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"H
ow

 is the betting?" 
"W

ell, that is the curious part of it. Y
ou could have got fifteen to one yesterday,but the price has

becom
e shorter and shorter, until you can hardly

get three to one now
." 

"H
um

!" said H
olm

es. "Som
ebody know

s som
ething, that is clear!" 

Inspector G
regory: "Is there any

other point to w
hich you w

ould w
ish to draw

 m
y attention?"

H
olm

es: "To the curious incident of the dog in the night-tim
e."

"The dog did
nothing in the nighttim

e"
"That w

as the curious incident," rem
arked Sherlock H

olm
es.

From
The Adventure of Silver Blaze by

A
rthur C

onan D
oyle 

This Essay briefly reexam
ines the great debates on the role of insider trading in the

corporate
system

 from
 the perspectives of efficiency of capital m

arkets, harm
 to individual

investors, and executive com
pensation.  The focus is on the m

ystery of w
hy trading by all 

kinds of insiders as w
ell as know

ledgeable outsiders w
as studiously ignored by the business

and investm
ent com

m
unities before the advent of insider trading regulation.  It is hardly

conceivable that officers, directors, and
controlling shareholders w

ould have rem
ained

totally silent in the face
of w

idespread insider trading if they had seen the practice as being
harm

ful to the com
pany, to them

selves, or to investors.  By analogy w
ith the fam

ous article
by Friedrich H

ayek, The U
se of K

now
ledge in Society, this Essay considers the problem

 of
obtaining necessary inform

ation for m
anagersof large corporate enterprises.  The suggested

analytical fram
ew

ork view
s the share price, sensitively im

pacted by inform
ed trading,as a

m
echanism

 for tim
ely transm

ission
of valuable inform

ation to top m
anagers and large

shareholders.  Inform
ed trading in the stock m

arket is also com
pared to “prediction” or 

“virtual” m
arkets currently used by corporations and policym

akers.
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It is alm
ost 40 years since the publication of m

y book, Insider Trading and the Stock

M
arket, 1 and the topic still has

the ability to engender heated argum
ent as w

ell as
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1

seem
ingly unending efforts at analytical explication. 2  I apologize at the outset for

continuing the debate, especially since I m
yself thought that it had about run its course. 

N
onetheless, the topic refuses to die, and it continues to stim

ulate
new

 hypotheses, one of 

w
hich is about to be offered. 

This taxing of the intellectual tolerance of critics of insider trading m
ay have a redeem

ing

feature for m
any.  In the process of developing this new

 idea, I have had to reexam
ine

and substantially m
odify perhaps the m

ost
vigorously criticized claim

 I m
ade for the 

positive benefits of unregulated insider trading.  That w
as the notion that insider trading

can be used as an im
portant com

ponent of executive com
pensation.  I hope that I am

 

about to offer a m
uch stronger substitute argum

ent.

Fundam
entally, m

y book m
ade only three basic econom

ic argum
ents. 3  O

ne w
as that the 

practice of insider trading did no significant harm
 to long-term

 investors.  The other tw
o 

w
ere claim

s of positive benefits from
 the practice, one, the com

pensation argum
ent, and

the other, the idea that insider trading contributed im
portantly to the efficiency of stock

m
arket pricing.

B
y and large the idea that there is no direct harm

 from
 the practice has held up very w

ell, 

especially the point that no real dam
age is caused to an investor w

ho engages

anonym
ously on an exchange in a trade w

ith an insider on the other side of the 

transaction. H
ow

ever, one “harm
” argum

ent of feasible m
erit 4 has dom

inated the

academ
ic literature for som

e tim
e.  This is the so-called “adverse selection” argum

ent.

B
asically the argum

ent is that, since specialists on the floor of stock exchanges (or other

2 For an excellent though
but already som

ew
hatdated bibliography, see Stephen M

. B
ainbridge,Insider

Trading,in IIIE
N

C
Y

C
LO

PED
IA

 O
F L

A
W

 A
N

D
E

C
O

N
O

M
IC

S 772, 798-812
(B

oudew
ijn B

ouckaert &
 G

errit D
e 

G
eest eds., 2000).  For the m

ost com
prehensive treatise, see W

ILLIA
M

K
.S.W

A
N

G
&

M
A

R
C

I.S
TEIN

B
ER

G,
I N

SID
ER

T
R

A
D

IN
G

(1996
&

 Supp. 2002).
3 This discussion leaves aside such tangential but im

portant issues as the
enforceability

of insider trading
law

s and public choice aspects of the subject, as w
ell assuch tangential but econom

ically irrelevantnotions
asthe fairness of the practice. 
4 I do

not consider the
SEC

’s
“official” line

on insider trading, that it destroys the confidence
of investors

and thus lessens both liquidity and investm
ent, to have serious m

erit.  A
part from

 being a nearly
unfalsifiable

proposition, it is devoid of the scantest econom
ic or em

pirical content. It has, how
ever,been

enorm
ously im

portant in the propaganda
cam

paign the
SEC

 has w
aged for years to dem

onize insider
trading.
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m
arket m

akers) system
atically lose m

oney w
hen insiders are trading, they w

ill expand

their bid-ask spread in order to cover this greater cost of doing business. In this fashion, it 

is argued, they pass along the cost of insiders’ trading to all outside investors w
ith w

hom

they deal, the so-called “insider trading tax.” 5

The first part of this argum
ent is really just a variant of the idea in m

y book that short-

term
 traders w

ould indeed frequently lose to insiders 6 (a w
arning against using the stock 

m
arket as a gam

bling casino).  I suggested that long-term
 investors 7 had little to w

orry 

about quantitatively because of insider trading, and the sam
e thing rem

ains true 

regardless of the existence of som
e adverse selection.  Furtherm

ore,there is considerable 

evidence that the harm
 to m

arket m
akers exists m

ore in the theoretical w
orld of finance

literature than it does in the actual play of the m
arket.  Though the argum

ent is 

theoretically feasible, it seem
s to be practically irrelevant in the real w

orld. 8

O
f the tw

o argum
ents that I offered for positive benefits from

 insider trading, the

argum
ent for a strong positive relationship betw

een m
arket efficiency and insider trading

has proved to be very robust. I m
issed the very im

portant and related advantage pointed 

out by H
arold D

em
setz that access to valuable trading inform

ation m
ay allow

 controlling

shareholders to be com
pensated for the additional risk they assum

ed by not being w
ell 

diversified. 9  This is an especially im
portant

factor in corporate governance, since, 

5
W

alter B
agehot (pseud. for

Jack L. Treynor),The O
nly G

am
e

in
Town, F

IN.A
N

A
LY

STS
J., M

ar.–A
pr.

1971, at 12; Thom
as E. C

opeland &
 D

an G
alai,Inform

ation
Effects on the Bid-Ask

Spread, 38 J.F
IN. 1457

(1983); Law
rence R

. G
losten &

 Paul R
. M

ilgrom
,Bid, Ask and

Transaction Prices in
a Specialist M

arket
w

ith H
eterogeneously

Inform
ed Traders, 14

J.F
IN.E

C
O

N. 71
(1985).

6 Perhaps in som
e sense long-term

 traders lose as w
ell,butquantitatively that is insignificant as com

pared
to short-term

ers, and even then
one m

ust look at various
offsetting advantages.See also

H
enry G

. M
anne,

In D
efense

of Insider Trading,H
A

R
V.B

U
S.R

EV., N
ov.–D

ec. 1966, at 113,114-15.
7 This refers to investors w

hose trades represent fundam
entally a rebalancing of diversified portfolios to

reflect changed circum
stances or altered w

eightings in a previously correctly balanced portfolio.
8

See Stanislav D
olgopolov,Insider Trading and the Bid-Ask Spread: A C

ritical Evaluation of Adverse
Selection in M

arket M
aking, 33 C

A
P.U

.L.R
EV. 83

(2004).
O

ne
of the m

ost telling criticism
s of the

adverse selection argum
ent is that liquidity

providers them
selves – including the N

Y
SE specialists and the

N
A

SD
A

Q
 dealers (but w

ith the exception of liquidity providers in options m
arkets)

– are notgenerally
concerned about the

presence of insiders in
stocks in

w
hich

they m
ake a m

arket. Id.at 108-10, 136-144.
9See H

arold D
em

setz,
C

orporate C
ontrol,

Insider Trading
and Rates

of Return, 76 A
M

.
E

C
O

N.
R

EV.
(P

A
PER

S
&

P
R

O
C.)

313 (1986).
It is appropriate to

note that controlling shareholders
perform

 a valuable
m

anagem
ent-m

onitoring function
not shouldered

by
others shareholders, w

hose incentive
w

ould be to free
ride

(the
ultim

ate “separation” problem
).  D

em
setz,how

ever, m
ay have overlooked the

extent to w
hich a 3

w
ithout a controlling shareholder, agency costs in large corporations, norm

ally dealt w
ith 

through an exogenous m
arket for corporate control, w

ill be m
uch higher.

There is alm
ost no disagreem

ent that insider trading does alw
ays push the price of a stock 

in the correct direction. 10  This is not to gainsay that there are also other m
echanism

s that 

play a significant role in stock pricing, such as the explicit public disclosure of new
 

inform
ation, sanctioned transm

ittal of inform
ation to financial analysts, and the so-called

“derivative” trading that occurs after som
e form

 of m
arket “signaling.”

11 A
 vast literature

has developed exam
ining the relative im

pact of these various m
echanism

s on stock

m
arket pricing, but it is fair to say that none of this has seriously dam

aged the argum
ent

of the stock-pricing benefit of insider trading.  This is not the right tim
e or place to 

review
 that literature, and for present purposes w

e m
erely need to understand that insider 

trading does have the price vector claim
ed for it, even though this m

echanism
 alone m

ay

play less than an exclusive role in m
aking stock m

arket pricing as efficient as it is. 12  The

control block of shares presents agency cost problem
s

of its ow
n, since there are other

devices
besides

inside inform
ation

by
w

hich a controlling shareholder m
ay transferw

ealth from
m

inority shareholders.
10 For em

pirical research arguing that insider trading quickly incorporates the im
pact of nonpublic

inform
ation into the m

arket price, see Ji-C
hai Lin &

 M
ichael S. R

ozeff, The Speed ofAdjustm
ent ofPrices

to Private Inform
ation: Em

pirical Tests, 18 J.F
IN.R

ES. 143 (1995); Lisa K
. M

eulbroek,An Em
pirical

Analysis of Illegal Insider Trading, 47
J.F

IN. 1661
(1992). The only significant argum

ents are w
ith the

extent and tim
eliness of a price effect from

insider trading.See Sugato C
hakravarty &

 John J. M
cC

onnell,
D

oes Insider
Trading Really M

ove Stock Prices?, 34 J.
F

IN.
&

Q
U

A
N

TITA
TIV

E
A

N
A

LY
SIS 191 (1999)

(offering em
pirical evidence

for the proposition that inform
ed trading by insidershas the sam

e price im
pact

as uninform
ed trading

by
outsiders); Jam

es D
. C

ox,Insider Trading and
C

ontracting: A C
ritical Response

to the “C
hicago School”, 1986 D

U
K

E
L.J. 628,646 (arguing that insider trading is a “noisy” device for

com
m

unicating the stock
value).  R

esearch
w

ith “laboratory” experim
ents suggests that inside inform

ation
is rapidly assim

ilated into m
arketprice and that this

m
ay occur even

w
ith

very
few

 insiders participating in 
the m

arket, a finding
particularly relevanthere.

