The first “di-
rection of trade” construct we examine is whether or not insiders are net
purchasers of shares during fiscal year . We define the indicator variable
PURCHASE;; to equal 1 if any insider of firm i purchased shares in an
open-market transaction during year ¢ and total shares purchased by insiders
is greater than or equal to total shares sold by insiders; O otherwise. Analo-
gously, the second “direction of trade” construct we examine is whether
insiders are net sellers of shares during fiscal year t. We define the indica-
tor variable SALES;, to equal 1 if any insider of firm i sold shares in an
open-market transaction during year ¢ and total shares sold by insiders is
greater than total shares purchased by insiders, 0 otherwise. Our final con-
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struct measures stock option exercises by insiders during year t. We define
the indicator variable EXERCISE;, equal to 1 if any insider exercised stock
options during the year; O otherwise. We expect that incentives for insiders
to sell shares and to exercise options will be positively related (i.e., negative
information about future prospects will induce insiders to both exercise
options and sell existing holdings of stock).> Our second set of tests identi-
fies firm characteristics associated with the specific direction of insider
trading.*

C. Measurement of Future Earnings Performance and Related Earnings
Attributes

The primary focus of our paper is to examine the impact future earn-
ings has on an insider’s decision to trade or not trade in a given fiscal year.
To characterize the insider’s private information about future earnings, we
measure two dimensions of profitability: next year’s annual earnings inno-
vation and the presence of special, one-time items.

We define the firm’s future earnings performance as earnings for the
fiscal year following the measurement of insider trading behavior (i.e., year
t+1). (See Figure 1 for a timeline on the measurement of our variables).
Specifically, we define future earnings news as year t+1’s annual earnings
change, measured as:

Et+1 - Et

ABw = 2 SSETS,

where E.,, (E)) equals net income before extraordinary items for fiscal year
t+1 (year ) and ASSETS, equals total assets at the end of year . We define
the absolute information content of the future earnings realization as the
absolute value of AE,,;. We focus on next year’s annual earnings innova-
tion given the results in Piotroski and Roulstone (2005).°

Our legal liability arguments suggest that managers will be averse to
trading in advance of large changes in earnings that draws the attention of
investors and regulators. One such dimension of an extreme earnings

3 To ensure our measures of sales and option exercises do not overlap, insider sales do not in-
clude transactions that are flagged by Thomson Financial as “option related.”

4 Although our main tests use indicator variables for the presence of trading, our results are
robust to measuring trading using the number of shares traded. These results are discussed in Section
VIC.

5 We refer to our eamings change variable as the “news” or “innovation” in earnings in the fol-
lowing sense: annual earnings follow a random-walk process (Watts and Leftwich 1977). In a random
walk, the innovation in the process is simply the change in successive observations, which is the nu-
merator of our eamings change variable.
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change is to examine the absolute magnitude of the innovation itself (i.e.,
|AE..1)). An alternative dimension is to determine whether or not future
earnings contain a significant, non-recurring special item (such as the re-
cording of a restructuring or acquisition-related charge). We define the
indicator variable SPECIAL;,,, to equal 1 if the firm reported a special item
during fiscal year #+1, O otherwise. For completeness, we also identify
whether or not the firm recorded a special item in the year of insider trading
activity (i.e., year ?).

If insiders use future earnings information when forming their decision
to trade, then we would expect to document a positive (negative) relation-
ship between PURCHASE;, (SALES;,; and EXERCISE;,) and AE,,;. To the
extent that managers are concerned about the legal liability implications of
trading in advance of extreme earnings news, then the absolute magnitude
of next year’s earnings change and the presence of a special, one-time
charge should decrease the probability of insider trading activity (i.e.,
TRADE;;). To the extent that legal liability concerns outweigh the ex-
pected gains from trading on large earnings changes, we would expect to
see an inverse relation between extreme positive (negative) earnings news
and PURCHASE,, (SALES;, and EXERCISE;,). Our multivariate tests
examine these predicted relations.

Finally, we include next year’s market adjusted return (MARET;,,,) in
our multivariate tests to control for the errors-in-variables problem associ-
ated with using the realized earnings innovation AE;,,, as a measure of the
earnings innovation expected by insiders at the time of their trading deci-
sion (see Collins et al. 1994 for details).

D. Measurement of Insider Trading Activity Explanatory Variables

Prior research identifies several firm-level constructs that influence
whether or not insiders trade in their firm’s securities: past returns, relative
valuation (i.e., book-to-market ratio), the existence of stock-based compen-
sation activity, firm size and the presence of R&D activities. We also ex-
amine the relation between insider trading decisions and earnings variabil-
ity, the presence of special items, and next year’s annual earnings innova-
tion. We present our motivation for and measurement of our explanatory
variables in the following paragraphs.

1. Past returns

Seyhun (1992) and Rozeff and Zaman (1998) show that insiders are
more likely to buy (sell) shares after significant stock price appreciation
(decline). Based on their findings, we expect that the probability of observ-
ing insider trading increases with the absolute magnitude of the firm’s re-
cent return, while the decision to buy (sell) securities should be positively
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(negatively) related to past returns realizations. To be comparable with
Rozeff and Zaman (1998) and Piotroski and Roulstone (2005), we control
for the effect of recent price movements by measuring the firm’s contempo-
raneous market-adjusted stock return (MARET;,). MARET;, is measured
as the firm’s twelve-month buy-and-hold return less the twelve-month buy-
and-hold value-weighted market index return over the fiscal year corre-
sponding to the measurement of insider trading activity.

2. Valuation attributes (book-to-market ratio)

Rozeff and Zaman (1998) document that, conditional on observing in-
sider trading, an insider’s decision to buy (versus sell) securities is inversely
related to the firm’s relative valuation, as proxied by the firm’s book-to-
market ratio. To control for insiders’ incentives to purchase (sell) under-
valued (overvalued) securities, we measure the firm’s book-to-market ratio
(BM;,) as the firm’s book value of common equity scaled by market capi-
talization of equity at the end of fiscal year t. Based on their findings, we
expect insiders of firms with high (low) book-to-market ratios to be more
likely to engage in buying (selling) activity.

Prior research, however, does not provide any evidence about the role
of book-to-market ratios on the decision to trade or not trade. To the extent
that both over and under-valuation creates an incentive to trade, BM;, will
discriminate the direction of trade, but will not help identify which insiders
are more likely to trade.® Alternatively, to the extent that growth firms are
systematically more likely to rely on equity-based compensation (either
explicitly through stock or option grants or implicitly by encouraging insid-
ers to trade for private gains), one could expect the probability of observing
insider trading activity to trade to be inversely related to BM;,. Given the
alternative scenarios, we do not have a prediction about the relation be-
tween BM;,; and TRADE;,.

3. Stock-based compensation

An insider’s trading behavior will be influenced by changes in their
holdings due to the granting and exercising of stock options (see Ofek and
Yermack 2000). To control for the impact of concurrent compensation-
related activity on insider trading decisions, we gather data on two variables
measuring changes in insider holdings: number of stock options granted and
the number of stock options exercised in year . We define the indicator

6 Bettis, Coles and Lemmon (2000) examine a set of firms with open market insider transactions
and find that the number of trades is inversely related to the firm’s book-to-market ratio. However, their
sample does not include firms without insider trading activity.
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variable GRANT;, to equal 1 if an insider was granted stock options during
year ¢, 0 otherwise. We define the indicator variable EXERCISE;, to equal
1 if an insider exercised stock options during fiscal year ¢, 0 otherwise.
Ceteris paribus, we expect that both granting and exercising activity will
give insiders an incentive to sell previously held shares in order to rebal-
ance their portfolio and diversify their wealth. This data is gathered
through Thomson Financial and is only available for fiscal years 1996
through 2004; as such, this data is the primary constraint on our sample’s
timeframe.

4. Presence of research and development activities

Aboody and Lev (2000) document that gains to insider trading are lar-
ger when the firm is engaged in research and development activities. The
positive association between trading gains and R&D activities is attributed
to the greater information asymmetry between managers and investors that
is present in R&D intensive firms. To control for this fundamental differ-
ence in potential trading benefits across firms, we classify firms based on
whether or not R&D activities existed during the year of insider-trading
measurement. We define the indicator variable RESEARCH;, to equal 1 if
firm i reports a non-zero research and development expense during fiscal
year ¢, 0 otherwise. Although Aboody and Lev (2000) do not document
that insider trading activity is more prevalent in R&D intensive firms, we
expect insiders of R&D firms to be more likely to engage in trading activity
given the greater gains available to trade, ceteris paribus.’

5. Firmsize

Large firms are more likely to implement stock-based compensation
plans (Smith and Watts 1992). These compensation plans will lead to
greater liquidity trading by managers. Similarly, securities of large firms
tend to be more liquid. Recent theoretical work by Hong and Huang (2002)
suggests that an insider’s ability to covertly trade and profit from their in-
formation is positively related to their firm’s share liquidity. Together,

7 One concem is that our R&D indicator variable may be insufficient to capture meaningful
differences in information asymmetry about project outcomes. To the extent that Aboody and Lev’s
(2000) result is not really driven by R&D per se, but instead reflects differences in information asymme-
try between firms with assets-in-place versus firm’s with growth options, RESEARCH;, could proxy for
the firm’s asset-type. Our inclusion of book-to-market ratios in our multivariate tests should capture
these asset-type differences. As a control for growth option versus assets-in-place differences, we
expect BM; to display an inverse association with observed insider trading activities.
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these arguments would suggest that insider-trading activity is more likely in
large firms.?

Piotroski and Roulstone (2005) show that the relation between the di-
rection of trade and future earnings news is attenuated (magnified) in large
(small) firms. Their result is consistent with firm size as a proxy for both
cross-sectional differences in these firm’s information environments and the
related benefits to trading on earnings information (e.g., Lang and Lund-
holm 1993) as well as cross-sectional differences in political costs of trad-
ing on earnings information (e.g., Watts and Zimmerman 1986).° Large
firms are also more likely to implement restrictions (or moratoriums) on
insider trading activity due to the greater public and regulatory scrutiny
large firms garner (Roulstone 2003). Given the reduced benefits of trade
and greater potential costs, the decision to trade (as opposed to not trading)
could be inversely related to firm size. Given these competing arguments,
we do not predict a relation between insider trading and firm size. We
measure firm size (MVE)) as the firm’s market capitalization at the end of
fiscal year ¢.

6. Variation in earnings

An insider’s ability to trade on future earnings information will be a
function of their long-term ability to predict future earnings realizations.
We assume that firms with greater volatility in their annual earnings inno-
vations possess less predictable earnings. We measure the variable
STDEARN,; as the standard deviation of firm i’s annual change in earnings
(AE,)) over the period 1996 to 2004.

E. Data Description and Sample Characteristics

This paper utilizes the complete set of firm-year observations available
between 1996 and 2004 with sufficient earnings, stock return, insider-
trading and stock-based compensation data. We obtain a final sample of
48,072 firm-year observations. Descriptive statistics are presented in Table
1.

8 Consistent with these arguments, Bettis, Coles and Lemmon (2000) show that, for a sample of
403 firms with open-market insider trading activity, both the number of shares traded and the number of
shares sold by insiders is increasing in firm size. However, they are unable to document a relation
between firm size and the number of shares purchased as they do not examine firms without insider
trading activity. In contrast, Frankel and Li (2002) are only able to document a weak relation between
number of insider transactions and firm size using a large cross-section of publicly-traded firms.

9 For example, Collins, Kothari and Rayburn (1985) and Collins and Kothari (1989) show that
earnings are impounded earlier in the year for large firms, allowing insiders fewer opportunities to trade
on earnings information.
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Panel A presents evidence on insider trading activity in our sample.
We find that 73.1% of the firm-years are associated with some form of in-
sider trading activity.' In terms of observed trading, 17.2% and 22.2% of
the firm-years in the sample have only insider purchases or sales, respec-
tively, while 33.7% of the firm-years are associated with both insider buy-
ing and selling activity. Finally, 26.9% of the sample consists of firm-years
without any open market insider trading activity (i.e., no-trade observa-
tions).

Panel B presents descriptive statistics about the key variables used in
this study. These statistics highlight considerable economic variation and
diversity of the firm-years included in our sample. The average current
earnings realization for our sample of firms is -0.018, yet only 31% of our
sample is associated with negative earnings (median ROA, = 0.020). The
mean one-year-ahead earnings change is 0.007, and 59% of our firm-year
observations are associated with an increase in next year’s earnings (median
AE,,; =0.003). Consistent with the sample containing a broad cross-section
of firms, the inter-quartile range of MVE is $47.86 million to $983.7 mil-
lion, with a sample average of $2,878 million. Additionally, there exists
considerable variation in compensation-related incentives to sell securities,
with 64.4% of the firms granting stock options and 48.1% of the firms hav-
ing insiders who exercised stock options in the year of insider-trading
measurement. Finally, 48.7% and 52.0% of the firms reported a special
item during the year or the year following, respectively. On average, these
special items accounted for about 1.8% of total assets at the beginning of
each respective year.

IV. EMPIRICAL RESULTS ON THE INSIDER’S TRADE VERSUS HOLD
DECISION

A. Characteristics of Firm-Years and Firms with and without Insider
Trading Activity

Table 2 presents descriptive statistics for firm-years with and without
insider trading activity. For each variable, mean and median statistics are
presented. We test differences in mean and median characteristics using a
two-sample t-test of means and a non-parametric signed-rank Wilcoxon
test, respectively. Consistent with prior research, insider trading is more
prominent among larger firms, growth firms (i.e., low book-to-market
firms) and firms with R&D activities. We also find that stock granting and
option exercising activity is more prevalent among firms with insider-

10 By comparison, Lakonishok and Lee (2001) find that approximately 55% of the firm-years in
their sample period (1976-1994) were associated with some form of insider trading activity.
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trading activity. However, given the strong correlation between these com-
pensation activities and both firm size and book-to-market ratios, univariate
relationships need to be interpreted with caution."