See, e.g., M
artin B

arner et al., O
n the M

icrostructure of 
Price D

eterm
ination

and Inform
ation Aggregation w

ith Sequential and Asym
m

etric Inform
ation Arrival in 

an
Experim

ental Asset M
arket, 1 A

N
N

A
LS

F
IN. 1 (2005); D

aniel Friedm
an et al., The Inform

ational
Efficiency of Experim

ental Asset M
arkets, 92 J.P

O
L.E

C
O

N. 349 (1984);C
harles R

.Plott &
 Shyam

 Sunder,
Efficiency of Experim

ental
Security M

arkets w
ith

Insider Inform
ation: An Application

of Rational-
Expectations M

odels, 90 J.P
O

L.E
C

O
N. 663 (1982).

But see V
ernon L.Sm

ith et al.,Bubbles, C
rashes, and

Endogenous Expectationsin Experim
entalSpot AssetM

arkets, 56 E
C

O
N

O
M

ETR
IC

A 1119
(1988).

11 The standard reference for this discussion is R
onald J. G

ilson &
 R

ainier H
. K

raakm
an,The M

echanism
s

of M
arket Efficiency, 70 V

A.L.R
EV. 549 (1984).

W
ithout getting into too m

uch detail, there are tw
o

significant w
eaknesses in G

ilson and
K

raakm
an’s im

plicit effort to
m

inim
ize

the role of insider trading in
this process.  O

ne is theirfailure to reckon w
ith the price influence of insiders’refraining from

 buying
or

selling w
hen they have undisclosed inform

ation.  The other is a certain am
biguity in the concept of

“derivative” trading, since it w
ould seem

 that m
ost

of this trading m
ust actually follow

 actual inform
ed

trading, including insider trading, and that w
ould increase rather than

decrease
the relative influence of

insider trading.
12 A

n argum
ent could

be m
ade, of course, that all price changes

result from
 new

 inform
ation that som

eone
has traded on profitably.  The im

pact of explicit disclosure is often to confirm
thatthe price reached in 4



crucial point for present purposes is that, even if only on a few
 occasions and either by 

itself or in tandem
 w

ith other forces, insidertrading m
ay be sufficient to m

ove the price 

of a com
pany’s stock. 

M
y second “positive” argum

ent for insider trading, that it could perform
 w

ell as a part of 

an executive com
pensation package, has been the m

ore forcefully attacked, 13 and it is 

perhaps less robust than I and other proponents 14 had originally assum
ed.  The insider-

trading com
pensation argum

ent has becom
e

especially relevant in recent years, 15 as a 

great debate has sw
irled through business, regulatory, and legal circles about the proper 

w
ay to com

pensate corporate executives.  M
uch of this discussion has focused recently 

on stock options, since they w
ere so heavily relied upon to com

pensate em
ployees of the 

firm
s that figured heavily in the m

arket collapse of the early 2000’s.  The focus on stock 

options in turn logically im
plicates the insider trading com

pensation argum
ent, since the 

tw
o are undoubtedly the closest substitutes in the com

pensation arena. 

A
 stock option offers the sam

e incentive to em
ployees to w

ork efficiently that w
ould be

provided by ow
nership of an appropriate num

ber of shares, how
ever obtained, but

leveraged by non-recourse, interest-free debt. The indirect incentive effects of this 

leveraging are very difficult to value for corporate accounting purposes or, for that 

other w
ays is correct.  B

ut this argum
ent still allow

s explicit disclosure
an im

portant role in m
aking

stock
m

arket pricing efficient.
13 S

TEPH
EN

M
.B

A
IN

B
R

ID
G

E,C
O

R
PO

R
A

TIO
N

L
A

W
 A

N
D

E
C

O
N

O
M

IC
S 593 (2002) (insider trading creates the

incentive for m
anagers

to disclose
inform

ation prem
aturely

);R
O

B
ER

T
C

H
A

R
LES

C
LA

R
K,C

O
R

PO
R

A
TE

L
A

W
273-74 (1986) (insider trading allow

s m
anagers to determ

ine their ow
n

com
pensation

packages and undo
form

al com
pensation agreem

ents); C
ox, supra

note 10, at 651-52 (insider trading is likely to increase
m

anagers’
tolerance of bad new

s);
Frank H

. Easterbrook,
Insider Trading, Secret Agents,

Evidentiary
Privileges, and the Production

of Inform
ation, 1981

S
U

P.C
T.R

EV. 309, 332 (insider trading m
ay induce

m
anagers to accept excessively risky projects; insider trading as m

anagerial com
pensation m

ay be 
inefficient, as

risk-averse m
anagers w

ould
value trading profits

differently
than risk-neutral shareholders);

R
obert J. H

aft,The Effect of Insider Trading Rules on the Internal Efficiency of the Large C
orporation, 80 

M
IC

H.L.R
EV. 1051 (1982) (insider trading is likely to interfere

w
ith the flow

 of inform
ation w

ithin
the

firm
); R

oy A
.Schotland,U

nsafe at Any Price: A Reply to
M

anne, Insider Trading and the Stock M
arket, 53

V
A.L.R

EV. 1425, 1448-50
(1967)

(insider trading is likely to induce
m

anagers to delay disclosure and
participate in m

arket m
anipulation).

14See especially D
ennis

W
. C

arlton
&

 D
aniel R

. Fischel,The Regulation of Insider Trading, 35 S
TA

N.L.
R

EV. 857
(1983).

15See H
enry G

. M
anne,O

ptions? Nah. Try Insider Trading., W
A

LL
S

T.J., A
ug.2, 2002, at A

8.

5

m
atter, for the purpose of determ

ining the value of the option to an em
ployee. 16  Thus, 

even though there are a forw
ard look and a leverage feature to options that cannot be 

obtained, say, w
ith bonuses, there are still real problem

s w
ith determ

ining the exact 

incentive effect of stock option grants. 17

A
fter the option is exercised, and to the extent the em

ployee holds on to the shares, the 

executive becom
es a (larger) shareholder.  Stock ow

nership obviously m
otivates a 

m
anager to m

axim
ize share price, especially if the shares represent a substantial part of 

the em
ployee’s portfolio.  H

ow
ever, since the shares w

ill represent only a tiny fraction of 

the com
pany’s outstanding shares, for fam

iliar free-rider reasons, the induced incentive

for risky choices m
ay still fall short of w

hat w
ould be dictated by the interest of all 

shareholders.  In other w
ords, as a num

ber of studies suggest, stock options at best offer

no greater incentive than w
ould an appropriate, but difficult to determ

ine, num
ber of 

shares held by the m
anager, how

ever acquired, and leveraged by debt. 18  A
t w

orst they 

m
ay provide real adverse incentives. 19

W
hen stock options are the prim

ary device used to encourage risky decisions by 

m
anagers, and to the extent that insider trading is effectively, or even substantially,

16 The corporation’s
valuation

of the sam
e option m

ay be quite differentfrom
 that of the

em
ployee, as the

debate about the FA
SB

’s recent requirem
ent that the

options be valued as an expense on the corporate
books

w
ell attests.

See
F

IN.
A

C
C

T.
S

TA
N

D
A

R
D

S
B

O
A

R
D,

S
TA

TEM
EN

T 
O

F F
IN

A
N

C
IA

L
A

C
C

O
U

N
TIN

G
S

TA
N

D
A

R
D

SN
O.123,S

H
A

R
E-B

A
SED

P
A

Y
M

EN
T

(rev. D
ec.2004).See also

B
rian J. H

all &
 K

evin J. M
urphy,

Stock O
ptionsfor U

ndiversified
Executives, 33 J.A

C
C

T.&
E

C
O

N. 3, 5 (2002)(arguing that the option’s cost
to the com

pany “often significantly
exceeds the value of the option from

the perspective of a risk-averse,
undiversified executive w

ho can
neither sell the

option
nor hedge against its risk”).

17 M
IC

H
A

EL
C

.JEN
SEN

&
K

EV
IN

J.M
U

R
PH

Y,R
EM

U
N

ER
A

TIO
N:W

H
ER

E
W

E
H

A
V

E
B

EEN,H
O

W
W

E
G

O
T TO

H
ER

E,W
H

A
T

A
R

E TH
E P

R
O

B
LEM

S, A
N

D
 H

O
W

 TO
 F

IX
T

H
EM

 (H
arvard B

us. Sch.,N
O

M
 R

esearch Paper N
o. 

04-28, 2004),available at http://w
w

w
.ssrn.com

/A
bstract=561305 (last visited ___);Lucian A

rye B
ebchuk 

et al., M
anagerial Pow

er and Rent Extraction in the D
esign of Executive C

om
pensation, 69 U

.C
H

I.L.R
EV.

751 (2002); Saul Levm
ore,Puzzling Stock O

ptions
and

C
om

pensation N
orm

s, 149
U

.P
A.L.R

EV. 1901
(2001); D

avid Y
erm

ack,D
o

C
orporations Aw

ard C
EO

 Stock O
ptions

Effectively?, 39 J.F
IN.E

C
O

N. 237
(1995); D

avid
Y

erm
ack,G

ood Tim
ing: C

EO
 Stock

O
ption Aw

ardsand
C

om
pany N

ews Announcem
ents, 52 

J.F
IN. 449 (1997).

18 It is not surprising that the em
pirical studies of the incentive effects of options show

 a m
ixed bag.  This

device is arguably m
ost useful in com

panies
w

ith
executives w

ho m
ight

have difficulty
borrow

ing
sufficient m

oney to leverage
their ow

n
purchases of their com

panies’ shares, as m
ay have been particularly

the case w
ith

m
any high-tech start-up com

panies in
recent years. 

19 See
M

IC
H

A
EL

C
.JEN

SEN,S
TO

C
K

O
PTIO

N
S

R
EW

A
R

D
M

A
N

A
G

EM
EN

T FO
R

D
ESTR

O
Y

IN
G

V
A

LU
E A

N
D

W
H

A
T

TO
D

O
A

B
O

U
T

IT 
(H

arvard 
B

us.
Sch., 

N
O

M
 

R
esearch

Paper
N

o. 
01-27,

2001);
available 

at
http://w

w
w

.ssrn.com
/A

bstract=480401
(last visited ___).
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prevented, the financial focus of corporate officials w
ill necessarily be on accounting

inform
ation, since the real w

orld events underlying those entries cannot be traded on 

directly as they occur.  The legal flow
 of inform

ation to the m
arket w

ill be via form
al,

SEC
-sanctioned disclosures, including press releases, quarterly reports, 10-K

’s, and duly 

publicized conferences w
ith financial analysts. Since future expected profits cannot be 

show
n on the books, and trading on the underlying inform

ation is not allow
ed, the urge to 

m
ake the accounting picture look better in order to have it conform

 to m
anagem

ent’s

current view
 of the com

pany’s prospects – biased or not – m
ay becom

e irresistible.  It is 

at least arguable that this constituted part of the underlying pressure for w
hat occurred at 

Enron and various telecom
m

unications com
panies. 20

Insider trading on the other hand does not have these disadvantages.  It in effect allow
s 

insiders m
eticulously to craft their ow

n rew
ard for innovations alm

ost as soon as they 

occur and to trade w
ithout harm

 to any investors. 21  The incentive is im
m

ediate and

precise and is never confounded w
ith stock price changes that are not of the m

anagers’

m
aking.

If insider trading w
ere legal and used to replace stock options, there w

ould be no 

“tragedies” of em
ployees being left high and dry w

ith options w
ay out of the m

oney. 

There w
ould be no loss of rew

ard w
hen an innovation m

erely resulted in a reduction of 

an expected loss.  There w
ould be no unearned gain because a com

pany’s stock

20 This is not an excuse for illegal and fraudulent behavior, but it does reveal a type of unanticipated
consequence

of securities
regulation that

rarely figures in the calculus
of

w
hether that

regulation is 
desirable or not.  O

ne can com
pare this notion to

w
hat M

ichael Jensen term
s the problem

 of “overvalued
equity.”

See
M

ichael C
. Jensen,

The Agency C
osts of O

vervalued
Equity and the C

urrent State of 
C

orporate Finance, 10 E
U

R.F
IN.M

G
M

T. 549
(2004).

21 A
 clear statem

ent on thisproposition
w

asprovided by C
arlton and Fischel:

Insider trading
m

ay present a solution to
[the] cost-of-renegotiation

dilem
m

a. The unique
advantage

of insider trading is that it allow
s a m

anager to alter his com
pensation package

in light of new
 know

ledge, thereby avoiding continual renegotiation. The m
anager . . . in

effect "renegotiates" each tim
e he trades. This in turn increases the m

anager'sincentive to
acquire and develop valuable inform

ation in the first place (as w
ell as to

invest in firm
-

specific hum
an

capital).

C
arlton &

 Fischel,supra note 14, at870-71.  The point about “no
harm

 to investors” does not m
ean that

short-term
 traders (really gam

blers) or m
arket m

akers
trading against insiders

w
ill not lose m

oney.  They
w

ill, though they w
ill only lose negligibly

m
ore than they w

ould if insiders w
ere not in the m

arket but the
price level change (or the release tim

e of new
 inform

ation) w
as the sam

e.

7

appreciates in line w
ith a m

arket or industry rise.  There w
ould be no disappointm

ents

about the num
ber of shares optioned or granted to particular em

ployees.  There w
ould be

none of this absurd business of renegotiating the option plan every tim
e the stock takes a 

nosedive.  A
nd there w

ould be no peculiar problem
s of accounting, since there w

ould be 

no reason to put the right of em
ployees to trade on undisclosed inform

ation on the

com
pany’s balance sheet at all: such trading w

ould be entirely extraneous to the

com
pany’s accounts. 

The SEC
’s notoriously ineffective but highly publicized and politicized efforts to enforce 

insider trading law
s have m

erely shifted the identity of the people w
ho m

ay trade first on

undisclosed inform
ation. 22  In the process they have perhaps prevented the developm

ent 

of an innovative and useful com
pensation device and unduly encouraged a problem

atic

second best. 

H
aving said that, how

ever, it m
ust be recognized that insider trading cannot be a perfect 

form
 of incentive com

pensation.  W
hile m

any of the criticism
s of the practice are 

vacuous or even tendentious, there are significant problem
s w

ith the schem
e w

hich m
any 

of m
y critics hastened to elaborate.  V

aluable inform
ation w

ill undoubtedly get into the 

hands of individuals inside and outside the com
pany w

ho in no sense should be 

com
pensated, usually because they w

ill have done nothing to produce the valuable new
 

inform
ation. 23  A

nother problem
 is that the value of the inform

ation cannot be m
etered to 

the value of the contribution of a particular individual.  A
nd, as w

as also pointed out, the 

value of new
 inform

ation w
ill in m

any cases be a function of the financial ability of

som
eone to trade on the inform

ation or of their ability to evaluate new
 know

ledge. 24

22 D
avid D

. H
addock &

 Jonathan R
. M

acey, Regulation on D
em

and: A Private Interest M
odel, w

ith
an

Application to Insider Trading
Regulation, 30

J.L.&
E

C
O

N. 311
(1987) (arguing that the existence of

insider trading regulation benefited “m
arket professionals”

in the securities industry).  C
om

pare this to
the

problem
addressed by

R
egulation

FD
 w

hich prohibited
the practice of selective

disclosure by
issuers

to
securities analysts and large

shareholders.Selective D
isclosure and

Insider Trading, Exchange A
ct R

elease
N

o.43,154,65 Fed. R
eg.51,716 (A

ug. 15, 2000).
23 This argum

ent, like the ones to follow
,necessarily reflects only a partial equilibrium

 conclusion.  There 
are m

any other positive
points that m

ust be included in a general equilibrium
 solution.

24 M
orris M

endelson,The Econom
icsof Insider Trading Reconsidered, 117 U

.P
A.L.R

EV.470, 488 (1969);
Schotland,supra

note 13, at 1455.
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Perhaps the m
ost com

m
on objection to insider

trading as com
pensation is that it cannot

be m
etered in advance as part of a com

pensation plan. 25  It is in its very nature a kind of 

all or nothing proposition, since efforts by a given corporation to police its rules about

w
ho can trade, and to w

hat extent, w
ill necessarily involve the com

pany in exactly the 

kind of post hoc com
pensation calculations that the practice is argued by its supporters to 

avoid. 26  It is not too surprising then that, even in the heyday of insider trading in the 

U
nited States before 1968, 27 no com

pany ever announced that certain executives, but not

other em
ployees, w

ould be allow
ed to engage in the practice. 28

Indeed it is not surprising that there is no evidence that any com
pany ever tried to

develop insider trading as an explicit and integral part of an optim
al com

pensation

package.  O
n the other hand, our understanding of corporate inaction on insider trading as

com
pensation tells us nothing about the far m

ore
startling fact that very few

 com
panies in 

the U
nited States,prior to the SEC

’s involvem
ent w

ith the subject, seem
ed to have had a 

rule
against insider trading. 29  A

nd, perhaps even m
ore surprising, there is no significant 

or convincing evidence of w
hich I am

 aw
are that any com

pany or its spokespersons or 

large shareholders ever pushed for public regulation of insider trading w
hen it w

as surely 

25 This criticism
m

ay not be quite a forceful as it first appears.  If one
w

ould grant the distinction
I referred

to in m
y book betw

een m
anagers and entrepreneurs, there is stillm

uch vitality
left in the inform

ation-as-
com

pensation
argum

ent.  A
 problem

in this connection
w

ith this otherw
ise valuable

econom
ic concept of

the entrepreneur, how
ever, is that it allow

s little usefulapplication
since one

can never know
ahead oftim

e
w

ho in a large
com

pany w
ill be the real entrepreneur.

Thus insider trading
has to be allow

ed eitherfor all
or for

none; there is no m
iddle ground.

W
hile, for a variety of reasons, I w

ould still conclude thatnon-
regulation is the best solution, I w

ould
not deny som

e force to the argum
ent of those w

ho cam
e dow

n on
the other side of the com

pensation argum
ent.

26 The difficulty of individual com
pany’s policing insider trading (assum

ing that the com
pany thought there

w
as som

ething harm
ful in the practice) w

as
one

basis
for Judge Easterbrook’s conclusion that the practice

should be outlaw
ed and

policed (efficiently? and at w
hatother costs?)by

public authorities, som
ething

of a 
non-sequitur, since there is no evidence that any com

pany ever actually faced this problem
.

See Frank H
.

Easterbrook,
Insider

Trading as an Agency Problem
,

in P
R

IN
C

IPA
LS A

N
D

 A
G

EN
TS:T

H
E

S
TR

U
C

TU
R

E O
F

B
U

SIN
ESS81,93-95 (John

W
.Pratt &

 R
ichard. Zeckhauser eds., 1985). 

27 The first significantjudicialholding that insider trading
w

as generally a violation
of R

ule 10b-5
w

as SEC
v. Texas G

ulf
Sulphur C

o., 401 F.2d 833 (2d C
ir.1968)

(en
banc),cert. denied, 404 U

.S. 1005 (1971).
H

ow
ever, SEC

’sw
arnings certainly appeared earlier. See In

re C
ady, R

oberts &
 C

o., 40 S.E.C
. 907

(1961).
28 I have

for years labored
– and pressured students – to com

e up w
ith the outline of a w

orkable
com

pensation
plan

utilizing insider trading. B
ut, given the constraints im

plied by the discussion in the text,
this has proved to

be a fruitless task.
29See A

D
O

LF
A

.B
ER

LE
&

G
A

R
D

IN
ER

C
.M

EA
N

S,T
H

E
M

O
D

ER
N

C
O

R
PO

R
A

TIO
N

 A
N

D
 P

R
IV

A
TE

P
R

O
PER

TY 327
(1932)

(“It is
know

n that certain com
panies,

usually
under the

dom
inance

of som
e

strong individuals,
decline to

perm
it anyone

. . . w
hether as director

or em
ployee to conduct

speculative
operations

in the
corporate stock.

O
n the otherhand, it is certain that this is not the

generalpractice . . . .”) 