In terms of performance, firm-years with insider trading have stronger
contemporaneous return performance, are marginally more profitable, have
less volatile earnings streams, and display a greater frequency of contempo-
raneous and future special items than firm-years without insider trading. In
terms of future performance, firm-years with insider trading activity have
weaker contemporaneous return performance and display no material dif-
ference in terms of future earnings performance than firm-years without
insider trading.

Finally, firm-years with insider trading are associated with signifi-
cantly smaller absolute earnings changes, suggesting that insiders limit their
~trading activities in advance of large earnings changes. Additional evi-
dence on this inverse relation is also found in Figure 2, which presents a
histogram of the percentage of firm-years with insider trading (both pur-
chases and sales) conditional on the relative, ranked magnitude of next
year’s earnings innovation. Specifically, the histogram shows that insider
trading is less prevalent around extreme earnings changes (i.e., as repre-
sented by the far left and far right bins along the horizontal axis) than
around smaller earnings changes (i.e., bins located near the center of the
distribution). The following section examines the impact of future earnings
news on likelihood of insider trading in a multivariate setting.

B. Multivariate Analysis of Firms and Firm-Years with and without
Insider Trading

Given the strong correlation between many of our explanatory vari-
ables, we examine the relation between the presence of insider trading and
the magnitude of future earnings changes in a multivariate setting. Specifi-
cally, we estimate the following pooled, cross-sectional logistic model:

D Prob(TRADE; =1) = logit(a + By|AE; 11| + B;SPECIAL,, + B3log(BM,,)
+ Balog(MVE,) + BsROA;, + BeSPECIAL;, + B;MARET; | + B;STDEARN;
+ BGRANT;, + B1cEXERCISE;, + B;;RESEARCH;, + &)

where the dependent variable, TRADE;, is an indicator variable equal to 1
if any insider of firm i bought or sold shares on the open market in fiscal
year ¢, 0 otherwise. All other variables are as defined in Appendix 1. In
order to examine the decision to trade (i.e., unsigned trading behavior), all

' The Pearson correlation between log(MVE) and the variables log(1+BM), GRANT and
EXERCISE is -0.310, 0.596 and 0.536, respectively.



422 JOURNAL OF LAW, ECONOMICS & POLICY [VoL.4:2

of our contemporaneous and future performance variables are measured in
terms of absolute realizations. Table 3 presents marginal effects from our
estimation of Equation (1). Two-tailed p-values for the significance of the
marginal effects are calculated using standard errors robust to heteroscedas-
ticity and clustered at the firm level (in parentheses).

This estimation reveals that the probability of insider trading decreases
with firm size, the firm’s book-to-market ratio, volatile earnings streams,
and the presence of R&D activities, and increases with the presence of
stock-based compensation grants and option exercises. After controlling
for these firm-specific attributes, the probability of insider trading is de-
creasing in the magnitude of next year’s annual earnings innovation. This
negative relation is consistent with a manager wishing to avoid trading on
material information that they may have a duty to subsequently disclose
prior to the earnings announcement date. Interestingly, the presence of
contemporaneous or future special items does not influence the probability
of insider trading. The lack of a significant relation between insider trading
and special items suggests that managers are neither tempted nor deterred
from trading in advance of material, one-time earnings information and/or
that these charges are not predictable one-year in advance (e.g., these
charges are recorded in the period the economic events occur through
timely recognition practices, offering minimal opportunities for managers
to exploit their informational advantage).

V. THE IMPACT OF FUTURE EARNINGS NEWS ON THE INSIDER’S
DECISION TO PURCHASE OR SELL FIRM SECURITIES

Our primary research objective is to document the role of future earn-
ings information on the insider’s decision to trade or not trade in a given
direction. This section explores that issue.

A. Characteristics of Firm-Years with and without Insider Purchasing
and Selling Transactions

Table 4 presents descriptive evidence on firm-years with and without
insider trading, conditional on the dominant direction of trade. Panel A
presents evidence conditional on the presence of majority insider purchases,
or lack thereof. Panel B presents evidence conditional on the presence of
majority insider selling, or lack thereof.

In terms of firm characteristics, firm-years with net insider purchasing
activity are associated with smaller firms, firms with lower valuations and
fewer growth options (i.e., high book-to-market ratios), and firms with in-
siders who are not contemporaneously exercising stock options. By con-
trast, firm-years with dominant selling activity are associated with larger
firms, firms with higher valuations and larger growth options (i.e., low



2008] THE RELATION BETWEEN INSIDER TRADING AND FUTURE EARNINGS 423

book-to-market firms), and firms where insiders are contemporaneously
exercising stock options. In terms of earnings attributes, firm-years with
insider purchases have weaker ROA realizations in the year of trade, have
larger (average) earnings innovations in year t+1 and are less likely to re-
port a special item in year t+1 than firm-years without majority insider pur-
chases. In contrast, firm-years with majority insider selling have stronger
current earnings and weaker future (average) earnings innovations than
firm-years without majority selling activity. Finally, unlike insider pur-
chasing behavior, insider selling is actually stronger in the presence of both
contemporaneous and future special items.

B. The Impact of Future Earnings on Insider Purchasing, Selling and
Option Exercising Behavior

In order to isolate the primary drivers of insider buying and selling ac-
tivity and to control for correlated omitted variables, we examine the rela-
tion between these trading decisions and next year’s earnings changes in a
multivariate setting. We estimate the following three logistic models using
pooled cross-sectional data:

(2)  Prob(PURCHASE;=1) = logit(ap + BiAE;; + B;MARET,,; + Bslog(BM;,)
+ Belog(MVE,) + BsMARET;, + BsGRANT;, + B;EXERCISE;,
+ BgRESEARCHu + SP.LI)

3) Prob(SALES; =1) = logit(as + B|AE;,; + BMARET;,, + Bslog(BM;)
+ Bolog(MVE,) + BsMARET;, + BGRANT,, + B;EXERCISE,,
+ BsRESEARCH;, + £5;,)

(4)  Prob(EXERCISE;=1) = logit(sg + BiAE; . + B;MARET, ,, + Bslog(BM,,)
+ ﬁ410g(MVEi'() + BsMARETi,t + BGGRANTL‘ + &RESEARCHM + £ E,i,l)

All variables are as defined in Appendix 1. While our empirical analyses
have, to this point, focused on exclusively insider buying and insider selling
activities, for completeness we also examine the determinants of option
exercises. Over the time period of our study (1996-2004) option exercises
have become an increasingly important component of executive pay and
equity holdings, and we expect that private information about future earn-
ings realizations should also impact the timing insiders exercise their stock
options. Our estimations are presented in Table 5.

The first column of Table 5 presents coefficients from an estimation of
our insider purchases model (Equation (2)), the second column presents an
estimation of our insider sales model (Equation (3)), and the third column



424 JOURNAL OF LAW, ECONOMICS & POLICY [VoL. 4:2

presents an estimation of our option exercises model (Equation (4)). We
perform these logistic estimations using all available firm-year observations
and report marginal effects calculated at the means of the independent vari-
ables.”” Two-tailed p-values for the significance of the marginal effects are
calculated using standard errors robust to heteroscedasticity and clustered at
the firm level (in parentheses)."

First, focusing on insider purchase decisions, we find that the likeli-
hood of insiders purchasing shares is inversely related to the firm’s past
return performance, firm size, and the presence of R&D activities, and posi-
tively related to the firm’s book-to-market ratio. The probability of insider
buying is also lower if executives are concurrently exercising stock options,
consistent with the insider’s need to diversify their holdings. Interestingly,
insiders are more likely to purchase shares in the presence of concurrent
stock option granting activity. This positive relation between insider pur-
chases and option granting is contrary to our intuition that insiders receiv-
ing stock and option grants, at a minimum, would not want to increase the
idiosyncratic component of their wealth. Instead, this positive relation
could reflect many firms’ joint use of stock option grants and mandatory
stock purchase plans (see Core and Larker 2002)."* After controlling for
these firm-specific attributes, we document the expected positive relation
between the probability of an insider purchase and next year’s annual earn-
ings innovation.

Second, focusing on insider selling decisions, we find that the prob-
ability of insiders selling shares is positively associated with firm size, con-
temporaneous returns, and the presence of firms granting and insiders exer-
cising stock options, and inversely related to the firm’s book-to-market
ratio. After controlling for these firm-specific attributes, we document the
expected negative relation between the likelihood of insider selling and next
year’s earnings innovation.

Third, the final column presents our estimation of the determinants of
option exercising activity. Similar to the results for insider selling, the like-
lihood of an insider exercising options is stronger among large firms, low
book-to-market firms, among firms with R&D activities, and among firms
that are contemporaneously granting additional stock options. After con-
trolling for these firm attributes, we find a significant, negative, relation
between option exercises and next year’s earnings innovation. Together,
these three estimations indicate that insiders systematically choose to adjust

12 For simplicity, we will refer to the marginal effects reported in the tables as “coefficients.”

13 The variability of earnings (STDEARN) is omitted from these models for parsimony. Our tests
indicate that this variable is insignificant in a multivariate setting and its inclusion does not alter the sign
or magnitude of the remaining variables.

14 This positive relation could be reflective of the self-selection nature of observed compensation
schemes, where boards select stock-based compensation in advance of strong price performance.
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their holdings in their firm in a manner consistent with possessing private
information about changes in the firm’s future earnings performance.

C. Non-Linearity in the Relation between Insider Trading Decisions and
Future Earnings

Our primary prediction is that the relation between insider trading de-
cisions and next period’s earnings innovation is non-linear. To test for this
non-linearity, we add the square of next year’s earnings change into Equa-
tions (2), (3), and (4), conditional on the underlying sign of the earnings
change. Specifically, we estimate the following models:

(5) PI'Ob(PURCHASEu=1) = lOgit((l + BIAELlH + BZPOSLM*(AELM)z
+ BsNEG; 1 *(AEir11)’ + BMARET, ,, + Bslog(BM; ) + Belog(MVE,,)
+ B;MARET;, + BsGRANT;, + BsEXERCISE;, + §,oRESEARCH;; + &)

(6) Prob(SALES-u=l) = logit(a + BIAELHI + BZPOSLt+1*(AEL(+1)2
+ B3NEG; 1 *(AE;141)* + BaMARET, , + Bslog(BM;,) + Belog(MVE;,)
+ B;MARET;, + BsGRANT;, + B.EXERCISE;, + B,(RESEARCH;, + €,

) Prob(EXERCISE; =1) = logit(at + BAE; 1,; + BoPOS, 11 *(AE; 141)
+BsNEG, 1, MAE;(1)? + BaMARET,,, + Bslog(BM,) + Belog(MVE;)
+ &MARETL, + BsGRANT;, + B_RESEARCH;; + &;;)

where POS;;,; (NEG;,.1) is an indicator variable equal to 1 (-1) if AE;,,, is
greater than (less than or equal to) 0, O otherwise. If insiders are concerned
about the legal liability implications of trading in advance of a large earn-
ings innovation (i.e., buying or selling in advance of a large earnings in-
crease or decrease, respectively), then we expect the coefficient on the term
POSLH,*(AEiM)2 to be significantly negative in the purchase estimation,
while the coefficient on the term NEGLM*(AEL,H)2 should be significantly
positive in the sales estimation. In other words, the coefficients on these
particular squared terms should capture the attenuation (and subsequent
reversal) of the unconditional positive (negative) relation between the like-
lihood of insider purchasing (selling) and AE;,.,. Table 6 presents the re-
sults of these estimations.
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1. Non-linearity in the relation between purchase decisions and next
year’s earnings change

Consistent with the estimation of Equation (3), the insider’s decision
to purchase securities is positively associated with next period’s earnings
(i.e., marginal effect of AE;,, is 0.061, p-value = 0.003). After introducing
non-linearity into the estimated model, the coefficient of the first-order
earnings term increases marginally in magnitude. After controlling for this
first-order effect and other relevant determinants, the coefficient on term
POSi,H]”‘(AEi,P,l)2 (positive earnings innovation) is significantly negative at
the 10% level. This suggests that the incentive to purchase diminishes as
the expected litigation-related costs of trading on this information increases.
On the other end of the earnings spectrum, we find no incremental impact
of an extreme negative innovation on the likelihood of purchasing securi-
ties.

Interpreting the coefficients shows that as earnings innovations get
larger, the marginal effect is a diminishing positive slope on the purchase
earnings relation. But more significantly, it also shows that there exists a
point where marginally larger positive earnings innovations have a negative
relation to the probability of insider purchasing. Based on our sample’s
characteristics, we estimate the inflection point around AE;,; = 1.610.
Economically, such a realization is in the extreme 1% upper tail of the dis-
tribution of earnings innovations in our sample. Thus, while purchasing
becomes less positively related to future earnings news as the news be-
comes extreme, only in the far positive tail of the earnings distribution do
we see purchasing activity ceasing ahead of good news.

2. Non-linearity in the relation between selling decisions and next
year’s earnings change

In terms of insider selling behavior, our estimations find the first-order
AE; ., term to have a significant negative coefficient of -0.175 (p-value =
0.000). This is consistent with a general negative relation between the
probability of insider selling and future earnings news. In addition, we find
that insiders are incrementally less likely to sell securities in advance of
large earnings increases (coefficient on POS*(AEi,,+1)2 = 0.090, p-value =
0.001), consistent with insiders deferring consumption in order to capture
the expected gains from this information. In contrast, insiders are signifi-
cantly less likely to sell securities in advance of large negative earnings
innovations, as captured by the coefficient on the squared term
NEG*(AELM)Z. This negative coefficient is consistent with our prediction
that the incentive to sell decreases as the expected litigation-related costs of
trading on this negative earnings news increases, with the estimated point of
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inflection for insider selling in advance of negative earnings news at AE;,,,
=-0.483.