9

w
idely know

n that it w
as going on. 30  The pre-Texas G

ulf Sulphur business com
m

unity

w
as perhaps understandably silent about insider trading as a com

pensation device, since 

it probably w
as not really a feasible practice, but they w

ere also – far m
ore m

ysteriously

– silent about any problem
s they m

ight
have found generally w

ith the very com
m

on 

practice of insider trading.  That is precisely the m
ystery w

hich can now
 be solved w

ith a 

little help from
 the “dog that did not bark.” 

PA
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ST
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It is hardly conceivable that officers, directors and controlling shareholders, w
ould have

rem
ained totally silent in the face of w

idespread insider trading if they had seen the 

practice as being harm
ful to the com

pany, to them
selves, or to investors. A

nd it is equally 

inconceivable that they w
ould not have recognized som

e
harm

 if it existed. Insider

trading m
ust have been as m

uch a w
ay of life in the U

.S. securities m
arkets prior to the 

1960’s as it is know
n to have been at a m

uch later date in Japan and other countries.  Its 

existence w
as so com

m
on and taken for granted that there w

as no need for em
pirical or 

even anecdotal evidence for the practice. 31

A
nd yet no one of significance in the business w

orld w
as ever heard to com

plain about 

the practice or m
uch less to declare it to be the m

oral equivalent of m
urder or rape in the 

com
m

ercial arena. 32  This silence is a m
ystery that has not been noticed or addressed by 

30 A
n interesting bit of supportfor the

notion that there w
as no concern about the “evils” of insider trading

com
es from

 the fact that, as late as 1939, the N
ew

Y
ork Stock Exchange

and other
leading

exchanges,
proposed

that Section 16(b) of
the Securities and Exchange

A
ct of 1934,the only

provision
thought

to
relate even m

odestly to insider trading,be
repealed.Textof Exchanges’ Proposals to

SEC, W
A

LL
S

T.J.,
M

ar. 15, 1939,at11.But see infra note
32.

31 C
lassic histories include H

EN
R

Y
C

LEW
S,F

IFTY
Y

EA
R

S IN
W

A
LL

S
TR

EET (1908) and E
D

W
IN

L
EFÈV

R
E,

R
EM

IN
ISC

EN
C

ES O
F A

 S
TO

C
K

O
PER

A
TO

R
(1923).  For evidence

of contem
porary practices in Japan and

elsew
here, see U

tpal B
hattacharya &

 H
azem

 D
aouk, The W

orld Price
of Insider Trading, 57 J.F

IN. 75 
(2002); Jan H

anousek &
 R

ichard Podpiera,Inform
ation-D

riven Trading
at the Prague

Stock
Exchange:

Evidence from
 Intra-D

ay
D

ata, 10 E
C

O
N.

T
R

A
N

SITIO
N

747 (2002); R
ichard Sm

all,
From

Tatem
ae to

H
onne: A H

istorical Perspective on the Prohibition of
Insider Trading

in Japan, 2 W
A

SH.U
.G

LO
B

A
L

S
TU

D.L.R
EV.313 (2003).

32 There are a few
 exceptions,prim

arily academ
ic,m

ore notable as proofof the proposition in the text than 
for suggesting

popularrevulsion about the practice such as w
e

find today.See B
ER

LE
&

M
EA

N
S,supra note

29, at 223-26,326
(condem

ning insider trading as an
abuse of access to inform

ation in the official capacity
and treating inside inform

ation as the collective property of the
shareholders);

F
R

A
N

K
P.

S
M

ITH,
M

A
N

A
G

EM
EN

T
T

R
A

D
IN

G:S
TO

C
K-M

A
R

K
ETS

P
R

IC
ES A

N
D

 P
R

O
FITS

(1941) (applying econom
ic analysis to10



m
odern w

riters – until now
.  W

hat can possibly explain this puzzling behavior?  Perhaps 

the practice w
as thought, as it is today, to be so heinous that no one w

anted even to 

m
ention it in polite com

pany, as the w
ords “cancer” or “incest” used to be treated.  B

ut 

there is little evidence that prior to the SEC
’s efforts in this regard, insider trading had 

anything like the connotation of extrem
e im

m
orality im

plied by this theory. There is no 

evidence of any general revulsion by the business com
m

unity or the public tow
ards

insider trading in those “good old days”. 

O
ne m

ight argue that the adoption of the securities law
s of the N

ew
 D

eal, w
ith their 

ostensible “full disclosure” philosophy, reflected a general dissatisfaction w
ith the state 

of affairs in securities m
arkets, including insider trading.  B

ut this w
ould be a serious 

m
isreading of that history, since that legislation, like m

ost other N
ew

 D
eal regulation, 

w
as aim

ed prim
arily at preventing or suppressing com

petition, regardless of w
hat 

incidental rationalization m
ay have been offered the public for political reason. 33

trading by corporate insiders but ultim
ately condem

ning insider trading
on

nonpublic inform
ation); H

.L. 
W

ilgus,Purchase ofShares
of C

orporation by a D
irector from

a Shareholder, 8 M
IC

H.L.R
EV. 267, 297

(1910) (arguing that insider
trading “does

m
ore to

discourage legitim
ate investm

ent in corporate shares
than alm

ost anything else”).  M
ore to the point, the Pujo

B
ill, a com

prehensive federal securities statute
proposed in

1913 after w
ell-publicized congressional

hearings,
had a

provision regulating trading
by

corporate officers and directors.  H
.R

. R
EP.N

O.62-1593,at
171-72 (1913).  There

w
ere even business

w
itnesses

w
ho criticized the practice

of insider trading
(but

did not endorse
the proposed regulatory

m
easures) during the subsequent Senate hearings in

1914.
See Regulation of the Stock Exchange:H

earings
on S. 3895

Before
the Senate C

om
m

. on Banking and
Currency,63d C

ong. 152-53,267-68 (1914).  B
utthis

w
as not the central them

e of the hearings,and
nothing cam

e of the provision regulating insider trading.
A

gain, the failure of any follow
-up

or of any increased concern after the hearings seem
s to strengthen the 

point that there w
as no serious public

concern
w

ith insider trading prior to Texas G
ulf Sulphur.

Perhaps the sam
e can be said about the “m

inority”
com

m
on law

 view
 that insider trading w

as im
proper

(though no early case even involved an anonym
ous transaction

on an exchange).
See W

A
N

G
&

S
TEIN

B
ER

G,
supra

note 2, §16.2.3.2.
A

dm
ittedly, Section

16(b)
of the Securities and Exchange A

ct of
1934

w
as sold to the public as an

anti-
insider trading provision, but its reach w

as
so lim

ited and its focus on m
anipulation so great, that it w

as 
never thought of as a com

prehensive effort to
deal

w
ith the subject.  Even so, the N

ew
Y

ork
Stock

Exchange sought repealof that provision only a few
 years later.See supra note 30.

33See E
LLISH

A
W

LEY,T
H

E
N

EW
D

EA
L A

N
D

 TH
E

P
R

O
B

LEM
 O

F M
O

N
O

PO
LY (1966). H

aw
ley found a real anti-

com
petition

m
otive but a different,publicly stated purpose, in connection w

ith
the creation of every N

ew
 

D
eal agency except the SEC

.  The exception
H

aw
ley thought he

found
w

as clearly an error. See also H
enry

G
. M

anne,Econom
ic

Aspects
of Required D

isclosure under
Federal Securities

Law
s,in W

A
LL

S
TR

EET IN
T

R
A

N
SITIO

N:T
H

E
E

M
ER

G
IN

G
S

Y
STEM

 A
N

D
 ITS

IM
PA

C
T O

N
 TH

E
E

C
O

N
O

M
Y 21, 31-36 (H

enry G
. M

anne
&

Ezra Solom
on eds.,1974) (discussing

possible anticom
petitive

m
otives and consequences

of the federal
securities law

s); H
enry G

. M
anne &

 Joseph J. B
ial, Q

uestioning the
SEC’s C

rusades, R
EG

U
LA

TIO
N, W

inter 
2001, at 8

(hypothesizing a restraint-of-com
petition m

otive behind the SEC
’s initial sally into the subject of

insider trading
in the

1960’s).
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A
nd w

hile it is true that there w
ould have been considerable “free rider” problem

s if any 

one com
pany had tried to enforce a rule against insider trading, again this w

ould not 

explain the universal silence on the subject.  Indeed, if this w
ere part of the explanation, it 

is m
uch m

ore likely that w
e w

ould have heard a public clam
or for governm

ent assistance 

w
ith the problem

 rather than total silence.

It m
ight be argued that, w

hile there w
as universal disapproval of insider trading, the

m
anagers, w

ho w
ere the chief perpetrators, w

ould naturally keep silent about their 

transactions.  This explanation w
ould apply equally to all top m

anagers, board m
em

bers

and controlling shareholders, and thus it could theoretically explain the universal silence 

on the subject.  B
ut this hypothesis is flaw

ed.  Top m
anagers

or controlling shareholders 

could not have been the only individuals w
ith access to undisclosed inform

ation, and they 

w
ould have no reason to “cover up” the trading of others.  A

ccountants w
ould have

valuable financial inform
ation before the C

FO
; salespeople and plant forem

en w
ould 

know
 of speed-ups in orders and production before the C

O
O

; and outsiders w
ould know

 

of pending m
erger offers before the C

EO
.

Even m
id-level executives, to say nothing of 

secretaries, elevator operators, and office boys, w
ould certainly on occasion have had 

access to tradable inform
ation.  A

nyone m
ightindeed have had som

e reason to rem
ain

silent about his or her ow
n trading, but that w

ould not explain the silence of the top 

m
anagers about underlings’ trades. 

O
r consider the m

atter of trading on bad new
s by various em

ployees of a com
pany.  O

ne 

w
ould expect top m

anagers to scream
 like stuck pigs if underlings traded on inform

ation

w
hich the superiors did not yet have and w

hich w
ould low

er stock price.  Such behavior 

could jeopardize m
anagers’ ow

n job security.  It is conventional w
isdom

 that top 

m
anagers of publicly-held com

panies do everything they can to put a rosy hue on any 

public disclosures and even on the com
pany’sfinancial accounting.  C

learly, their interest

in survival, as affected by the im
pact of bad new

s on the share price, w
ould prevail over 

any w
ish to hush up insider trading by others.  Thus w

e could hardly expect that to 

explain their total silence on the subject, since, in this case, insider trading m
ight be 

harm
ful to them

.

12



B
ut w

hat if the top m
anagers w

ere m
aking

so m
uch m

oney from
 trading on undisclosed 

inform
ation them

selves that they w
ere w

illing to acquiesce in underlings’ participation in 

order to avoid killing the gold-bearing goose?
 This too fails on close exam

ination.  Top 

m
anagers m

ay w
ell have had access to som

e valuable inform
ation before its trading value 

w
as frittered aw

ay by underlings, but controlling shareholders w
ho w

ere not directly 

involved in the m
anagem

ent of the com
pany

w
ould not. If they w

ere being cut out by 

their m
anagers, there is no reason to believe that they w

ould not com
plain about it or at 

least cite it as a reason forputting in new
 m

anagers.  O
f course, they too could all have 

been part of an enorm
ous conspiracy of silence, 34 but the odds are strongly against that.

So it is highly unlikely that corporate m
anagers of the relevant period thought there w

as a

problem
 w

ith the practice at all.  O
n the other hand, if som

e (net) advantage to the 

practice existed of w
hich m

anagers then w
ere even dim

ly aw
are, then their silence m

ight

w
ell im

ply approval of the practice.  R
ecognition of som

e benefit to insider trading w
ould

still not necessarily result in public discussion of the topic.  Silence m
ight still follow

 

because there w
as no m

arket pressure, and no social, intellectual, or psychological

incentive, to open the issue publicly.  If any disadvantage from
 insider trading had been 

recognized by im
portant business spokespersons of the day, silence w

ould have been 

unlikely. C
onversely silence could w

ell have been the consequence of approval. 35  O
ur 

rem
aining task then is to see if there w

as som
e benefit to the m

anagerial function from

insider trading other than the com
pensation

argum
ent w

hich w
e have already discounted. 
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34 For the
farfetched

plea for
regulating insider trading in

order to prevent m
anagers from

 using inside
inform

ation to “bribe” dom
inant shareholders to refrain

from
m

onitoring
(certainly a

kind
of conspiracy

theory), see Ernst M
aug, Insider Trading

Legislation and C
orporate

G
overnance, 46 E

U
R.E

C
O

N.R
EV.

1569 (2002).
35

W
e have already m

entioned that it is highly unlikely that they w
ere m

erely unaw
are

of the
practice or 

that they could not recognize
either an advantage ordisadvantage

from
 it.
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O
ne possible solution to this query is suggested by a surprising source, Friedrich H

ayek’s 

classic
The U

se of K
now

ledge in Society. 36  In that piece H
ayek advances the notion that 

the m
ost im

portant task of an econom
ic system

 is not the efficient allocation of goods and 

services.  If the necessary know
ledge of relative values w

ere available, those calculations 

w
ould not in theory be difficult.  Though these observations are m

ade in the context of a 

discussion of central econom
ic planning, his language, as w

e shall see, seem
s equally 

applicable to som
e of the problem

s of m
anaging a large corporate enterprise.

The real problem
 for the socialist planner, as H

ayek identified it, is how
 to m

anage the

necessary inform
ation in practice, since “the know

ledge of circum
stance . . . never exists 

in concentrated or integrated form
, but solely as the dispersed bits of incom

plete and 

frequently 
contradictory 

know
ledge 

w
hich 

all 
the 

separate 
individuals 

possess.”
37

H
ayek’s argum

ent that “[t]he various w
ays in w

hich the know
ledge on w

hich people base

their plans is com
m

unicated to them
 is the crucial problem

 for any theory explaining the 

econom
ic process”

38 applies equally w
ell to the problem

 of m
anaging a large corporation.

In other w
ords the essence of m

anagem
ent is not the substance of the inform

ation needed

for decisions but rather the process by w
hich inform

ation w
hich is som

ew
here

“out there”

gets com
m

unicated to the decision m
aker. 

H
ayek com

pared “central planning,” w
hich, “by its nature cannot take direct account of . 

. . circum
stances of tim

e and place” to “decentralized com
petition,” in w

hich the 

decisions are left to “the m
an on the spot.” 39  The parallels to the m

anagerial problem
 are 

very suggestive even if not exact.  Top-level m
anagers are regularly beset w

ith enorm
ous

problem
s of getting appropriate, truthful, and tim

ely inform
ation for m

aking decisions, 40

decisions w
hich in m

any particulars are sim
ilar to those a central econom

ic planner 
36 F.A

.H
ayek,The U

se ofK
now

ledge
in Society, 35 A

M
.E

C
O

N.R
EV. 519 (1945).

37Id. at 519.
38Id. at520.

H
ayek m

akes a distinction
betw

een scientific know
ledge and the kind of know

ledge of
the

“particular circum
stances of tim

e and place”
w

hich by its nature cannot enter into statistics such as a central
planner w

ould
need,id. at 524, or, it m

ight be argued, into accounting
data of the sort to w

hich the
SEC

gives preem
inence.

39Id.
40 For a brief sum

m
ary of the types of inform

ation-transm
ission

problem
s corporate m

anagers confront,see
Stephen M

.
B

ainbridge,
Privately O

rdered Participatory M
anagem

ent: An O
rganizational Failures

A
nalysis, 23 D

EL.J.C
O

R
P.L. 979,1013-14

(1998).  B
ut the “m

anagem
ent” literature on the subject of

inform
ation flow

s to decision-m
akers is enorm

ous, clearly reflecting the seriousnessof the problem
.
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w
ould have to m

ake.  A
nd, w

hile the corporate m
anager, unlike the central planner, 

cannot leave decisions up to “the m
an on the spot,” H

ayek’s euphem
ism

 for a m
arket

process, the m
anager m

ay have access to a related type of inform
ation source unavailable

to the socialist planner.

Inform
ation com

es to top m
anagers, of course, in m

any form
s and through various 

devices.  From
 w

ithin the com
pany, the decision-m

akers m
ight receive accounting and 

statistical data and w
ritten and oral reports from

 subordinates.  From
 outside the 

com
pany, the m

anagers m
ight enlist various kinds of consultants, auditors, or attorneys. 

Inform
ation can also be gleaned from

 public disclosures, paid inform
ants, or even books. 

B
ut even assum

ing (a real stretch to be sure) the correctness and the relevance of all 

inform
ation obtained through these devices, one

critical failing w
ill be found in every one 

of them
.  A

nything other than inform
ation based on first-hand experience (a very lim

ited

possibility) w
ill necessarily be som

ew
hat “stale.” This is not to deem

phasize the fact that 

m
uch of the inform

ation w
ill be erroneous, irrelevant, and/or biased.  It is m

erely to point

out that no m
atter how

 correct the substance of the inform
ation,it w

ill alw
ays take tim

e

for it to reach the decision m
aker, a delay that in som

e cases can prove fatal.  Inform
ation

of this sort w
ill alw

ays lack the im
m

ediacy
of w

hat H
ayek referred to as “the know

ledge

of the particular circum
stances of tim

e and place.”
41

For H
ayek, the solution in the case of econom

ic organization w
as for diffused decision 

m
akers to utilize the m

arket
price of a com

m
odity in their decisions, since that price

contained significant inform
ation

that diffused individual (private) planners need in order

to m
ake intelligent decisions. The price of

a good or service or com
m

odity w
as alw

ays 

im
m

ediately available and, as a guide to individual choice, inherently correct. 42

B
ut obviously the m

anager is not a central econom
ic planner, and diffused com

petition is

not usually a feasible alternative w
ay to organize the adm

inistration of a single firm
.

N
onetheless, suggestive sim

ilarities rem
ain. A

s H
ayek show

ed, “The m
ost significant 

41 H
ayek,supra note 36,at 524.

42Id. at 526.

15

fact about this system
 is the econom

y of know
ledge w

ith w
hich it operates, or how

 little 

the individual participants need to know
 in order to be able to take the right action.” 43

C
onsider the plight of a top m

anager of a corporation considering the expansion of a 

m
ajor division of the com

pany.  H
e has probably received rosy reports about the 

division’s perform
ance even though, perhaps contem

poraneously, the price of the 

com
pany’s stock is in sharp decline.  W

e
w

ill m
ake the sim

plifying assum
ption that all 

other divisions are know
n to be steady and the general business conditions have not 

changed. 44  C
learly that m

anager has som
e unbiased inform

ation that things are not all 

they appear in his reports to be, and prudence dictates finding out w
hat is really w

rong

w
ith that division before approving the expansion. 45

A
 scenario like that w

ould not be realistic unless som
eone w

ith inform
ation m

ore reliable 

than that given to the top executives w
as trading in the com

pany’s stock.  The m
anager

w
ould not care w

ho got that inform
ation or how

 that person procured it; he w
ould not 

care w
hether the trader w

as an insider or an outsider.  H
e w

ould not care w
hether the 

person w
as a file clerk or an investm

ent banker.  W
hat w

ould be im
portant is, first, to

stop the planned expansion; second, to find out w
hat w

as w
rong w

ith the division; third 

to fix the problem
; and possibly a fourth, take steps to deal w

ith the producers of the 

erroneous reports.  Each of these represents an im
portant m

anagerial action, and each of 

them
 depends on the inform

ation first gained through w
atching the stock’s price. 46

43 Id. at 526-27.  “The m
arvel is that . . . w

ithout an order being issued, w
ithout perhaps m

ore than
a

handfulof people know
ing the cause, tens of thousands of people

w
hose identity could not be ascertained

by
m

onths
or investigation, are m

ade to use the
m

aterial or its products m
ore sparingly;i.e., they

m
ove in 

the rightdirection.”
Id. at 527. 

44 This exam
ple incidentally strongly supports the use of so-called “tracking” stocks to aid in corporate

m
anagem

ent.  For an exam
ple of exactly this

scenario, see Joel T. H
arper &

 Jeff M
adura,

Sources of
H

idden Value
and Risk W

ithin Tracking
Stock, F

IN.M
G

M
T.,A

utum
n 2002, at 91. B

ut the scenario, and the 
others follow

ing, is m
uch closer to the ideas im

plicit in the m
odern theory of “prediction” m

arkets, the
creation

of virtual m
arkets in alm

ost any kind of future state.  The system
has until recently been used 

prim
arily

to
m

ake election outcom
e predictions, but it is increasingly finding a place in the corporate w

orld.
See infra notes54-55.
45See Jam

es B
. K

au et al., D
o

M
anagers Listen to the M

arket?, 14 J.F
IN.IN

TER
M

ED
IA

TIO
N (forthcom

ing
2005) (offering em

pirical evidence that m
anagers “listen to the

m
arket,” as they are m

ore likely to cancel 
investm

entsor m
erger plans w

hen the m
arket reacts unfavorably to the

related announcem
ent).