Similar inferences can be drawn from the relation between option ex-
ercises and future earnings news. As expected, option exercises have a
strong, negative relation with future earnings innovations. This negative
relation is attenuated in the presence of extreme positive or negative earn-
ings innovations (coefficient on POS*(AELH])2 = 0.070, p-value = 0.014;
coefficient on NEG"‘(AEL,H)2 = 0.547, p-value = 0.000). These coefficients
suggest that insiders have an incentive to curtail option exercises ahead of
extreme negative news: the point at which option exercises cease ahead of
negative news is -0.431.

Together, the evidence supports the notion that in advance of bad
news, insiders appear to curtail trades to avoid the appearance of impropri-
ety. Consistent with this behavior is that the non-linear relation between
insider sales and option exercises and future earnings innovations “kicks in”
more quickly than the non-linear relation between insider purchases and
future earnings innovations.

D. Non-Linear Relations between Insider Trading and Future Earnings
Information Conditional on Firm Size

To better understand the preceding results, we examine whether the
observed non-linearity between insider trading decisions and future earn-
ings varies across size partitions. We annually assign firms to a size trecile
(i.e., large, medium and small firms) based on the rank of their market capi-
talization in that year. Table 7 presents the results from the estimation of
Equations (5), (6), and (7) conditional on firm size.

These estimations reveal three findings. First, focusing on insider pur-
chase decisions, the effects of legal liability are similar among large and
small firms. Although the magnitude of the coefficient on POS*AE; ., is
substantially more negative for large firms than for small firms, the main
effect of the future earnings innovation is also larger for large firms than for
small firms; as such, the inflection point at which no trading occurs is
roughly similar between the two groups of firms (AE;,., = 1.1 for large
firms, versus AE;,,, = 1.00 for small firms). Second, focusing on insider
selling decisions, the effect of legal liability is similar across large and
small firms, although the implied inflection point is marginally lower for
large firms relative to small firms. Third, focusing on option exercise deci-
sions, the effect of legal liability is greatest for small firms, with the implied
inflection point lower for small firms than for medium-sized firms; in con-
trast, there is no significant non-linearity in the relation between future
earnings innovations and option exercises among large firms.
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E. Role of Future Non-Recurring, or Special, Items on the Decision to
Trade

An alternative dimension of next year’s earnings innovation is the
presence of special or one-time charges. In our sample, the mean special
item charge (scaled by beginning assets) in year t+1 is -0.019; ceteris pari-
bus, these bad news items should create an incentive to sell shares in ad-
vance of these realizations. However, to the extent that these observable,
one-time events attract greater regulatory or investor scrutiny, heightened
legal liability concerns should inhibit insider selling. To test for the impact
of a special item in the next fiscal year on current insider-trading behavior,
we estimate the following models:

(8) Prob(PURCHASE; =1) = logit(a.+ B,AE;,; + B,SPECIAL; ., +BsPOS; 1,1 *(AE; 1)
+ BNEG; 141 *(AE; 1) + BsMARET; 1, + Belog(BM;) + B;log(MVE;,)
+ BsMARET;, + BoGRANT;, + B;(EXERCISE;, + B;,RESEARCH;, + ¢;,)

&)] Prob(SALES; =1) = logit(c + B,AE;,; + B,SPECIAL,,; + B;sPOS; 41 *(AE;, 1)
+ B4NEGi,t+1*(AELt+1)2 + BsMARET;,,; + Bslog(BM,) + B;log(MVE;)
+ BsMARET,, + BoGRANT;, + B;(EXERCISE;, + B,,RESEARCH;, + &;,)

(10)  Prob(EXERCISE; =1) = logit(a + B;AE;,; + B,SPECIAL;,,, +B3POS; 1. *(AE 1)
+ BNEG; 141 *(AE;11)* + BsMARET; 1, + Bglog(BM;,) + B;log(MVE;,)
+ BsMARET,, + ByGRANT;, + B;0RESEARCH;, + &)

All variables are defined in Appendix 1. Table 8 presents the results of
these estimations. Consistent with the preceding arguments, SPECIAL;,;
displays an inverse relation with both SALES;, and EXERCISE;,, although
the relation is substantially stronger for option exercises. These estimations
also show that the observed relations between insider trading behavior and
next year’s earnings change are robust to the inclusion of special items in
our models.

VI. ROBUSTNESS OF EMPIRICAL RESUL_TS
A. Classification of Insider Trading Behavior

In our current research design, the nature and direction of insider trad-
ing behavior is defined on the basis of the presence of net (i.e., majority)
purchase or sale transactions. As currently defined, the indicator variable
PURCH;; (SALES;,) equals O if insiders either (1) did not engage in any
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open-market transactions designed to increase or decrease their holdings or
(2) engaged in purchasing behavior to a lesser or greater extent than selling
behavior. A potential limitation to this approach is that it treats minority
purchase and sales behavior as equivalent to not purchasing or selling at all.
Because it is common to have liquidity selling at the same time as informa-
tion-based purchasing within a given firm, we may be throwing out some
information related to informed-purchasing behavior.

To control for this potential imprecision in measurement, we conduct
robustness tests where insider trading is defined on the basis of whether any
buying or selling occurs. Thus, firm-year observations where any selling
occurs would be treated as a sales observation; similarly, firm-years with
any purchasing activity would be treated as a purchase observation. Esti-
mations (not presented) using these trading definitions yield results and
inferences generally consistent with those reported and tabulated using the
complete sample."

B. Insider Trading and Earnings Persistence

Prior research shows that more persistent earnings innovations lead to
greater changes in equity prices (Kormendi and Lipe 1987). Because ex-
treme earnings innovations tend to be less persistent than smaller earnings
innovations, the value implications of an extreme, yet transitory, earnings
innovation will not be as large as a smaller, yet persistent, earnings change.
To the extent that insiders are aware of the persistence of next year’s earn-
ings innovation when making their trading decision, the non-linear relation
we document in this paper could be driven by differences in earnings per-
sistence across future earnings realizations.

An insider’s decision to trade on the basis of future earnings informa-
tion will ultimately be determined by the expected return to trading on this
private information. Earnings persistence is relevant to insiders because
more persistent earnings changes will lead to a greater change in firm value
than a transitory shock. As such, an insider contemplating purchasing or
selling ahead of an increase or decrease in earnings should give greater
weight to earnings changes that reflect persistent, long-term changes in firm
performance than short-term, transitory earnings changes.

15 The major difference is that the estimations of the determinants of insider purchases fail to
document a non-linear relation between positive earnings innovations and the presence of insider pur-
chasing: while the coefficient on POS;,.*(AE; 1)’ is negative, it is not significantly different from zero.
For insider sale estimations, the non-linear relation documented in Table 6 is still found; however, the
magnitude of the coefficients on the earnings measures is smaller than those reported in Table 6. This
suggests that when insider selling is less than concurrent insider purchasing it is more likely to be liquid-
ity based.
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To test this idea, we re-estimate the logistic models in Table 6 after
separating the sample into firm-years with persistent and non-persistent
earnings innovations. Our definition of a persistent earnings innovation is
as follows: if the sign of the one-year ahead earnings innovations (AE;,,;)
equals the sign of the two-year ahead earnings innovation (AE;,,,) then the
one-year ahead earnings innovation is “persistent.” In other words, if an
increase in earnings is followed by another increase in earnings (or a de-
crease in earnings is followed by another decrease in earnings) then next
year’s earnings are classified as “persistent.” Otherwise, the one-year
ahead earning innovation is deemed to be transitory and classified as “not
persistent.”

These tests require data on two-years-ahead earnings changes, result-
ing in the loss of all observations from fiscal year 2004 as well as those
other firm-years lacking two-year-ahead data. Our sample for these tests
consists of 34,527 firm-years, split between 24,821 “persistent” and 9,706
“not persistent” observations. Table 9 presents coefficients from our logis-
tic estimations using these two samples.

The upper half of Table 9 presents select coefficients from estimations
of our insider purchase, insider sale, and option exercise models when next
year’s earnings innovations are classified as persistent. As expected, the
relations between one-year ahead earnings innovations and the insider trad-
ing decisions are stronger for this sub-sample than for the overall sample.
In other words, insiders place a greater weight on next year’s earnings in-
novation when this information is likely to have a larger impact on equity
prices. However, even when this earnings change is persistent, there con-
tinues to exist a non-linearity in the purchasing-earnings relation, where
extreme positive earnings innovations are weighted negatively. Similarly,
insider sales and option exercises display a negative relation with next
year’s earnings, yet this negative relation weakens among extreme innova-
tions.

In contrast, the lower half of Table 9 documents these relations when
next year’s earnings innovations are classified as “not persistent.” In this
setting, there are neither linear nor non-linear relations between insider
trading decisions and next year’s earnings innovations. Together, these
panels suggest that not only are insiders able to forecast future changes in
firm performance, but they accurately assess the persistence of these earn-
ings changes and trade only on those earnings innovations that will have the
largest impact on firm value. Finally, after controlling for the differential
persistence of each earnings innovation, insiders continue to avoid trading
on the most extreme innovations, consistent with the presence of expected
legal liability, political and reputation costs shaping their trading decisions.
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C. Additional Robustness Analyses

We verify the robustness of our results using a variety of additional
specifications. First, we replicate our results using an earnings change vari-
able that is closer to change in return-on-assets variable. The new variable
is equal to the difference between next year’s earnings, scaled by next
year’s ending assets, and the current year’s earnings, scaled by the current
year’s ending assets. All of our results are robust to using this new earnings
change variable. Second, we use conditional logit to estimate our main
regressions while including firm fixed effects. Results with this estimation
are generally similar to those reported although the significance of future
earnings changes weakens for regressions where EXERCISE is the depend-
ent variable. Third, we use Ordinary Least Squares (OLS) regressions to
estimate our models, i.e., we estimate a linear probability model rather than
a logit model. The relations between insider trading and future earnings
news and the non-linearity in these relations are all found when estimating
the linear probability model. Fourth, we replace our indicator variables for
the presence of insider trading with the log of shares traded, scaled by
shares outstanding. We then use OLS to estimate the relation between
these measures and future earnings changes. Again, the relations between
insider trading and future earnings news and the non-linearity in these rela-
tions are all found when using trading volume as the dependent variable.
Fifth, we re-run the OLS models (with either the indicator variable meas-
ures of insider trading or the shares traded measures of insider trading, as
the dependent variables) including firm fixed effects. Results again are
similar to those reported.

Finally, our measure of next year’s earnings innovation could be cap-
turing a shift in corporate activities, not earnings changes per se. Specifi-
cally, firms may engage in investment or divestiture-related activities that
substantially change the composition of their operating assets between the
end of year ¢ and the end of year #+1, resulting in a change to both the level
and likely persistence of the firm’s earnings stream. For robustness, we
have undertaken all of our empirical work after restricting the sample to
firms whose assets change from year ¢ to year +1 by no more than 30% in
either direction; this restriction reduces our sample size by 10,287 observa-
tions (21.4%). Results with this sample are similar to those reported, with
the economic magnitudes of the non-linearities we document in the earn-
ings-trading relation stronger for this sample than for the overall sample
(results untabulated).

VII. CONCLUSION

Existing research on insider trading currently presents a fragmented set
of (potentially) conflicting results. By documenting that there exist regions
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of trading and no-trading with respect to future earnings innovations, this
paper provides a framework for understanding the diverse set of results in
the literature.

In this paper, we provide evidence that the relations between insider
trading decisions and next year’s earnings are not strictly linear. In terms of
insider purchases, we find that insider buying is positively related to next
year’s earnings innovation. In the case of extreme good news, we find that
the relation between buying and earnings is attenuated the larger the posi-
tive innovation, consistent with increasing costs to trading. We conclude
that insiders do purchase on future earnings news; however, there exists a
region beyond which insiders will not buy regardless of the potential stock
appreciation gains.

In terms of insider selling, our results support the idea that majority in-
sider sales are associated with future earnings news. However, in advance
of bad news, insiders appear to curtail liquidity trading to avoid the appear-
ance of impropriety. Insider option exercises also exhibit relations with
future earnings news similar to those observed for insider selling.

We conclude that the observed variation in these purchase, sale, and
option exercise decisions are consistent with the expected existence of
heightened legal liability, political and/or reputation-related costs around
extreme earnings changes. Our coefficient estimations suggest that the
aversion to trading as a result of legal liability concerns appears to be
stronger for insider selling than buying. In addition, we find that not only
are insiders able to forecast earnings innovations, they are able to assess the
persistence of these innovations, trading only on the innovations that are
persistent, and will thus lead to the greatest changes in firm value. The
persistence of earnings however, does not drive the non-linear relation be-
tween trading decisions and earnings innovations; after controlling for dif-
ferential levels of earnings persistence, trading decisions exhibit concave
relations with future earnings news.
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APPENDIX 1

Variable Definitions

Variable Definition”

An indicator variable equal to 1 if any insider of firm  bought shares during fiscal year ¢ and total
PURCHASE;, | = | insider purchases exceed total insider sales, 0 otherwise. Insider trade data is gathered through
Thomson Financial First Call Insiders Data.

An indicator variable equal to 1 if any insider of firm i sold shares during fiscal year ¢ and total

SALES = | insider sales exceed total insider purchases, 0 otherwise.
_ | Anindicator variable equal to 1 if any insider of firm i bought or sold shares during fiscal year +, 0
TRADE;, = otherwise.
EXERCISE;, = { An indicator variable equal to 1 if any insider of firm i exercised options during year ¢.
MVE, = | Market value of equity measured at the end of fiscal year 1.
BM, __ | Book-to-market ratio, measured as the fim's book value of sharcholders’ equity (Comp item
\ =

#60) at the end of year ¢, scaled by MVE.

Future first-difference in net income before extreordinary items, i.c., net income before extraordi-
AEw = | nary items for year ++1 (Compustat item #18) less net income before extraordinary items for year #,
scaled by average total assets (Compustat itcm #6).

Future twet th market-adjusted return, d as the firm’s twel th
MARETw = | retumn during fiscal year #+1 less the comresponding twelve-month return on the value-weighted
market index.

Contemporaneous twelve-month market-adjusted return, measured as the firm's twelve-month
MARET, = | cumulative return during fiscal year ¢ less the corresponding twelve-month return on the value-
weighted market index.

Net income before extraordinary items for fiscal year ¢, scaled by the average of beginning and

ROA, = | ending total assets of year 1.
STDEARN; = | Standard deviation of firm i's annual change in earnings, AF;,, between fiscal years 1996 and 2004.
| Value of special items reported by the firm in fiscal year #, scaled by total assets at the beginning
SPECITEM: | = | St sear
SPECIAL: = | An indicator variable equal to | if SPECITEM, is not equal to 0, 0 otherwise.
GRANT, — | Anindicator variable equal to 1 if the firm granted shares of restricted stock or stock options to the
t firm’s executives and directors during fiscal year ¢, 0 otherwise.
_ | Anindicator variable equal to 1 if the firm reported a h and develop Xp
RESEARCH, ~ | during fiscal year 1, 0 otherwise.
* All return and price data are gathered through CRSP. All fi ial based infc ion is gathered through Comp

All data on insider trades, option grants and option exercise activity is gathered through Thomson Fmancxal
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Descriptive Statistics
PANEL A
Insider trading behavior (fiscal years 1996-2004; n=48,072)

Classification | No Trading | Only Purchases | Purchases > Sales | Purchases < Sales | Only Sales
# of observations 12,922 8,280 4,479 11,712 10,679
% of sample 26.88% 17.22% 9.32% 24.36% 22.21%

Table 1 (Panel A)

Descriptive Statistics

PANELB
Firm-level characteristics

Variable Mean Std. Dev. | Sth Pctl. | 25th Pctl. | Median | 75th Pctl. | 95th Pctl.
PURCHASE;, 0.265 0.442 0.000 0.000 0.000 1.000 1.000
SALES;; 0.466 0.499 0.000 0.000 0.000 1.000 1.000
TRADE;, 0.731 0.443 0.000 0.000 1.000 1.000 1.000
EXERCISE;, 0.481 0.500 0.000 0.000 0.000 1.000 1.000
MVE;, 2,877.68 | 12,488.68 8.685 47.855 207.423 983.67 10,677.12
log(MVE;,) 5.464 2.159 2.094 3.906 5.349 6914 9.222
BMi, 0.712 0.887 0.109 0318 0.545 0.857 1.792
log(1+ BM;y) 0.476 0.302 0.100 0.267 0.426 0.615 1.029
ROA;, -0.018 0.274 -0.408 -0.012 0.020 0.061 0.154
AE; 0.007 0.168 -0.200 -0.018 0.003 0.030 0.206
MARET;, 0.101 0.929 -0.734 -0.320 -0.029 0.280 1.248
MARET;1 0.079 0.879 -0.734 -0.317 -0.033 0.264 1.147
ISPECITEM;, 0.029 0.226 0.000 0.000 0.000 0.014 0.127
ISPECITEM; | 0.029 0.224 0.000 0.000 0.0003 0.015 0.133
SPECIAL;, 0.487 0.500 0.000 0.000 0.000 1.000 1.000
SPECIALi+ 0.520 0.500 0.000 0.000 1.000 1.000 1.000
GRANT;, 0.644 0.479 0.000 0.000 1.000 1.000 1.000
RESEARCH;, 0417 0.493 0.000 0.000 0.000 1.000 1.000

Table 1 (Panel B)
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This table presents descriptive statistics for firm-years with and without
insider trading activity. A firm-year is classified as having insider trading
if any insider (i.e., executive or director) in firm i bought or sold shares
on the open market in fiscal year t.

Comparison of Firm-Years with and without Insider Trading Activity
Insider Trading No Insider Trading Difference
(TRADE;~=1) (TRADE; ~0) (Trading - No Trading)
Variable Mean Median Mean Median Mean Median
MVE;; 2,666.64 239.72 3,451.77 123.65 785.13* 116.07*
BM;. 0.653 0.504 0.833 0.619 -0.179 -0.115*
ROA;; -0.019 0.023 -0.025 0.014 -0.006 0.009*
MARET;; 0.119 -0.027 0.094 -0.059 0.025¢ 0.032*
IMARET;| 0.505 0.332 0.512 0.338 0.006 -0.006
AE;p 0.008 0.003 0.008 0.002 0.000 0.001*
|AE; | 0.080 0.027 0.098 0.035 -0.018* -0.008*
MARET;m 0.093 -0.039 0.129 -0.038 -0.036 -0.001
IMARET; | 0.484 0.324 0.528 0.343 -0.043* -0.019*
SPECIAL;, 0.490 0.000 0478 0.000 0.012% 0.000°
ISPECITEM;{ 0.029 0.000 0.030 0.000 -0.002 0.000°
SPECIAL;s+ 0.525 1.000 0.507 1.000 0.018* 0.000
ISPECITEM; | 0.028 0.0003 0.031 0.000 -0.003 0.0033*
STDEARN; 0.263 0.057 1.104 0.079 -0.841* -0.022*
GRANT;, 0.782 1.000 0.266 0.000 0.517* 1.000*
EXERCISE;; 0.623 1.000 0.097 0.000 0.526* 1.000*
RESEARCH;, 0.419 0.000 0.412 0.000 0.007 0.000
# of observations 35,150 12,922
* Difference in mean (median) characteristic b trade and no-trade firm-years is significant at the 1%, 5%, and 10% level,
respectively, using a two-sample, two-tailed r-test of means (signed ranked wilcoxon test).

Table 2
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This table presents coefficients from a pooled cross-sectional
estimation of the following model:

(1) Prob(TRADE; =1) = logit(a + Bi|AE; 1| + B;SPECIAL; .1 + Bslog(BM;,) + Bslog(MVE; )
+ BsROA;, + BsSPECIAL;, + B;[MARET;,| +BsSTDEARN,; + ByGRANT:;, + B1oEXERCISE;,
+ B]]RESEARCHL. + Si,l)

where TRADE,, is an indicator variable equal to 1 if any insider of firm i bought
or sold shares during fiscal year t, 0 otherwise. All independent variables are as
defined in Appendix 1. Logit marginal effects with standard errors robust to
heteroscedasticity and correlation across same-firm observations.
Two-tailed p-values are presented in parentheses. n=48,072.

Characteristics of Firm-Years with and without
Insider Trading: Multivariate Evidence
Variable Prob(TRADE;=1)
Intercept -0.305 (0.012)
log(BM)) -0.009 (0.003)
log(MVE,) -0.012 (0.000)
ROA, 0.006 (0.437)
[MARET,| -0.001 (0.447)
SPECIAL, -0.002 (0.573)
|AE; 1} -0.099 (0.000)
SPECIALw -0.006 (0.161)
STDEARN; -0.001 (0.097)
GRANT, 0.307 (0.000)
EXERCISE, 0331 (0.000)
RESEARCH: -0.047 (0.000)
Year Fixed Effects Yes
Percent Correct 82.71%
Pseudo-R-Squared 31.29%
Wald ¢ 5,097.04

Table 3
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This table presents descriptive statistics for firm-years with and without
insider trading activity. Panel A present statistics conditional on the presence of
net insider purchasing activity; Panel B presents statistics conditional on the pres-
ence of net insider selling activity. A firm-year is classified as having majority
purchasing activity if any insider (i.e., executive or director) in firm i bought shares
on the open market in fiscal year t and total shares purchased by insiders is greater
than or equal to total shares sold by insiders. A firm-year is classified as having
majority selling activity if any insider (i.e., executive or director) in firm i sold
shares on the open market in fiscal year t and total shares sold by insiders is
greater than total shares purchased by insiders.

Descriptive Statistics of Firm-Years with and without
Majority Insider Purchase and Sale Transactions
PANEL A
Firm-year characteristics conditional on the presence of majority insider purchases
Majority Purchase Minority or No Pur- Difference
Transactions chase Transactions

(PURCHASE;~1) (PURCHASE; ~0) (Purchase - No Purchase)
Variable Mean Median Mean Median Mean Median
MVE;, 709.99 82.26 3,661.01 306.32 2,951.02* | -224.06*
BM;, 0.875 0.668 0.639 0485 0.236° 0.183*
ROA;; -0.059 0.011 -0.007 0.028 -0.053* -0.017¢
MARET;, 0.007 -0.131 0.150 -0.005 -0.144* -0.126*
|SPECITEM; 0.029 0.000 0.029 0.000 0.000 0.000*
SPECIAL;; 0.474 0.000 0.491 0.000 0.017* 0.000*
AE;in 0.016 0.002 0.005 0.003 0.011* -0.001*
ISPECITEM; i 0.026 0.000 0.029 0.0005 -0.003¢ 0.0005*
SPECIAL; 0.485 0.000 0.533 1.000 -0.048* -1.000*
GRANT;, 0.722 1.000 0.615 1.000 0.107* 0.000
EXERCISE;, 0.356 0.000 0.527 1.000 -0.171* -1.000*
RESEARCH;, 0.364 0.000 0.436 0.000 -0.072* 0.000*
# of observations 12,759 35,313
“4 Difference in mean (median) characteristic between trade and no-trade firm-years is significant at the 1%, 5%, and 10% level,

respectively, using a two-sample, two-tailed r-test of means (signed ranked wilcoxon test).

Table 4 (Panel A)
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This table presents descriptive statistics for firm-years with and without
insider trading activity. Panel A present statistics conditional on the presence of
net insider purchasing activity; Panel B presents statistics conditional on the pres-
ence of net insider selling activity. A firm-year is classified as having majority
purchasing activity if any insider (i.e., executive or director) in firm i bought shares
on the open market in fiscal year t and total shares purchased by insiders is greater
than or equal to total shares sold by insiders. A firm-year is classified as having
majority selling activity if any insider (i.e., executive or director) in firm i sold
shares on the open market in fiscal year t and total shares sold by insiders is
greater than total shares purchased by insiders.

Descriptive Statistics of Firm-Years with and without
Majority Insider Purchase and Sale Transactions
PANEL B
Firm-year characteristics conditional on the presence of majority insider selling
Majority Sales Minority or No Sales Difference
Transactions Transactions
(SALES;=~1) (SALES;=0) (Sales - No Sales)

Variable Mean Median Mean Median Mean Median
MVE;, 3,781.77 436.23 2,089.47 96.84 1,692.29* 339.39*
BM, 0.527 0.435 0.854 0.645 -0.327¢ -0.210
ROA;; 0.004 0.036 -0.042 0.012 0.046* 0.024*
MARET;, 0.183 0.025 0.050 -0.092 0.133° 0.117*
|SPECITEM; | 0.028 0.000 0.029 0.000 0.001 0.000*
SPECIAL;, 0.499 0.000 0.476 0.000 0.023+ 0.000*
AE; 0.004 0.003 0.012 0.002 -0.008* 0.001*
{SPECITEM i 0.029 0.001 0.029 0.000 0.000 0.001*
SPECIAL; 4 0.548 1.000 0.496 0.000 0.052* 1.000*
GRANT;, 0.817 1.000 0.492 0.000 0.324° 1.000*
EXERCISE;, 0.774 1.000 0.225 0.000 0.549* 1.000*
RESEARCH;, 0.450 0.000 0.388 0.000 0.062* 0.000
# of observations 22,391 25,681

% Difference in mean (median) characteristic b trade and no-trade firm-years is significant at the 1%, $%, and 10% level,

respectively, using a two-sample, two-tailed s-test of means (signed ranked wilcoxon test).

Table 4 (Panel B)
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This table presents coefficients from pooled cross-sectional
estimations of the following models:
€) Prob(PURCHASE; =1) = logit(ap + BiAE;u1 + B2MARET; ., + Bslog(BM,,) + Blog(MVE;)
+ BsMARET;, + BsGRANT;, + B:EXERCISE;, + BsRESEARCH;; + €p;,)
3) Prob(SALES; =1) = logit(as + BiAE; . + B2MARET; .1 + Bslog(BM;,) + Blog(MVE;,)
+ BsMARET;, + BsGRANT;, + B;EXERCISE;, + BsRESEARCH;, + €5,
@ Prob(EXERCISE; =1) = logit(ag + B1AE;,; + p2MARET;,,; + Pslog(BM; ) + Bdog(MVE;)

+ BsMARET;, + BsGRANT;, + B;RESEARCH;; + €&;,)

All variables are as defined in Appendix 1. Logit marginal effects with standard
errors robust to heteroscedasticity and correlation across within-firm observations.
Two-tailed p-values are presented in parentheses. n=48,072.

The Impact of Future Earnings on Insider Decisions

to Engage in Open Market Purchase and Sell Transactions
Variable Prob(PURCHASE; =1) Prob(SALES;=1) Prob(EXERCISE; 1)
Intercept -0.421 (0.000) -2.384 (0.000) -2.714 (0.000)
AEw, 0.042 (0.000) -0.042 (0.008) -0.074 (0.000)
MARETw 0.007 (0.001) -0.025 (0.000) -0.006 (0.019)
log(BM,) 0.028 (0.000) -0.053 (0.000) -0.060 (0.000)
log(MVE) 0.042 (0.000) 0.035 (0.000) 0.070 (0.000)
MARET, -0.010 (0.000) 0.011 (0.020) 0.001 (0.796)
GRANT, 0.172 (0.000) 0.199 (0.000) 0.435 (0.000)
EXERCISE, -0.116 (0.000) 0.464 (0.000) —
RESEARCH, -0.053 (0.000) -0.009 (0.281) 0.033 (0.000)
Year Fixed Effects Yes Yes Yes
Percent Correct 74.72% 77.64% 73.50%
Pseudo-R-Squared 10.57% 27.24% 20.66%
Wald ¢ 3,318.24 7,706.78 4,355.99

Table 5
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This table presents coefficients from pooled cross-sectional
estimations of the following models:

(&) Prob(PURCHASE;,=1) = logit(a+ B1AE;;.; + BZPOSi,M"(AEi,M)2 + BJNEGLM"K(AELM)2
+ BsMARET;,; + Bslog(BM;,) + Bslog(MVEy,) + BMARET.. + BsGRANT;,
+ BeEXERCISE;, + $i1o0RESEARCH;, +¢;,)

(6) PIOb(SALESi.Fl) = logit(u+ BIAEiJM + BZPOSi.M*(AELM)z + BSNEGLM*(AELM)Z
+ BsMMARET;,,, + Bslog(BM,,) + Belog(MVE;,) + B;MARET;, + BsGRANT;,
+ BEXERCISE;, + B1cRESEARCH;; +&;,)

)] Prob(EXERCISE; =1) = logit(e+ P1AE; 1 + BrPOS; 1 *(AEi i)’ + BINEGi 1 *(AE;
+ BsMARET,,,, + Bslog(BM,,) + Belog(MVE;,) + B;MARET;, + BsGRANT;,
+ PRESEARCH,, +,)

All variables are as defined in Appendix 1. Logit marginal effects with standard
errors robust to heteroscedasticity and correlation across within-firm observations.
Two-tailed p-values are presented in parentheses. n=48,072.