46 The prototypical N
ew

 Y
orker cartoon of a m

ogul w
atching the ticker tape in

his office im
plied that he 

w
as “playing the m

arket” on com
pany tim

e. B
ut the

grain
of truth in the

office presence of a ticker tape had
to be that the top m

anagerw
as w

atching
prim

arily his ow
n com

pany’sstock
price.
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O
r consider a m

anager faced w
ith a w

ell-publicized acquisition decision and a stock price 

that has declined m
ore than such an acquisition should occasion.

H
e should recheck all 

the num
bers and pause before com

pleting the acquisition.  A
ny other course threatens 

serious litigation, or w
orse, later on.  The inform

ation being im
pacted into the share’s 

price m
ay have com

e from
 insiders or outsiders, but, in any event, som

eone is betting 

their ow
n m

oney on the validity of num
bers quite different than those the executive has 

been given. 47 There is great peril in ignoring such inform
ation. 48

A
n additional scenario involves a situation that m

ust be com
m

on in high-tech fields or 

others w
ith rapidly changing technology.  Suppose that a publicly traded com

pany is 

riding high w
ith a dom

inant product in its particular m
arket but not a product that is fully 

protected by its patents against substitutes.  O
rders are high, earnings estim

ates are 

generous, m
orale am

ong em
ployees is good, consum

er response is enthusiastic, and the 

m
anagers are about to cash in on their stock options.  Just then, for no reason know

n to 

the com
pany’s top m

anagem
ent, the stock plum

m
ets.  It is in fact being shorted

49 by 

em
ployees of another com

pany w
hich has developed a far superior substitute product. 50

O
r consider a case of substantial em

bezzlem
ent and accounting fraud.  Top m

anagers

notice an otherw
ise m

ysterious decline in stock price.  This can set off alarm
s that 

ultim
ately lead to discovery of the fraud.  B

ut w
hy did the stock price decline? 

47 Y
uanzhi Luo, D

o Insiders Learn from
 O

utsiders? Evidence from
 M

ergers and Acquisitions,60 J. F
IN.

(forthcom
ing 2005) (offering

em
pirical evidence that m

arket reaction to
an M

&
A

 announcem
ent predicts

w
hether the com

panies later consum
m

ate the deal and that m
erging com

panies
appear to extract

inform
ation from

the m
arket reaction and later consider it in closing the deal). 

48 O
r, it m

ight be added, in not having it available
because

insider trading law
s have prevented som

eone
w

ith the
relevant inform

ation
from

 trading
or dissem

inating the inform
ation.  B

utI digress; the pointof the
text is m

erely that the stock m
arket m

ay convey valuable m
anagerial inform

ation eithernot available
ornot

available in tim
ely fashion anyw

here else. A
 m

anager m
ightbe at som

e pains to
preserve such a valuable

source of inform
ation and, to repeat the point of the text, not be heard to com

plain that som
eone has

“im
m

orally” traded on inside inform
ation.

49 The feasibility of short-selling and the existence of options
or futures

m
arkets generally im

prove
the

process
of aggregating inform

ation by allow
ing m

ore individuals to
profit on their inform

ation and
m

aking
the m

arket for the underlying
security m

ore “com
plete” and hence m

ore efficient.See Stephen Figlew
ski &

 
G

w
endolyn P. W

ebb,O
ptions, ShortSales, and M

arket C
om

pleteness, 48 J.F
IN. 761 (1993).

50 W
hile there is a great debate as to w

hetherthis trading w
ould run afoul of R

ule 10b-5
– it is not trading

by an insider
trading in the usual sense – this exam

ple nonetheless still serves to m
ake the point about

m
anagers

being
dependent on stock prices

for inform
ation they m

ay be unable to
secure elsew

here.See
also Ian

A
yres&

 Joe B
ankm

an,Substitutesfor Insider Trading, 54 S
TA

N.L.R
EV. 235 (2001).
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O
bviously som

eone in the know
 about the fraud decided that stock trading profits w

ere 

better than the “honor” of w
histle-blow

ing, and, at least this w
ay, other em

ployees of the 

com
pany m

ay never know
 w

ho the “snitch” w
as, thus avoiding various personal 

em
barrassm

ent and recrim
inations.  B

ut w
hy w

ould the top m
anagers care w

ho did the 

trading or even how
 those traders knew

 about the fraud?  That know
ledge w

ould not be 

required (nor cheap to acquire) before the m
anagers could take necessary corrective 

action.

This exam
ple suggests a m

ore general use of stock price in the day-to-day w
ork of top 

adm
inistrators.  If the m

anagers could assum
e that inform

ed trading w
as taking place

w
henever it becam

e profitable – in other w
ords, if m

anagers had acted as though the

stock m
arket w

ere “efficient” long before the idea of an efficient m
arket w

as articulated – 

they could also have used stock price changes as a kind of confirm
ation, albeit “noisy,” 

of their ow
n internal financial and other reports.  In other

w
ords, general insider trading 

w
ould go a long w

ay tow
ards keeping various functionaries on their toes and honest, 

since every m
ajor error or act of dishonesty w

ould becom
e a potential source of trading 

profit for som
eone else in the organization w

ho knew
 about the problem

. 51

That last idea in turn suggests yet another reason for silence about insider trading, this 

tim
e by controlling shareholders.  The problem

 of m
onitoring non-controlling m

anagers

w
as certainly recognized by investors and entrepreneurs long before B

erle and M
eans 

popularized the notion of a separation of ow
nership and control. M

anifestly, no agency 

relationship of this kind is feasible w
ithout som

e device for m
onitoring the quality of 

w
ork done by the agents.  A

re large investors w
ho do not directly m

anage their 

com
panies m

erely to w
ait until they receive obscure quarterly or annual financials before 

m
aking decisions about the quality of their m

anagers?  A
nd even if they serve or have 

51 Itgoes
w

ithout saying thatw
e are

discussing those
cases in

w
hich the trading is sufficient to m

ove the
price

of the com
pany’s shares.  Thisim

plicates the great debate about the
effectivenessof insider trading to

m
ove share

prices.  The em
erging consensus in the literature seem

s to be that this m
echanism

 functions
rapidly w

ith few
 trades by insiders necessary to create a substantialm

ovem
ent in the indicated direction.

See supra note 10.  Probably this effect w
ould

vary w
ith the size and liquidity of the m

arket for the
particular com

pany’s shares,the num
ber of analysts follow

ing the shares, and other factors.  B
ut the fact 

that the schem
e

m
ay not function w

ell to solve every
m

anagerial inform
ation problem

 is clearly no reason
fornot allow

ing it generally for those situations in w
hich it is useful.
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representatives on the board, can they be assured of speedy and correct inform
ation about 

the real value of m
anagerial decision m

aking?  This is the agency cost problem
par

excellence, and a feasible solution is to allow
, nay encourage, insider trading in order to 

assure as fast and accurate conveyance of inform
ation as possible via stock price. 52

O
ne w

ould guess that these investors w
ould w

ant every bit of m
arket price inform

ation

they could possibly get, w
hether it cam

e from
stock trading by insiders or by the devil. 

W
ith all the difficulties non-m

anaging shareholders w
ill have in securing adequate 

inform
ation to protect their investm

ent, it certainly com
es as no surprise to learn that 

large shareholders are rarely heard to com
plain about insider trading.  W

hat is m
ore 

surprising is that they and others w
ith concurrent interests did not m

ount a m
ore

successful effort to thw
art the SEC

’s cam
paign against the practice. 53

The various exam
ples given above help explain w

hy m
anagers and others could have 

been expected to rem
ain silent about insider trading in its heyday.  B

ut these sam
e

scenarios are also significant because today they could represent actual corporate

experim
ents w

ith so-called “virtual” or “prediction” m
arkets. 54 These schem

es typically

involve the use of an internally constructed m
ock or virtual stock m

arket or derivatives

m
arkets to assess a specific population’s valuation (prediction of success) of, for

exam
ple, a new

 product or m
anagerial decision. 55  The practice is based on the H

ayekian 

52 This insight m
akes particularly ironic that B

erle and M
eans com

plained that m
anagers

of large
corporations

m
ight engage

in insider trading.
See also K

au, et al., supra
note 45, at 33-34 (offering

em
pirical evidence that “m

anagers are m
ore likely to listen to m

arkets w
hen a higher proportion

of the
firm

’ssharesare held by blockholders”).
53

But see supra note 30
(show

ing som
e concern aboutSection

16(b)). It m
ay w

ell be the SEC
’s

high-
handed m

ethod of developing a general rule against insidertrading did notallow
 forsuch public

expression
of concern afterC

ady, Roberts.
See H

enry G
.M

anne,Insider Trading and the Adm
inistrative Process, 35 

G
EO.W

A
SH.L.R

EV. 473 (1967).
A

nd this m
ay w

ell be the
reason the SEC

 took the approach that it did.
54 For an excellent description of internal m

arkets for “securities” predicting future sales, success of a
certain product, or supplier behavior in such com

panies as Eli Lilly, H
ew

lett-Packard, and M
icrosoft, see 

B
arbara K

iviat, The End
of M

anagem
ent?, T

IM
E (Inside Business B

onusSection), July 12,2004.
55See, e.g., K

A
Y-Y

U
T

C
H

EN
&

C
H

A
R

LES
R

.P
LO

TT,IN
FO

R
M

A
TIO

N
A

G
G

R
EG

A
TIO

N
M

EC
H

A
N

ISM
S:C

O
N

C
EPT,

D
ESIG

N, A
N

D
 IM

PLEM
EN

TA
TIO

N
 FO

R
 A

 S
A

LES
F

O
R

EC
A

STIN
G

P
R

O
B

LEM
(C

al. Inst. of Tech., Soc. Sci.
W

orking Paper N
o.1131,2002). The paper discusses,am

ong other issues, the question
of w

hether the
prediction-m

arket m
echanism

can identify
know

ledgeable
individuals and provide an incentive

for them
to

participate,id.at 8-9, a problem
 w

hich
doesnot exist in a real legalm

arket for inside inform
ation.

See also
A

JIT
K

A
M

B
R

IL
&

E
R

IC
V

A
N

H
EC

K,M
A

K
IN

G
M

A
R

K
ETS:H

O
W

F
IR

M
S

C
A

N
D

ESIG
N

 A
N

D
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R
O

FIT FR
O

M
O

N
LIN

E
A

U
C

TIO
N

S A
N

D
E

X
C

H
A

N
G

ES
149-155,159-61 (2002) (discussing

how
 prediction m

arkets can aid corporate19

idea that m
arkets are better organizers of inform

ation and predictors of the future than are

individuals.