Non-linear Estimation of Relation between

Future Earnings and Insider Trading Decisions
Variable Prob(PURCHASE; ~1) Prob(SALES;=1) Prob(EXERCISE; =1)
Intercept -0.415 (0.000) -2.360 (0.000) -2.673 (0.000)
AEw 0.061 (0.003) -0.175 (0.000) -0.236 (0.000)
POS*(AEm) 0.038 (0.058) 0.090 (0.001) 0.070 (0.014)
NEG*(AE.,)? 0.023 (0.779) 0.362 (0.000) 0.547 (0.000)
MARET,, 0.006 (0.001) -0.022 (0.000) -0.004 (0.150)
log(BM,) 0.028 (0.000) -0.057 (0.000) -0.067 (0.000)
log(MVE,) -0.042 (0.000) 0.034 (0.000) 0.067 (0.000)
MARET, -0.010 (0.000) 0.012 (0.009) 0.002 (0.400)
GRANT, 0.172 (0.000) 0.200 (0.000) 0.436 (0.000)
EXERCISE, -0.117 (0.000) 0.463 (0.000) —
RESEARCH, -0.052 (0.000) -0.007 (0.418) 0.037 (0.000)
Year Fixed Effects Yes Yes Yes
Percent Correct 74.74% 77.62% 73.68%
Pseudo-R-Squared 10.58% 27.30% 20.82%
Wald ¢ 3,324.48 7,706.46 4,456.00

Table 6
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This table presents coefficients from pooled cross-sectional estimations of the fol-
lowing models, partitioned on the basis of the firm’s market capitalization (MVE;,):

(5) Prob(PURCHASE; =1) = logit(a+ 1A + BPOS; 1 *(AE;.1)” + BNEG; o *(AE; 1)
+ BMARET; .| + Pslog(BM.,) + Pslog(MVE;,) + BMARET;, + BsGRANT;,
+ BsEXERCISE;, + B, oRESEARCH,, +&;)

6) Prob(SALES; =1) = logit(o+ B1AE; 1 + B2POS: 11 ¥(AEi 1) + BsNEG 1.1 *(AE; 11)
+ B4MARETL"1 + leog(BM-u) + B(,log(MVE,.) + &MARETH + BsGRANTiJ
+ BoEXERCISE;, + B1oRESEARCH;, +&;)

@) Prob(EXERCISE; =1) = logit(a+ PiAE; 1 + BPOSi 1 *(AEis)* + BsNEG, 11 *(AE; 1)
+ PsaMARET; . + Pslog(BMi,) + Pslog(MVE;,) + BMARET;, + fsGRANT;,
+ BsRESEARCH,;, +¢;,)

All variables are as defined in Appendix 1. Logit marginal effects with standard
errors robust to heteroscedasticity and correlation across within-firm observations.
Two-tailed p-values are presented in parentheses. n=48,072.

Non-linear Estimation of Relation between Future Earnings and
Insider Trading Decisions Conditional on Firm’s Market Capitalization

Prob(PURCHASE, =1)

Variable AE.; POS*(AEw+1)? NEG*(AEw) n
Predicted + - +

Small Firms 0.065 (0.062) -0.066 (0.051) 0.135 (0.083) 17765
Medium Firms 0.070 (0.073) 0.006 (0.869) -0.036 (0.594) 17774
Large Firms 0.094 (0.018) -0.087 (0.030) -0.175 (0.024) 17774

Prob(SALES;=1)

Variable AEw POS*(AE...) NEG*(AE) n
Predicted - - +

Small Firms -0.088 (0.006) 0.082 (0.006) 0.145 (0.043) 17765
Medium Firms -0.173 (0.002) 0.036 (0.435) 0.411 (0.001) 17774
Large Firms -0.145 (0.078) 0.138 (0.030) 0.262 (0.094) 17774

Prob(EXERCISE; =1)

Variable AEw, POS*(AE.) NEG*(AEw)* n
Predicted - - +

Small Firms -0.107 (0.001) 0.050 (0.108) 0.327 (0.000) 17765
Medium Firms -0.230 (0.000) 0.044 (0.359) 0.521 (0.000) 17774
Large Firms -0.199 (0.010) 0.087 (0.178) 0.204 (0.293) 17774

Table 7



2008] THE RELATION BETWEEN INSIDER TRADING AND FUTURE EARNINGS 445

This table presents coefficients from pooled estimations of the following models:

8) Prob(PURCHASE; =1) = logit(a + B1AE; .1 + B.SPECIAL; .1 + B3POS;,1 *(AE;11)°
+ BANEGLM*(AELM)Z + BSMARETLM + leog(BMi_;) + ﬁ;log(MVEu) + BBMARETL[
+ BgGRANTiJ + BmEXERCISEi_l + B”RESEARCHU + &J)

©) Prob(SALES; =1) = logit(a + B1AE; + B:SPECIAL; .1 + PsPOS 1 *(AE;)?

+ BNEG; 1 HAE; 1) + BsMARET, .1 + Bslog(BM;y) + Brlog(MVE;,) + BMARET;,
+ BoGRANT;, + Bi1cEXERCISE;, + B,,RESEARCH;, + &)

(10) Prob(EXERCISE; =1) = logit(a + P1AE: 1 + B:SPECIAL; 141 +PsPOS: e H(AE;101)?
+ BNEG; i1 *(AE; 1) + BsMARET; 1) + Bslog(BMi,) + Prlog(MVE;,) + BMARET;,
+ PsGRANT;, + Bi1oRESEARCH, + £,)

All variables are as defined in Appendix 1. Logit marginal effects with standard
errors robust to heteroscedasticity and correlation across within-firm observations.
Two-tailed p-values are presented in parentheses. n=48,072.

Impact of Future Special Items on Insider Trading Decisions
Variable Prob(PURCHASE; =1) Prob(SALES;=1) Prob(EXERCISE; =1)
Intercept -0.409 (0.000) -2.351 (0.000) -2.636 (0.000)
AEw, 0.060 (0.005) -0.177 (0.000) -0.250 (0.000)
SPECIAL; -0.004 (0.395) -0.010 (0.117) -0.044 (0.000)
POS*(AE...)? -0.036 (0.068) 0.094 (0.001) 0.085 (0.003)
NEG*(AE..)* 0.022 (0.630) 0.359 (0.001) 0.535 (0.000)
MARET, 0.006 (0.001) -0.023 (0.000) -0.005 (0.077)
log(BM.) 0.029 (0.000) -0.057 (0.000) -0.064 (0.000)
log(MVE,) -0.042 (0.000) 0.034 (0.000) 0.070 (0.000)
MARET, -0.010 (0.000) 0.012 (0.010) 0.001 (0.558)
GRANT, 0.172 (0.000) 0.200 (0.000) 0.438 (0.000)
EXERCISE, -0.117 (0.000) 0.463 (0.000) —
RESEARCH, -0.052 (0.000) -0.005 (0.543) 0.044 (0.000)
Year Fixed Effects Yes Yes Yes
Percent Correct 74.72% 77.63% 73.65%
Pseudo-R-Squared 10.58% 27.31% 20.92%
Wald 3,332.10 7,706.34 4,543.26

Table 8
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This table presents coefficients from pooled estimations of the following models:

&) Prob(PURCHASE; =1) = logit(a+ BiAE; 141 + B:POSiia*(AEi 1)’ + BINEG; 41 *(AE; ;1)
+ BsMARET;,,, + Bslog(BM.,) + Belog(MVE;,) + B;MARET;, + BsGRANT;,
+ BEXERCISE;, + B:cRESEARCH;, +¢;,)

6) Prob(SALES;=1) = logit(o+ BiAE: 1 + BsPOS; w1 ¥(AE; 1) + BINEG; 41 *(AE; 11)?
+ BMMARET, . + Bslog(BM.) + Bslog(MVE;)) + ;;MARET;, + PsGRANT,,
+ PEXERCISE;, + B:1cRESEARCH;, +€;)

€)) Prob(EXERCISE; ,=1) = logit(e+ B)AE; 1 + B:POSin*(AE; 1)’ + BsNEGi 1 *(AE; 1)
+ B4MARETi_(+1 + leog(BMu) + ﬁglOg(MVE“) + B7MARET” + BsGRANTi'l
+ BRESEARCH;, +&y)

All variables are as defined in Appendix 1. Logit marginal effects with standard
errors robust to heteroscedasticity and correlation across within-firm observations.
Two-tailed p-values are presented in parentheses.

Persistent Earnings observations are observctions where the sign of AE,,; equals
the sign of AE,.;; Non-Persistent Earnings observations are observations
where the signs of the two earnings innovations differ.

Non-linear Estimation of Relation between Future Earnings and
Insider Trading Decisions by Earnings Persistence

Variable Prob(PURCHASE,=1) | Prob(SALES,=1) | Prob(EXERCISE,~1)

Persistent Earnings (n=24,821)

Intercept 20.117 (0.157) -2.449 (0.000) 2,931 (0.000)
AEw 0.137 (0.000) -0.286 (0.000) 0.307 (0.000)
POS*(AE.)? -0.069 (0.007) 0.138 (0.001) 0.114 (0.001)
NEG*AE.)? 0,057 (0.440) 0.528 (0.000) 0.540 (0.000)

Non-Persistent Earnings (n=9,706)

Intercept 0.206 (0.091) 2.574 (0.000) -3.151 (0.000)
AEw 0.09 (0.196) 0.207 (0.088) 0.041 (0.716)
POS*(AE,.)? 0.107 (0.447) -0.654 (0.005) 0441 (0.029)
NEG*(AE.)? 0.139 (0.396) -0.013 (0.965) 0.420 (0.168)

Table 9
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Empirical Timeline

This figure presents a timeline pertaining to the measurement of insider trading and
future firm performance variables. For each firm-year observation, insider purchases
(PURCHASE;,), sales (SALES; ), and option exercises (EXERCISE;,) are measured for firm
i over fiscal year t. Contemporaneous and future firm performance is measured over
fiscal year t and t+1 respectively. FYE, denotes the fiscal year end for year t.

EA, denotes the announcement of year t's annual earnings innovation (AE; ).

All variables are as defined in Appendix 1.

Insider Trading:

----------------- EXERCISE;---rene-

[F— TRADE;; ---mememv
—— FNSIVAY, | | (Tp—
EA{ EAHI
FYE. FYE, FYE., {
P | 1 TN
A LI T 1 T 17
Future eéarnings performance:
l AEi,x ” AEi.ul I
MARET; s
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INSIDER TRADING AND PREDICTION MARKETS

Robin Hanson’

ABSTRACT

Rules limiting insider trading may encourage investment, but they may
also discourage exploration of new less-decentralized corporate information
processes, such as prediction and decision markets. I review standard cor-
porate information processes and insider trading rules, outline possible im-
provements that prediction markets might offer, and consider ways we
might change insider trading rules to allow both more flexible innovation of
information processes and better-encouraged investment.

I. INTRODUCTION

Many have argued that insider trading laws encourage investment in
public corporations by assuring investors that they are not trading against
other investors with vastly superior information. I will suggest that this
benefit, even if real, now comes at the cost of discouraging innovation in
our corporate informational institutions, and that this is a needless cost,
since there are better ways to encourage both investment and institutional
innovation.

The regulators who shape insider trading laws do track changes in cor-
porate institutions and environments in order to adapt insider trading law
accordingly. However, regulators, though well-meaning, face an uphill
battle: in order to adapt insider trading law effectively, these regulators
must predict the ways in which corporate institutions could change in re-
sponse to the opportunities offered by alternative laws. Our regulatory in-
stitutions are simply not suited to this task. In addition to the difficulty of
conducting accurate counterfactual and predictive analyses, the attendant
costs may simply be too high—and the benefits too small—to make this a
problem even worth addressing from the regulators’ point of view.

Prediction markets are a new information technology that seems to of-
fer great promise in reforming corporate information institutions. We can
imagine several concrete ways in which prediction markets may greatly
improve the cost and performance of corporate information collection and

* Department of Economics, George Mason University.
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decision making. Although the full potential of prediction markets is yet
unknown, it is clear that insider trading laws, as currently constituted, pre-
sent a substantial barrier to their wider adoption. This, in short, illustrates
one area in which insider trading laws could discourage institutional inno-
vation.

In this paper I will first summarize the key features of both our stan-
dard corporate information institutions and current insider trading laws. I
will then outline possible improvements that prediction markets might of-
fer. Finally, I will elaborate on the barriers that current insider trading laws
impose, and consider some ways those laws might be adapted to reduce this
problem.

. CORPORATE INFORMATION INSTITUTIONS

In the modern publicly-traded firm, share owners delegate control to a
board of directors, who in turn delegate all but a few key decisions to the
chief executive officer (CEQ), the locus of firm coordination. Because the
successful coordination of corporate activities often entail huge gains for
the firm, the CEQO’s time and attention becomes an extremely valuable and
limited resource. This justifies careful selection of a high quality CEO who
is given strong financial incentives.

The need to take full advantage of this precious locus of control domi-
nates the organizational design of firms. Because the CEO can be inti-
mately familiar with only a few other people, the CEO generally oversees
“insiders” who coordinate particular areas within the firm. (The high op-
portunity cost of the limited time and attention of these insiders likewise
justifies their careful selection and strong financial incentives.) Like the
CEO, these insiders can know only a few other people intimately; these
insiders select yet more “coordinators,” who control over even smaller ar-
eas. This process of downstream delegation and area specialization may
continue indefinitely, depending on the size and nature of the firm. We
thus get the usual hierarchy of firm control.

Focusing on a prescribed area of the firm’s operations, coordinators
can, to some extent, ignore corporate activity that proceeds as expected
without needing further coordination. Coordinators within an area instead
focus on changes which could result in better coordination. A coordinator
must therefore monitor activity in and near his area for signs of such
changes. He must also listen to proposals for changes, design alternative
changes and ways to effect them, negotiate change details, and propose
changes to more central loci of coordination.

In order to get the most from each coordinator’s limited time and at-
tention, the firm employs many specialists to aid the job of coordination.
The tasks of these coordination specialists include: managing coordinator
schedules and other administrative processes, conducting preliminary low
level meetings so that high level meetings can go smoothly, collecting and
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presenting summary statistics, researching particular change ideas, prepar-
ing and reviewing presentations and reports, and evaluating lower level job
candidates. The coordination specialists, in short, perform duties essential
to the coordinator’s prescribed area of operations that do not require the
coordinator’s direct attention. Most significant to the firm, the introduction
of new kinds of coordination specialist can dramatically improve efficiency
by freeing up coordinators’ limited attention for other tasks.

Information is a key input needed to achieve coordination. Many
kinds of relevant information are relatively easy to acquire, especially with
modern technologies of computation and communication. The standard
“information processing” approach, for example, has people fill out forms.
The coordination specialist, using this standard approach, collects the in-
formation from these forms—which includes everything from personal in-
formation, to consumer complaints, to basic market research—and then
rearranges, aggregates, and distributes the results. Over time, improve-
ments in information processing technology have allowed firms to use this
information more effectively.

But the most important pieces of firm information cannot be so readily
obtained. The firm needs information on key corporate issues that no sim-
ple form, or combination of forms, can provide. What will sales be next
quarter, and how will that depend on price, marketing, personnel, and prod-
uct features? What would be the cost and sales of potential new products?
What will competitors and manufacturers of complementary goods or ser-
vices do next? What would increase the efficiency and reliability of manu-
facturing or distribution? What projects will be completed when, and how
does that depend on project definitions? Who would be good at what job?
Who wants what job? Who will propose what changes, and what would it
take to get their support?

The answers to such vital questions sit inside people’s heads, but be-
cause this knowledge confers important strategic advantages, simply asking
people to fill out a form is a completely inadequate method to acquire or
distribute this information. While organizations would probably benefit if
they could get everyone inside to reveal their expectations and intentions to
each other, organizations do not have very effective mechanisms to achieve
this goal. People can lie about their expectations and intentions, and it can
be very hard to tell if they are lying. Furthermore, even when a coordinator
can get someone to give him an honest answer, that coordinator will usually
not want to honestly share that answer with others around him. The prob-
lem, in other words, is that, not only do people have knowledge, they are
aware that their knowledge has strategic value.

Coordinators thus have a natural tendency to keep the key information
they acquire “close to their vest.” In fact, much of the coordination activity
within a firm seems to consist of careful strategic dances in which people
are slowly enticed to reveal some of these expectations and intentions to
each other. Coordinators try to structure information flows within their
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areas so as to minimize uncontrolled leaks to outsiders while preserving
access for those with a “need to know.” Indeed, managers often say it is
easier to find out what is going on at competitor firms than at other divi-
sions of their own firm (Hatter and Trapasso 2007).

The net result is that key information about a firm’s core coordination
activities tends to be limited to insiders and a few coordination specialists.
Since firms also need to coordinate with suppliers, customers, producers of
complementary goods, competitors, and regulators, some key information
will also need to be shared with these other groups. Obviously, firm coor-
dinators are even more careful to limit how much key information they
share with these outside groups.

Outside observers of a firm (and low-level employees within the firm
not privy to insider information) will thus form expectations based on rather
limited information. And yet these expectations are of great importance to
a firm. These expectations influence the demand of customers, the morale
and efforts of employees, the cooperativeness of suppliers and comple-
menters, the good will of lenders, and, most importantly, the willingness of
investors to purchase shares in the firm.

An important consideration for each visible corporate action is there-
fore how it will be interpreted by wider audiences. We should expect many
aspects of firm organization and coordination to function primarily to dem-
onstrate that the organization is expert, well-informed, and well-
coordinated. Some widely visible aspects of firm procedures may exist
purely as a matter of show and not because they substantially improve co-
ordination within the firm. Furthermore, some decisions will be made not
because coordinators think coordination will improve, but because coordi-
nators anticipate that a wider audience will believe that improved coordina-
tion would result (Brandenburger and Polak 1996).

III. INSIDER TRADING REGULATION

Speculators emerge anytime people trade a durable identical item with
low transaction costs. The speculators attempt to profit by buying low and
selling high, and so walk away with cash. Anyone who can find a system-
atic way to predict future prices can profit in this way, and the higher the
volume of trade for non-speculative reasons, the more profits can be gained
by speculative trade. The net result is that, in high volume markets, current
prices embody so much information about future prices that it is very hard
to find useful information on future prices beyond current prices.

Bonds and shares of public corporations are durable identical items
that can be traded with low transaction costs and are traded in large vol-
umes. Stock and bond market prices therefore embody a great deal of in-
formation about future firm profits. Since such prices are public, they help
to coordinate expectations about firm activities among the wider world of
employees, suppliers, customers, lenders, and investors. Of course, prices
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clearly encode only a few expectations about a few key dimensions of the
firm’s future performance. Many other dimensions remain and price analy-
sis alone can not account for them.

The willingness of ordinary people to invest in a company via stock
and bond markets depends on the rate of return they can expect, which in
turn depends on two main factors: price accuracy and adverse selection.
First, an ordinary person is more willing to invest in firms when prices are
more accurate. Accurate prices give clearer signals about which firms are
more profitable, allowing the investor to better select the profitable firms
for investment. Second, in trades with an elite, often better-informed,
trader, an ordinary person will lose on average. This adverse selection in
trading profits reduces ordinary people’s desire to trade.

Net trading may thus be hurt by an asymmetry in the information
available to ordinary traders on one hand and elite traders on the other. If
elite traders had ample capital to meet the demand for firm investment, or if
information about firm profits was spread evenly across ordinary people,
there would be no problem. However, this is certainly not the case. Elite
trading may also harm the firm in other ways. For example, elite traders
may reveal information to markets that the firm would rather keep secret, or
elite traders might sabotage the firm in order to profit from being the first to
know about the firm’s diminished real value.

If elite traders hurt firms on net, but did not substantially affect third
parties, then it would make sense to let each firm decide whether to allow
elite traders to trade its assets. Assuming sufficient freedom of contract,
firms would seem to have sufficient means to deal with the problem. Firms
could disseminate information widely enough to reduce or even eliminate
the informational advantage of elite traders. Firms also could prohibit their
stocks and bonds from being traded on exchanges which include elite trad-
ers. Firms could exercise control over people with whom they form con-
tractual relations, such as employees. For this class, a firm might include
contract terms that prohibit any dealings with elite traders.

For many years public corporations did not avail themselves of such
opportunities to discourage elite traders. In 1934, Congress responded to
the 1929 stock crash by prohibiting the use of “any manipulative or decep-
tive device” in trading securities, and authorized the Securities and Ex-
change Commission (SEC) to create “rules and regulations as the Commis-
sion may prescribe as necessary or appropriate in the public interest or for
the protection of investors” (Bainbridge 2001).

In the name of encouraging investment, the SEC has used its authority
over the years to slowly strengthen rules against “insider trading,” and to
require more structured disclosure by firms (Bainbridge 2001). In the last
two decades European firms have been required to follow similar rules.
Detailed rules now describe the kinds of information firms must declare on
standardized annual, quarterly, and monthly reports. Firms are forbidden to
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provide any substantial information to investors not previously or simulta-
neously disclosed in public press releases.

Generally, any person who obtains any substantial information about a
firm unavailable to the public at large, and who has gained the information
from someone within, or otherwise connected to, the firm, is forbidden
from trading that firm’s assets. People are excused only if they committed
to these trades before they learned this information. Corporate executives,
directors, and large shareholders can not sell short, nor may they sell for a
profit within six months of buying, and they must report their trades to the
SEC within two business days.

Insider trading rules appear to have had a substantial effect on behav-
ior. Corporate insiders now diligently report their trades; companies are
now careful to follow the letter, if not the spirit, of disclosure rules. For
example, Enron executives were convicted not of their failure to disclose,
but of making it difficult for analysts to find relevant documents (Gladwell
2007). Companies are very cautious about revealing important information
to anyone; they require a substantial need to know, are careful to get ap-
proval, and keep detailed records. Companies are now in the habit of de-
claring certain periods of time, such as right after an annual report is re-
leased, as relatively safe times for employees to trade.

On the other hand, it is clear from price movements that only a tiny
fraction of price relevant information about companies is revealed near the
times when companies officially disclose information. Even then, most of
that information is embodied in prices before the official disclosure. It also
seems reasonably clear that there is still a great deal of inequality in how
well informed traders are. Bid-ask spreads give us direct estimates of the
average information contained in each trade, and the rates of return
achieved by ordinary people suggest that their trades are based on below
average information.

Another aspect of the information asymmetry between ordinary and
elite traders is the ability of the elite trader to utilize information. For ex-
ample, hedge funds can consistently beat the market average, at least before
their costs of analysis and administration are taken into account. While
they may not beat the average after these costs are considered, the people
they traded with were losers on average nonetheless. The endowments of
Ivy League universities get much higher than average returns (Rupp 2007).
Both of these groups are obviously more knowledgeable than average.
Also, it seems clear that corporate insiders who declare their trades do in
fact have substantially better information about their firms than ordinary
people: they earn about 0.40% per month in excess returns (Jeng, Metrick,
and Zeckhauser 1999).

We clearly have many elite traders in our stock markets, and we forgo
opportunities to reduce unequally informed trading, such as by forbidding
stock analysts from buying and selling in stock markets. Nevertheless,
some data suggest that our insider trading rules encourage net investment
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(Bhattacharya and Daouk 2002). Other data suggests that insider trading
rules lower the value of firms with high agency costs (Dumev and Nain
2007). Thus, it is possible, though hardly obvious, that our insider trading
laws provide a net benefit to firms, compensating for their (as yet unex-
plained) reluctance to use alternative private mechanisms to deal with the
problem of information asymmetry between ordinary and elite traders.

IV. PREDICTION MARKETS

As we mentioned above, speculative markets display a powerful abil-
ity to induce speculators to collect information and combine it into an ag-
gregate estimate of future prices. For example, stock markets aggregate
information about which firms are the best investments. It is hard to find
relevant information that such market prices do not embody simply because
there exists a profit incentive to find neglected information (Lo 2000;
Strumpf and Rhode 2004). Speculative markets work well not only because
they reward accuracy and punish error, but also because they encourage
self-selection of participants. People who realize they are not as well in-
formed as average traders tend to stay away. People who do not realize
they are not well informed lose and then go away.

Remarkably, in every known head-to-head field comparison between
speculative markets and other forward-looking institutions, the speculative
markets have been at least as accurate. More often than not, they prevail.
Orange juice futures improve on National Weather Service forecasts (Roll
1984), horse race markets beat horse race experts (Figlewski 1979), Oscar
markets beat columnist forecasts (Pennock, Giles, and Nielsen 2001), gas
demand markets beat gas demand experts (Spencer 2004), stock markets
beat the official NASA panel at identifying the company responsible for the
Challenger accident (Maloney and Mulherin 2003), election markets beat
national opinion polls (Berg, Nelson, and Rietz 2003), and corporate sales
markets beat official corporate forecasts (Chen and Plott 2002).

Historically this information aggregation ability has been consistently
observed in conventional markets. Recently, some have started to create
“prediction markets” expressly to produce these informational effects
(Wolfers and Zitzewitz 2004; Spann and Skiera 2003; Pennock et al. 2001;
and Hanson 1990, 1995). Such markets are being used to estimate things
like product sales, project completion dates, disease rates, the effectiveness
of software security, and election outcomes. Speculative markets can also
directly estimate outcomes conditioned on particular decisions or events.
For example, prediction markets have been used to predict which U.S.
party’s candidate will become president, given the particular candidate
nominated by each party; in addition, prediction markets have been used to
forecast changes in the global economy, conditioned on the advent of a bird
flu epidemic (Hanson 1999; Berg and Rietz 2002).
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Prediction markets tend to be very low volume markets, as they usu-
ally have few “hedging” traders. However, this does not prevent them from
having informative prices. Prediction markets only need enough volume to
induce a few people who have relevant information to trade and thereby
reveal their information.! People may want to trade in these markets for
financial or social reasons. They might expect to profit financially, either
because they disagree or because someone has subsidized trading there.
They might trade in order to express a point of view, to share their feelings
with a larger community, or even to acquire the right to brag about their
accuracy. ‘

While the cost to create a prediction market is generally independent
of the topic, the value of such a market can depend greatly on the topic.
Thus, the best applications of predictive market technology involve topics
with the highest value. There has been interest in creating prediction mar-
kets on high value topics such as major government policies and major
large industry trends. Anti-gambling laws, commodity trading regulations,
and security trading regulations all make it expensive to create real money
markets on these topics. Commodity and security regulation are primarily
designed with high volume markets in mind, making them largely unsuit-
able for low volume prediction markets.