Prediction m
arkets in the corporate w

orld are designed to m
im

ic as nearly as possible the 

conditions of a real m
arket.  Thus they w

ork m
ore effectively if the individuals betting 

use their ow
n m

oney and trade to m
ake m

ore m
oney, just as in real m

arkets.  The idea is

that people w
ith the greatest confidence in the validity of their inform

ation w
ill bet m

ore

on that supposition than w
ill those w

ho lack such confidence, and the aggregate betting 

w
ill produce a “price” outcom

e m
uch m

ore
accurate than any one individual could

produce, just as H
ayek suggested. 56  There are problem

s w
ith getting the incentive

structure right in virtual m
arkets, problem

s
that do not exist in real m

arkets, but the 

results to date are nonetheless dram
atically

persuasive of the valuative and predictive

pow
ers of such m

arkets. 57

The sim
ilarities and overlaps betw

een the H
ayekian “use of know

ledge,” virtual m
arkets,

and insider trading should now
 be apparent to anyone.  They each involve, actually or 

virtually, one and the sam
e thing, nam

ely a m
arket for inform

ation.  A
nd this m

arket

inevitably 
perform

s 
far 

m
ore 

successfully 
than 

w
ould 

m
ost 

any 
non-m

arket 

adm
inistrative process, w

hether the latter be socialist central planning, m
arketing surveys

by polls, or m
andated financial disclosures such as required by the SEC

.  C
ertainly it 

should be clear now
 w

hy corporate m
anagers and others w

ith a real interest in m
anagerial

efficiency w
ould not have com

plained about insider trading w
hen it w

as w
idely 

recognized as a standard practice.  Their jobs w
ere – and still are – m

uch sim
plified w

ith 

decision-m
aking); Justin

W
olfers &

 Eric Zitzew
itz, Prediction M

arkets, J.E
C

O
N.P

ER
SP., Spring 2004, at

107 (sum
m

arizing
academ

ic
literature on prediction

m
arkets).

56
See also JA

M
ES

S
U

R
O

W
EIC

K
I,T

H
E

W
ISD

O
M

 O
F C

R
O

W
D

S 23-39
(2004)

(em
phasizing the im

portance of
diversity of beliefs am

ong the participants in a virtual or a realm
arket forthe “m

agic” of the aggregation
of

disparate valuations to w
ork).  This is another reason

w
hy the exclusion

of insiders
from

 the stock
m

arket
guarantees a less efficient m

arket than w
ould exist otherw

ise.
57 R

eaders are m
ost apt to be fam

iliar w
ith the Iow

a Electronic M
arkets for betting

on
political cam

paigns.
These have proved to be considerably

m
ore successful than any polling device for predicting the outcom

es
of A

m
erican

elections.
 See Iow

a Electronic M
arket W

ebsite,at
http://w

w
w

.biz.uiow
a/iem

 (last visited
___).  The

use of prediction
m

arkets m
ade headlines a few

 years ago
w

hen the D
epartm

ent of D
efense

D
A

R
PA

 office tried to use a virtual m
arket to predict terrorist activities.

A
 popular outcry that this allow

ed
“betting”

on terrorism
 and carried m

oral hazards
forced

D
O

D
 to cancel the project.

See
R

obin H
anson &

R
yan O

prea, M
anipulators Increase Inform

ation M
arket A

ccuracy 2 &
 n.2 (July 2004) (unpublished

m
anuscript,on file w

ith author), available at http://hanson.gm
u.edu/biashelp.pdf  (last visited

___).
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a free and open inform
ation m

arket for all possible participants. 58  There never w
as any

need, therefore, to include insider trading in executive com
pensation packages. 59  Even in

this day of regulated, distorted, and corrupted inform
ation flow

s, the sm
art m

anagers

m
ust still keep a w

eather eye out for unexpected changes in their com
pany’s stock 

price. 60

The illustrations used above are considerably oversim
plified and describe a kind of event 

that does not occur every day. In fact, the truly dram
atic case of im

portant inform
ation

being conveyed alm
ost instantaneously by the stock price m

ay be one of the rarer events 

in a top m
anager’s career.  Even so, there w

ould not have to be m
any such occasions, 

experienced directly or only heard about, before m
anagers w

ould understand the 

desirability of having insider-trading influenced stock prices available. So m
anagers,

directors, and large shareholders m
ay have had little or no incentive ever to talk about

insider trading as an im
portant m

anagerial tool and certainly none to condem
n it.  A

 

culture of silence on the subject seem
s the m

ost likely result.  The m
ystery posed earlier

in this paper has now
 been solved, and a new

 defense of insider trading has been 

described.

58 So m
uch

for the argum
ent that it w

ould
be

“unfair” if an office
boy, a janitor,or a secretary w

ere allow
ed 

to trade on inform
ation thatw

asfortuitously picked
up w

hile on the job.
C

f.U
nited Statesv. O

’H
agan, 521

U
.S. 642

(1997) (holding liable a law
 firm

partnernot personally representing the com
pany w

hose
options

and shares he traded).  M
anagem

ent’s interest w
ould be just as great in having these low

 functionaries trade 
on

new
 inform

ation as the highest level executive, so long as their trading added to the accuracy of
the

stock’s price. It’s reliable price-effect inform
ation they are after, not som

e puerile ideal of “fairness.” This
is not to

say,of course, that there m
ay not be situations in w

hich it w
ill be in a com

pany’s interest to
delay

inform
ation reaching the m

arket, say w
here this w

ould be valuable m
ainly to com

petitors.  In such a case, 
how

ever, w
e could expect the

m
anagers to

take w
hateversteps w

ere appropriate to
guard the inform

ation
and not to rely on a general rule against insider trading to cure a rarely

occurring
problem

.
59 This is not to say, how

ever, that there
m

ay not have been special cases w
here inventors or other

entrepreneurs
w

ere explicitly allow
ed, as part of their com

pensation package, to trade on the
value

of the
inform

ation they produced.
 This m

ight have been especially appropriate to cover such cases as 
pharm

aceutical scientists w
orking on new

 drug products and
betting

on their success.
A

 com
pany could 

then
get the advantages of a prediction m

arketw
ith the additional advantages

of an appropriate form
 of

incentive com
pensation.  This is notthe sam

e as a generalized argum
ent for insider trading

as
partof all

com
pensation packages, w

hich,asw
e have

seen, entails considerable
operational problem

s.
60 It is an

open
question justhow

 m
uch SEC

 regulation
has distorted the

m
arket for valuable inform

ation,
and the m

atter hasnot been addressed
by em

pirical research. Still, w
e do

know
 that enforcem

ent of insider
trading law

s is spotty and ineffective,but w
hether it is ineffective enough

that w
e still have substantially as

reliable and accurate a m
arket for inform

ation
(net

of all the adm
inistrative costs of

the system
) as w

e 
w

ould in the absence
of the

regulation is anyone’sguess.
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There are argum
ents against this new

 hypothesis in support of legalized insider trading. 

First, there is the practical point that the stock m
arket is notoriously volatile, and a 

m
anager m

ay be hard pressed at any give m
om

ent to know
 w

hether the stock price 

change he is w
itnessing is a result of inform

ed trading or of so-called “noise” trading. 61

“N
oise” w

ill significantly com
plicate the task of ferreting valuable insights out of a 

stock’s price, and on occasion noise m
ight

m
ake it im

possible to infer any valuable

inform
ation from

 a stock price.  B
ut the ability to analyze stock price changes should

probably be seen as another desirable skill for m
anagers. The fact that noise m

ay create 

som
e uncertainty w

ith this kind of inform
ation and on occasion m

ay m
ake it useless 

certainly does not im
ply that this inform

ation should never be available to m
anagers as 

w
ell-enforced insider trading law

s in effect w
ould do. 

A
 related point is that stock m

arkets are alw
ays subject to m

anipulation and that 

m
anagers relying on stock price to gain new

 inform
ation w

ill regularly be “confused” by 

others trying to convey false inform
ation. 62  W

hile this observation seem
s plausible, it 

fails to note that alternative schem
es of transm

itting inform
ation are equally if not m

ore 

subject to the sam
e risks.  Even m

ore to the point, how
ever, this argum

ent does not 

integrate the possibility of “counter m
anipulators,” w

ho can profit by trading on the truth 

regardless of w
hat their colleagues are up to.  A

ll indications are
that significant stock 

price m
anipulation is extrem

ely difficult to m
anage, and, ironically, it m

ay actually

im
prove the functioning of the m

arket. 63 This is sim
ilar to the point m

ade earlier about

the value of insider trading on bad new
s.  In both cases allow

ing an unfettered m
arket in 

61 A
ggregate m

arketor industry price m
ovem

ents w
ould

not obviously
have the sam

e value since a general
price level change w

ould
notim

plicate the kind
of inform

ation
w

e are concerned
w

ith
here.

62 For som
e suggestion

of this kind, see Saul Levm
ore,

Sim
ply Efficient M

arkets
and the

Role of
Regulation:Lessons from

 the Iowa Electronic M
arkets and the H

ollyw
ood Stock Exchange, 28 J.C

O
R

P.L
589,

600 &
 nn.36-37 (2003).  A

ctually Levm
ore, in a som

ew
hat different context, skirts near to ideas

proposed in this paper,but he seem
s reluctant to acknow

ledge any valuable role
for insider trading.

Id. at
588-89. For im

portant studies of the
problem

 of m
anipulation, see R

obin H
anson et al.,

Inform
ation

Aggregation and M
anipulation in an Experim

ental M
arket, 56 J. E

C
O

N.B
EH

A
V.&

O
R

G.; R
obin

H
anson,

FoulPlay
in Inform

ation
M

arkets (Jan. 2005) (unpublished m
anuscript,on file w

ith author),available at
http://hanson.gm

u.edu/foulplay.pdf (last visited
___).

63See especially H
anson &

 O
prea,supra note 57. Levm

ore also notes that profits can be m
ade by counter

m
anipulators and thatultim

ately an equilibrium
m

ay develop. Levm
ore,supra note 62,at601.
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inform
ation 

w
ill 

have 
salutary 

effects 
unheard 

of 
in 

connection 
w

ith 
regulatory

“disclosure.”

There is a special advantage that virtual
m

arkets have over real m
arkets pow

ered by 

inform
ed trading.  They can be carefully tailored to a very specific query such as “how

 

w
ill a particular new

 product fare in the m
arket?”  A

 generalized m
arket for all 

inform
ation, like the stock m

arket, cannot norm
ally perform

 w
ith this degree of 

specificity, but on occasion its m
essage w

ill be specific and clear.  The fact that this is not 

alw
ays the case is sim

ply one of the conditions of the m
arketplace; it is not a draw

back to 

insider trading as such. 