There have been two primary responses to this legal barrier. First,
there have been some public play money markets on popular topics. For
example, the Hollywood Stock Exchange is a play money market where
thousands forecast which movies and movie stars will do well. The Fore-
sight Exchange focuses on scientific and technical claims, which users
themselves introduce. Without the financial incentives that real money
trading can offer, such markets are limited to topics where strong social
incentives to trade can be found.

The other response to legal barriers has been to focus on markets
within organizations. Even within organizations, play money markets are
the easiest to create under the usual scenario of a low budget and weak
management support. Such “morale markets” have been created within
several companies, such as Google, where ordinary employees in their free
time trade on topics that ordinary employees find fun and interesting.
Higher management does not suggest topics for these markets, or pay atten-
tion to who wins and loses. Management seems to allow morale markets
primarily as a way to track general opinion, to improve morale by making
employees feel their voice is heard, and simply to participate on the predic-
tion markets fad.

1 with good trading institutions, markets can function even with very few traders.
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A. Decision Markets

Where management support is stronger, more serious “decision mar-
kets” are being tried. These markets tend to be on topics chosen by man-
agement to be useful inputs to important decisions, and trading in them is
often limited to a small group of managers or related experts. Traders often
have a stronger incentive to participate in these markets, either because real
money is on the line, because management pays attention to who wins or
loses, or because market prices may influence important decisions. These
real money markets avoid gambling and other regulations because the or-
ganization pays everyone’s stakes: no one contributes their own cash to
trade.

Results from these decision market trials have been mixed. Some-
times uninteresting topics are chosen. Sometimes the group is too small or
insufficient incentives are offered to get enough of them to participate or
the consequences of losing are too weak to make the market more than a
voting mechanism. With enough participation and incentives to win, mar-
kets are accurate, but sometimes other information mechanisms are rela-
tively efficient, making markets only marginally more accurate than other
sources.

Sometimes even decision markets that substantially improve accuracy
on important topics are felt to be too disruptive to corporate culture. People
complain that it is hard for ordinary managers to understand how to trade,
and that market prices distribute key information to an uncomfortably wide
audience. The problem of understanding how to trade can be overcome
with education and better trading interfaces. The problem of distributing
information too widely can be overcome by mechanisms that hide the mar-
ket consensus from traders. On the other hand, the fact that information
distribution is even perceived as a problem points to larger issues.

As we discussed earlier, in standard corporate institutions key infor-
mation is usually held very “close to the vest,” in part to satisfy insider trad-
ing rules, but more fundamentally because such information has great stra-
tegic value to those who hold it. So, naturally, managers feel threatened by
any mechanism that would distribute key information more widely, effec-
tively surrendering their strategic advantage.

From the point of view of the firm as a whole, however, mechanisms
that can distribute key information more widely offer great efficiency ad-
vantages. The time and attention of firm coordinators is a crucial scarce
firm resource, which is now devoted, in great measure, to slowly and pain-
fully extracting key information from other coordinators. Firms ought to
want coordinators to reveal their key information to each other, provided
this information could stay safely inside the firm.

Decision markets may well be just such a mechanism for greater dis-
tribution of key information. With widespread use of decision markets, not
only might managers need to spend less time creating and extracting key
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information from each other, but a new class of coordination specialists
might form to take over many of these tasks. Most market information
might come from trades by people other than precious coordinators.

Instead of spending their time thinking about which projects have what
potential, or who would be good at what job, or trying to read other coordi-
nators’ opinions on such things, firm coordinators could instead simply
accept decision market prices at face value. Coordinators could thus focus
their attention on those determinations that they are best suited to make:
what questions to ask decision markets, how to reward market winners, and
how to maximize opportunities for firm coordination in general.

Front line employees and top managers are now the groups most inter-
ested in prediction markets while mid-level managers are less enthusiastic.
This makes sense if prediction markets are a disruptive technology that, by
distributing key information, can put mid-level managers at a strategic dis-
advantage relative to their peers. Front line employees, on the other hand,
may use prediction markets to more easily contribute to key corporate deci-
sions. These strategic problems indicate that prediction markets need high
level management support to be adopted. If that support is wanting, adop-
tion of prediction markets may be delayed.

Delay might not be bad for a firm. CEOs must be cautious about
adopting such a disruptive technology, as firms that adopt disruptive tech-
nologies too quickly often suffer as a consequence. There are many details
still to work out in adapting prediction markets and other corporate institu-
tions to each other, and each firm may well prefer that other firms first
work out these details, and thus learn from their competitors’ mistakes.
Furthermore, even if a disruption benefits the firm overall, it may not bene-
fit the CEO himself if he is not well suited to run the new model firm. In
short, even if decision markets can fulfill all of their promise, their devel-
opment and adoption may entail much trial and error.

V. INSIDER TRADING RULES AND PREDICTION MARKETS CONFLICT

Familiar insider trading regulations have been chosen to match our
familiar corporate information institutions. In our familiar institutions,
firms try hard to limit key corporate information to a few corporate insiders.
Regulators, in order to encourage investment, traditionally have tried to
reduce trader information inequality by placing strict limitations on the
trades of a few corporate insiders. And since key corporate information
must eventually be revealed to markets, regulators have focused on forcing
this revelation to happen via the channel of official corporate disclosures to
the public.

Corporations are now exploring many “wisdom of the crowd” tech-
nologies, including wikis, blogs, collaborative filtering, link-popularity-
based-searches, and prediction markets (Surowiecki 2004; Sunstein 2006).
These approaches involve a wide community of people in a more decentral-



2008] INSIDER TRADING AND PREDICTION MARKETS 459

ized and less structured processes of creating and sharing information.
While these approaches all have potential applications to the problem of
asymmetric corporate information, they also run afoul of familiar insider
trading laws to a greater or lesser degree.

A firm that included its entire membership in a decentralized, less
structured, process to manage key corporate information would not only
risk serious internal disruption and external information leaks, it would
make everyone in the know a vital corporate insider. In order to protect
insider information, each person involved must thus exercise discretion in
his or her trades of firm stock. Each person would also have a solemn duty
to keep protected information from leaving the firm. While wisdom of
crowd technologies takes important advantages from synergies from over-
lapping topic areas, most such overlaps would be forbidden here. Unless
the information process was clearly prevented from sending information
signals across the firm boundary, it would violate disclosure rules.

Insider trading rules are one of the reasons that managers have given
for not applying prediction markets to the highest value corporate topics.
Simple cost benefit analysis suggests we apply prediction markets to the
highest value topics we can find. In a corporation, those high value topics
are the key corporate decisions, such as the decision to merge, to introduce
products, to set price points, to move into new geographic regions, or even
to change the CEO (Hanson 2006). It would be straightforward to directly
ask decision markets whether such choices would be good for the firm’s
stock value.

Since one of the main advantages of prediction markets is that they do
not require one to know who has more relevant knowledge, one could rea-
sonably want to open participation in such markets to a large group, such as
all employees. But allowing all employees access to key corporate infor-
mation could create an insider trading nightmare.

VI. POTENTIAL RESOLUTIONS

How can we resolve this conflict? An obvious, simple, and robust ap-
proach would be to return the choice of regulating insider trading to indi-
vidual firms. It is hard to identify an externality that would justify putting
this decision into regulator hands. The most plausible story I can imagine is
that boards of directors might ignore what is good for stockholders and just
do what is good for insiders. If we did not find this story very plausible, we
could just let firms decide how to weigh any costs from discouraging in-
vestment via adverse selection against any benefits of using prediction mar-
kets to improve corporate information and coordination efficiency. This
solution, though compelling, seems politically infeasible for now.

Another relatively robust approach has been suggested repeatedly over
the years:
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A [2003] blue-ribbon commission convened to address recent financial scandals and subse-
quent decline in investor confidence recommended that insiders be required to preannounce
sales of stock in their companies. The commission’s call for insiders to preannounce their
sales echoes proposals made over a decade ago in the legal press, law reviews, and the U.S.
Congress that would require preannouncement of all trades (Huddart, Hughes, and Williams
2004).

A general version of this proposal would offer ordinary people much more
protection from adverse selection in trades than current insider trading laws.
It would also allow individuals and organizations much more flexibility in
choosing their information policies, flexibility that they could use to ex-
plore decision markets and other new decentralized information processes.

The general proposal would be to classify traders into ordinary traders
and several levels of elite well-informed traders (WIT), and to only allow
trading between levels when the more informed trader has announced his
specific intended trade ahead of time. In well-functioning markets, even an
hour might be plenty of notice. Such a rule would largely eliminate adverse
selection between levels; adverse selection would mainly remain between
traders of the same level.

Those who had to preannounce their trades would find it somewhat
harder to use markets to hedge their risks (Huddart et al. 2004), but being
labeled a WIT should be much less constraining than being labeled an in-
sider under today’s insider trading rules. WITs could be allowed to become
as well informed as desired, and to disclose information selectively to oth-
ers (within their WIT level). There would be much less need for formal
disclosure rules.

Under this proposal, WITs would have the option to form their own
special markets to trade with each other, or to flag offers in a general mar-
ket outside their WIT level, to warn less informed traders. A WIT label
could be applied not only to corporate insiders, it could also be applied to
well-informed outsiders such as hedge funds, University endowments, or
congressmen.

If there were public real money prediction markets about a firm, a
third approach would be to allow a WIT to make any trades that were or-
thogonal to stock value. When there are many assets related to a stock,
there is a large space of possible trades that should leave the price of the
stock unchanged. If each WIT were freely allowed to make all such trades,
they could thereby reveal a wide range of information in prediction mar-
kets, without creating adverse selection for ordinary people trading stock.

If there were a private prediction market about a firm, with prices not
visible to the public, a fourth approach would be to make public the impli-
cations of that prediction market for stock prices. Part of that private mar-
ket would include a stock price, and that price would be continuously an-
nounced to the public. People who were able to trade in that private market
would have to, perhaps an hour in advance, declare their intention to make
a particular regular stock trade. This internal market might be shut down
periodically to facilitate regular stock trades.
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There seems to be a number of approaches that could allow the wide
use of prediction markets within firms that also keep ordinary people from
suffering inefficient adverse selection in stock trades. But the status quo
insider trading rules are not conducive to any of these approaches.

VIL. CONCLUSION

The attention of CEOs and other corporate coordinators is a precious
resource, much of which is now spent generating and exchanging expecta-
tions and intentions about important corporate actions. Prediction markets
promise to delegate much of these tasks to coordination specialists, freeing
coordinators to attend to other coordination issues. A long hard road must
be traversed before innovation can realize this promise and it will not hap-
pen very soon.

Nevertheless, it is important to consider how current regulations may
discourage this innovation process, by making it hard to involve a larger
community of people in key corporate information processes. We can iden-
tify several other approaches to such regulation which seem both friendlier
to wider use of corporate prediction markets and more effective at reducing
the adverse selection in trades that can discourage investment. Regulators
should give more consideration to such alternatives.
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BOOK REVIEW

Hui Huang’s International Securities Markets:
Insider Trading Law in China (2006)

Richard A. Booth*®

In International Securities Markets: Insider Trading Law in China,'
Hui Huang,” has undertaken to describe the state of insider trading law in
China and the rest of the world—particularly the United States—and to
suggest how the law of China should be applied in the context of China’s
emerging economy and markets. Needless to say, this is a prodigious task.
The law of insider trading in the United States has been evolving since at
least 1961, when the SEC decided In re Cady, Roberts® But even with
almost fifty years of experience, the debate continues in the United States
about what constitutes insider trading, how the law should address it, and
indeed whether it should be illegal at all. To complicate matters further,
other countries have adopted approaches to insider trading that differ sig-
nificantly from that of the U.S.*

In China, there is no lack of law relating to insider trading. As Huang
describes it, the securities law of China (as adopted in 1999) includes five
articles in the civil code that specifically address insider trading, plus one
other that sets forth twelve categories of information deemed to be material
and so presumably to define the kind of information that might give rise to
insider trading.” According to Huang, these provisions were taken directly
from U.S. law. The problem is that it is unclear what this law means and
how it should be applied. Should China follow the U.S. and interpret the
law of insider trading as based ultimately on fiduciary duty as in Chiarella,

* Richard A. Booth is the McGuinn Professor of Business Law at Villanova University School of
Law. His recent research focuses on the impact of investor diversification on a range of corporation and
securities law issues. )
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Dirks, and O’Hagan? Huang finds this theory confusing if not incoherent.
Moreover, China does not have a well-developed law of fiduciary duty.’

In the end, Huang finds U.S. law wanting and recommends that China
adopt what he calls the equality of access theory of insider trading, which
he carefully distinguishes from the parity of information theory.® Huang,
who seems to have read almost all of the U.S. scholarship on insider trad-
ing, suggests that the U.S. shied away from the former because of confusion
that it meant the latter’ To the contrary, I would argue that U.S. law is
about equality of access as Huang advocates. The ultimate question in the
U.S. fiduciary duty-based system is how one obtains material nonpublic
information, and thus whether it may lawfully be used for personal gain.

This is strange reading for someone from the common law tradition.
The notion that one could have a well developed law of insider trading set
down in a civil code and yet not know what it means is bizarre. In the U.S.,
as Holmes aptly put in The Common Law, the life of the law has been ex-
perience. We adopt statutes after we find a problem that does not respond
to common law solutions.

In China, there have been eleven cases of insider trading since 1991.'
Although Huang suggests that this constitutes vigilant enforcement, he
nonetheless devotes considerable space to the question of whether insider
trading is a problem in China and why." He describes his book as a quali-
tative empirical study of insider trading. By that, he means that it was
based on thirty-one interviews with regulators, market professionals, direc-
tors, investors, lawyers, judges, journalists, and academics.'”> On the basis
of this study, Huang concludes that insider trading is widespread and harm-
ful.”® Huang seems to think that it is very important for China to crack
down on insider trading because the U.S. does so. The idea seems to be
that for the market to be robust, it must emulate the U.S. market.

For an American reader, one of the more interesting features of the
book is its description of the Chinese stock markets and corporation law.
Turnover is much higher in China than it is in the U.S. In 1998, turnover
on the Shanghai Exchange was 355% compared with 70% on the New York
Stock Exchange.' But these numbers are deceptive in that, as of 1998, only
about 34% of the shares of companies listed on the Shanghai exchange

6 Chiarella v. United States, 445 U.S. 222 (1980); Dirks v. S.E.C., 463 U.S. 646 (1983); United
States v. O’Hagan, 521 U.S. 642 (1997).

7 HuaNg, supra note 1, at 163-67.

8 Id. at 170-73.

9 Id at173-77,321-39.

10 7 a128-37.

11 14 at37-93.

12 14 at311-15.

13 14 at37-56,95-124.

14 17 at62.
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were tradable.” Thus, it would appear that the rate of turnover in China is
about fifteen times what it is in the U.S. That suggests that there is much
more stock-picking going on in China than in the U.S." Accordingly, in-
vestors in China should be much more worried about insider trading than
U.S. investors, who appear to follow more of a buy-and-hold strategy.
(There is no mention in the book of mutual funds or other institutional in-
vestors, except for brokerage houses that appear to be engaged in active
trading.)

Huang argues that insider trading is widespread in China because,
among other reasons, there are problems with executive compensation and
the law governing corporations.” According to Huang, the median salary
of directors and senior officers in China was about $4,000 in 1998."* For
example, the chairman of Houjian Corporation was paid $4,400 in 1998,
while his corporation had sales of about $1 billion dollars that same year.”
Stock options are not widely used in China. There are several reasons for
this. Generally speaking, Chinese corporations do not have authorized but
unissued shares. Nor are they permitted to buy back their own shares ex-
cept in very limited circumstances. Also, officers and directors cannot sell
their shares while they remain in office.”

Moreover, according to Huang, the Chinese government controls the
number of listed companies in China with a quota system of sorts.> Thus,
it appears that many companies seek a listing on one of the stock exchanges
and proceed to sell stock before they have figured out what to do with the
money.”? The suggestion seems to be that a listing is seen as a license to
engage in insider trading. Although Huang does not say so, I suspect that
insiders account for most of the trading in China. In other words, it seems
likely that much of the volume in China comes from insiders trading in
each other’s stocks.

It is telling that all eleven of the insider trading cases arising in China
since 1991 have involved traditional insiders or issuers.”? In the U.S., most
of the notable cases have involved outsiders. Traditional insiders seem to
know where the lines are drawn. This suggests that U.S. insider trading law
may be more about leaks and keeping secrets than it is about fairness.

15 1d. at13.

16 Indeed, one study indicates that in recent years, turnover in China has been higher than in any
other country in the world. See Utpal Bhattacharya & Neal E. Galpin, The Global Rise of the Value-
Weighted Portfolio, AFA 2007 Chicago Meetings Paper (November 2005), available at
http://papers.ssm.com/sol3/papers.cfm?abstract_id=849627 (last visited May 27, 2008).

17 HuANG, supra note 1, at 66-68.

18 1d. at 66-68.

19 1d. at67.
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21 14, a1 65-66.

22 There does not appear to be any law in China that is the equivalent of the 1933 Act in the U.S.

23 Huang, supra note 1, at 46-48.



468 JOURNAL OF LAW, ECONOMICS & POLICY [VoL.4:2

Although Huang recognizes that there are significant problems with
corporate governance and executive compensation in China, he devotes
most of a chapter to lambasting the idea—first propounded by Henry
Manne—that insider trading is a victimless crime that likely makes the
market more efficient. This is particularly ironic in that Manne advocates
insider trading as a medium of executive compensation.

While I am sure that Manne would disagree, the largely option-based
system of executive compensation that we have in the U.S. today is quite
similar to what he advocated in 1966. Options can be seen as legalized
insider trading, albeit with advance disclosure to investors and a cap on the
number of shares, and without the risk that goes with the need to buy shares
before disclosure of market moving news.” In this setting, secretive insider
trading is a bad thing. It upsets the bargain between officers and investors.
Witness the flap over timing and backdating in connection with option
grants.”* Indeed, I would argue that we could improve on the system we
have if option grants were announced in advance or the exercise price were
set shortly after a grant.

Huang devotes yet another long chapter to the need for private securi-
ties litigation. There, he discusses at length the problem of devising a rem-
edy when no one seems to suffer harm.” As I have argued elsewhere, di-
versified buy-and-hold investors can tolerate what one might call honest
securities fraud—fraud without insider trading—but they would favor a
remedy in cases in which insiders use the occasion to extract gain from the
market. The remedy should be disgorgement of gain (or loss avoided) to
the issuer.®® This is quite the opposite of the system we have that grants a
windfall remedy to traders in securities fraud class actions but effectively
denies a civil remedy for insider trading. To his credit, Huang discusses (in
a footnote) the possibility of issuer recovery as a remedy for insider trading,
but he dismisses it because the issuer suffers no harm and, as a non-trader,
has no standing to sue under Blue Chip Stamps.” To the contrary, in a
market composed primarily of diversified investors, issuer recovery works
just fine. When the issuer recovers, investors recover because the value of
the issuer increases by just the amount extracted by the insider. The fact
that stockholders may have traded in the meantime is of little concern when

2 1d.at95-124.

35 Incidentally, options avoid the two biggest problems that Manne largely ignored: the incentive
to delay disclosure and the potential for gain from a decline in price.

26 5ee Richard A. Booth, The Missing Link Between Insider Trading and Securities Fraud, 3 J.
Bus. Tech. L. (2008), available at http://papers.ssm.com/sol3/papers.cfm?abstract_id=975949 (last
visited May 27, 2008).

21 HuaNG, supra note 1, at 253-305.

28 SeeRichard A. Booth, The End of the Securities Fraud Class Action as We Know It, 4 Berkeley
Bus. L.J. 1 (2007), available ar http://law.bepress.com/expresso/eps/978/ (last visited May 27, 2008).

29 HuaNG, supra note 1, at 303 n.280; Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723,
730-31 (1975).
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they own two hundred to three hundred different stocks (as most who invest
through institutions, such as mutual funds and pension plans, effectively
do). It all comes out in the wash. As for standing to sue, Huang under-
standably misses the rather fine point of our federal system that the issuer
can always sue insiders who gain from a breach of fiduciary duty.*®

It is not clear to me that anyone should seek to emulate U.S. law in this
area. But it is quite clear that an emerging economy like China has prob-
lems that differ from those that arise in an economy with well-developed
corporation law, established markets, and diversified investors. The bottom
line is that China should fix its corporations law before it worries too much
about insider trading.

30 See Booth, supra note 26.
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BOOK REVIEW

Hui Huang’s International Securities Markets:
Insider Trading Law in China (2006)

Cally Jordan”

It takes courage to tackle the subject of insider trading law in China.
Insider trading is a notoriously contentious area for which there is little sat-
isfactory legislative or judicial response, no matter where you look.

To attempt to address issues associated with insider trading law in
China, one of the most opaque, idiosyncratic and fast-changing markets in
the world, is a perilous task indeed. Hui Huang is to be commended for
taking a stab at it in International Securities Markets: Insider Trading Law
in China, and a good stab it is.! But a stab is all it can be, given the paucity
of empirical information available and the dynamism of the markets. No
sooner have you put one foot in the river, than the river has rushed on.

This is a book written in a hurry. It had to be. This accounts for its
main drawbacks. A more thorough and leisurely editing would have im-
proved the readability, balanced out the unevenness in treatment of differ-
ent sections of the book, caught the odd stylistic infelicity (“black horse”
for “dark horse,” for example?) and provided a more thoughtful and less
perfunctory conclusion.

But this is to quibble. The book makes an important contribution to
the literature on Chinese markets, for several reasons: its privileged insights
into the operation of and perceptions of participants in the Chinese capital
markets, its comparative perspective, and its unflinching critique of the’
clumsy adaptation of United States legislative models and other approaches
to insider trading to the Chinese markets.

In the face of the dearth of reliable empirical evidence, Hui Huang
adopts two strategies. First, he compiles what known, verifiable, informa-
tion exists. Each formal insider trading case in China is documented and
discussed.’ In addition, there is a useful tabular summary of the cases for

* Cally Jordan is an Associate Professor of Law at the University of Melbourne. She is a fre-
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purposes of quick reference and comparison, which provides a snapshot in
time.*

Secondly, using a qualitative methodology, Hui Huang conducted
thirty-one “semi-structured” (i.e., based on “prearranged questions”) and in-
depth interviews during September and October 2003, to obtain empirical
data on insider trading in China.’ Interviewees included regulatory and
stock exchange officials, market intermediaries, lawyers, financial journal-
ists, judges, academics, a listed company, and three “ordinary investors.”
The geographic distribution of the interviews included Beijing, Shanghai
and Guangzhou.

Huang readily acknowledges the criticisms which have been directed
at such qualitative methods, and the resulting anecdotal nature of the re-
sults. However, as insider trading is “by nature a hidden form of miscon-
duct,” other forms of empirical analysis are simply not practicable.

The observations emerging from the interviews, albeit anecdotal, are
fascinating. For example, interviewees were asked their opinion on the
views of Henry Manne, who, in a classic 1966 paper,® argued for the poten-
tial benefits of insider trading. The response of an ordinary investor inter-
viewee? “[IInsider trading is obviously unfair and harmful. How can he
[Professor Manne] think of such silly ideas? He is clearly out of touch with
the market and makes those arguments for self-amusement.”’

Despite the very small number of reported cases, the unequivocal view
of those interviewed was that insider trading in the Chinese markets was
“widespread,” “rife,” “everyday,” “extensive,” and “ingrained.”® In fact,
Huang finds that insider trading seems to be considered a necessity in Chi-
nese markets. As one interviewee noted, “Many people do not trade shares
unless they have inside information. We simply have no choice in such an
environment.” The securities industry was a “big dye vat, and you cannot
possibly keep yourself clean.””® Faced with the impossibility of acting oth-
erwise, market professionals appear to attach little professional opprobrium
to insider trading. Intermediaries may appear weary of the “vicious compe-
tition” in the market but yearn, to no avail, for a cleaner, better regulated,
market."

So why do investors trade in such a market? According to Huang,
they accept the highly speculative and likely distorted nature of the market,
and trade there for lack of alternative investment opportunities.”> There is

4 Id at317-20.

5 I1d at313-15.
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also an “if you can’t beat ‘em, join ‘em” attitude among investors, making
it “very common in China that people openly talk about insider trading and
actively seek inside information.”” Everybody wants to be an insider, and
a vicious circle of insider trading practices results.

Although there are numerous other factors that play into the insider
trading phenomenon in China, one factor dominates the market: the dual
role of government as regulator and shareholder. The China Securities
Regulatory Commission (CSRC) faces a daunting array of obstacles in pur-
suing its regulatory mission, ranging from the high degree of social toler-
ance for insider trading to evidentiary obstacles and lack of resources.*
However, as significant as these impediments may be, the overwhelming
reality is that the CSRC is directly controlled by the government. In addi-
tion, listed companies in China are characterized by a highly concentrated
ownership structure, with the state as the controlling shareholder. This nox-
ious combination results in a pattern of regulation referred to as “regulatory
art.”"> Regulatory standards vary with the state of the market, and accord-
ing to Huang, “[Wlhen the market is bullish, the CSRC is inclined to
tighten the regulation; when the market is bearish, the CSRC is prepared to
loosen the regulation.”® Not only may interested government agencies
benefit directly through the illegal market activity of others, but there is
also evidence of active collusion, for example, in the falsification of busi-
ness financial records."”

Perhaps not surprisingly, the government may be the biggest market
manipulator of all, through the use of editorials in the official government
newspaper, the People’s Daily (Renmin Ribao). According to an example
provided by Huang “in response to the overheated market in 1996, the Peo-
ple’s Daily published an editorial which bitterly criticized the mania of
trading shares . . . . As a result, the stock market slumped dramatically on
three consecutive days. Likewise, after two years of bear market, the Peo-
ple’s Daily published another editorial to stimulate the market in 1999.”"

The second valuable contribution of this text to the literature is its
comparative perspective. True, there is perhaps an overly detailed discus-
sion of the complexities of U.S. law in this area.”” But, at the least, the dis-
cussion leaves no doubt as to the troubled and difficult analysis which has
been brought to bear on the regulation of insider trading in the U.S. The
discussion of the U.S. approach to insider trading, though, is highly perti-
nent to the extent that the Chinese legislation, for better or worse, has been
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strongly influenced by the concepts and regulation emanating from the
U.s.*

The text examines the regulation of insider trading in several other ju-
risdictions as well, including the United Kingdom, the European Union,
Singapore, and Australia. In particular, Huang finds favor with the modern
Australian “information connection” approach to insider trading, due to its
simplicity and inclusiveness. According to Huang, “it is the use of inside
information, not a person’s connection with the company whose securities
are traded or some other entity, which can harm the market . . . . Further-
more this approach is more conceptually straightforward and thus assists
market participants to understand insider trading law.”*

The discussion of non-U.S. regulatory approaches to insider trading
could have been even more extensive, given the author’s trenchant observa-
tions on the difficulties of importing, holus bolus, U.S. regulatory models
into China.? After all, China is a “civil law” country where concepts based
on the common law notion of “fiduciary duties” will find little traction.
Additionally, the U.S. approach to insider trading is complex and fraught
with conceptual difficulties and longstanding judicial controversies.”* “The
theory underlying China’s insider trading regulation is unclear,” as Huang
observes, and in “hastily importing experience from overseas, notably the
U.S., without critical and careful thinking, China seems to have stuffed its
insider trading regulation with theories that are in fact mutually contradic-
tory. This has resulted in confusion in applying and interpreting provisions,
and adversely affected the efficacy of the insider trading regime in China.
In order to regulate insider trading credibly, China needs a clear underlying
theory.” Fortunately for Chinese regulators, Insider Trading Law in
China provides the welcome conceptual clarity and analysis to light the
way forward.
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