O
f course, since the argum

ent for allow
ing insider trading

presented here is brand new
 

and largely theoretical, w
e have little direct em

pirical or even anecdotal evidence to 

support it.  H
ow

ever, w
e do have a rapidly grow

ing num
ber

of reports of experim
ental

w
ork in prediction m

arkets, none of w
hich, needless to say, involve actual trading of 

stocks on a stock exchange. A
nd a num

ber of new
 questions for exploration com

e to

m
ind.   D

o m
anagers follow

 their com
pany’s stock price w

ith an obsession suggesting 

that it contains really valuable inform
ation for them

 (above and beyond their ow
n direct 

interest in stock-price-related com
pensation plans)?  D

o w
e have any evidence that 

problem
s have actually been discovered through this m

echanism
?  A

re there other factors 

that w
ould m

ake stock price m
onitoring a losing proposition, such as noise, unreliable 

data, m
ore efficient alternative inform

ation-transfer devices, or excessive tim
e or other 

costs associated w
ith the practice?

Even after the SEC
 began its in terrorem

cam
paign against insider trading and required 

com
pliance officers nearly everyw

here, few
 top executives of large corporations have

m
ade ferreting out insider trading a top priority of their adm

inistrations.  In other w
ords, 

though the silence on the topic has not been as com
plete as it w

as before Texas G
ulf 

Sulphur, com
plaints about the practice have still not been deafening.  M

ost of the roar 

com
es from

 the SEC
 and its supporters in the academ

ic and m
edia w

orlds.  So, w
e m

ight

w
onder, does this signify acquiescence by the corporate elite in the SEC

’s cam
paign 

23

against insider trading or does it m
erely m

ean that the cam
paign has been m

ainly bluster 

and headlines w
ith an extraordinarily low

 enforcem
ent capability? 64

A
ll of these are interesting questions that m

ay be asked about the H
ayekian hypothesis 

for insider trading.  Possibly a new
 area of scholarly research has been opened.  The

hypothesis seem
s to have enough “bite” that it w

ill have to be integrated into the general

argum
ent about insider trading that continues to rage.  If the issue w

ere a close one before 

this notion appeared, this could tip the balance, and w
e m

ay even begin to see som
e

advocacy of insider trading legality from
 those w

hose interest, professional or academ
ic,

is in m
aking the m

anagem
ent of large com

panies m
ore efficient. 

PA
R

T
 V

 – C
O

N
C

L
U

SIO
N

Stock trading by any inform
ed individuals can produce inform

ation that m
ay be

extrem
ely valuable to m

anagers of publicly-held com
panies.  This m

ay result in benefits

that are even greater than those that w
ere claim

ed for insider trading as a device to m
ake

the stock m
arket m

ore efficient.  That older argum
ent related efficiency of capital 

m
arkets alm

ost entirely to activities stock-m
arket activities such as investing, stock 

trading, or transactions in control. 65  N
ow

 w
e have added a corporate-governance 

dim
ension to the insider trading debate. Indeed w

hen w
e view

 the topic in H
ayekian

term
s, it is hard to escape the conclusion that know

ledgeable trading in an earlier era did

and probably still does aid considerably in the functioning of the large corporate system
.

A
nd a new

 question arises w
hether virtual m

arkets can provide a m
eaningful alternative

to overt legal insider trading, if indeed regulation of that trading has even significantly 

reduced its inform
ational benefit.

64 A
jeyo B

anerjee &
 E. W

oodrow
 Eckard,W

hy Regulate Insider Trading? Evidence from
 the First G

reat
M

erger W
ave

(1897-1903), 91 A
M

.E
C

O
N.R

EV. 1329 (2001); M
ichael P. D

ooley, Enforcem
ent ofInsider

Trading Restrictions, 66 V
A.L.R

EV. 1 (1980); Javier Estrada &
 J. Ignacio Peña, Em

pirical Evidence on the 
Im

pact of European Insider Trading Regulation, 20 S
TU

D.
E

C
O

N.
&

F
IN. 12 (2002); D

avid H
illier &

 
A

ndrew
 

P. 
M

arshall,
Are 

Trading 
Bans 

Effective? 
Exchange 

Regulation
and 

C
orporate 

Insider
Transactions around Earnings Announcem

ents, 8 J.C
O

R
P.F

IN. 393 (2002); Jeffrey F. Jaffe,The Effect of 
Regulation C

hanges
on Insider Trading, J.B

ELL
J.E

C
O

N.&
M

G
M

T.S
C

I. 93 (1974) H
. N

ejatSeyhun,The
Effectiveness of Insider

Trading Sanctions, 35
J.L.&

E
C

O
N. 149 (1992); A

rturo B
ris, D

o Insider
Trading

Law
s W

ork? (Feb.2003) (unpublished
m

anuscript, on
file w

ith
author).

65 H
ow

ever, the efficient m
arket concept also has som

e relevance for the
executive com

pensation debate.
See C

arlton
and Fischel,supra note 14.
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There is a lot of evidence that insider trading sim
ply w

ent underground
66 and that no 

substitute is really needed. SEC
 enforcem

ent of its rules is a m
ess.  It is arbitrary, 

capricious, political, and extrem
ely inefficient.  N

onetheless illegal insider trading, no 

m
atter how

 robust, is bound to be m
ore expensive and less efficient than the legalized 

variety, and so it is not surprising that other devices m
ight arise for surm

ounting the 

SEC
’s effort to hold back this tide.   If the actual stock m

arket cannot be used to gain 

certain inform
ation because of insider trading restrictions, then m

anagers (though, alas,

not outside investors) can create a virtual m
arket to provide som

e of the sam
e

inform
ation.  V

irtual m
arkets even have som

e
benefits lacking in the actual stock m

arket,

such as the ability to segregate out specific causes of share-price changes.  B
ut virtual 

m
arkets can never be a com

plete substitute because of the design and m
otivational

problem
s m

entioned earlier. B
ut they can am

eliorate som
e of the costs of the SEC

’s

cam
paign against insider trading, and w

e can expect them
 to flourish. 67

66See
supra note

64.
67 A

t least until the SEC
 decides that a virtualm

arket operated w
ith

real m
oney is close enough to the

real
thing to m

eritregulation.  For som
e possible foretaste of this, see SEC

 v. SG
, Ltd., 265 F.3d 42

(1st C
ir.

2001)
(ruling that trading in

shares of “fantasy” com
panies on the Internet – perhaps easily distinguished

from
 a prediction m

arket – is still covered
by the federalsecurities law

s). 
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The prim
ary goal of this A

rticle is to bring em
pirical evidence to bear on the 

heretofore largely theoretical law
 and econom

ics debate about insider trading. The A
rticle 

first sum
m

arizes various agency, m
arket, and contractual (or “C

oasian”) theories of 
insider trading propounded over the course of this longstanding debate. The A

rticle then 
proposes three testable hypotheses regarding the relationship betw

een insider trading 
law

s and several m
easures of stock m

arket perform
ance. Exploiting the natural variation 

of international data, the A
rticle finds that m

ore stringent insider trading law
s are 

generally associated w
ith m

ore dispersed equity ow
nership, greater stock price accuracy 

and 
greater 

stock 
m

arket 
liquidity, 

controlling 
for 

various 
econom

ic, 
legal 

and 
institutional factors. These results cast doubt on pure “C

oasian” theories of insider 
trading and suggest the appropriate locus of academ

ic and policy inquiries about the 
efficiency im

plications of insider trading and its regulation. Further em
pirical research is 

necessary, how
ever, to conclusively resolve the perennial insider trading debate. 
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The law
 and econom

ics debate about the desirability of prohibiting insider trading—
trading by corporate insiders on m

aterial, non-public inform
ation—

is both long-standing 
and unresolved. The early legal debate centered on w

hether insider trading is unfair to 
public investors w

ho are not privy to private corporate inform
ation. 1 H

ow
ever, the 

fairness inquiry w
as m

alleable, lacked a rigorous theoretical fram
ew

ork, and therefore 
did not yield coherent or practical policy prescriptions. 2 Professor H

enry M
anne abruptly 

shifted the debate to an efficiency inquiry w
ith his now

 classic 1966 book, Insider 
Trading and the Stock M

arket. In Insider Trading and the Stock M
arket, M

anne argued 
that, contrary to the prevailing legal and m

oral opinion of the tim
e, insider trading is 

desirable because it is econom
ically efficient. 3 Professor M

anne’s controversial thesis 
abruptly shifted the focus from

 fairness to the econom
ics of insider trading and 

precipitated an intense debate in the law
 and econom

ics literature about the efficiency 
im

plications of insider trading. 4 The central question in the law
 and econom

ics debate is 
w

hether insider trading is econom
ically inefficient and thus ought to be subject to 

governm
ent regulation or, conversely, w

hether it is econom
ically efficient and thus ought 

not to be regulated. Law
 and econom

ics scholars sit on both sides of the fence. Som
e 

even straddle the fence, for exam
ple, by arguing that even if insider trading m

ight be 
inefficient (bad) for som

e firm
s, it m

ight be efficient (good) for other firm
s, and therefore 

the law
 should enable corporations and shareholders to address insider trading via private 

contract on a case by case basis. W
ithout question, the law

 and econom
ics approach has 

advanced the legal policy debate about insider trading, but it has not achieved consensus 
on fundam

ental questions. 
The law

 and econom
ics literature on insider trading is plagued by a few

 significant 
shortcom

ings. Like the fairness inquiry, the efficiency inquiry is rather elusive, as no 
single locus of efficiency focuses the scholarly debate. R

ather, the investigations vary 
from

 exam
inations of the narrow

 effects of insider trading on efficiency at the firm
 level 

(agency theories of insider trading) to w
ork studying the broader effects of insider trading 

on stock m
arket efficiency (m

arket theories of insider trading). 5 It is possible, for 

1. 
See, e.g., R

oy A
. Schotland, U

nsafe at Any Price: A Reply to M
anne, Insider Trading and the Stock 

M
arket, 53 V

A.L.R
EV. 1425, 1438 (1967) (discussing the fairness of insider trading and its effect on the 

public’s confidence in the stock m
arket); see also V

ictor B
rudney, Insiders, O

utsiders, and Inform
ational 

Advantages U
nder the Federal Securities Law

s, 93 H
A

R
V.L.R

EV. 322, 334 (1979) (stating that “the antifraud 
provisions [of U

.S. securities law
s] are said to serve principally a protective function—

to prevent overreaching 
of public investors—

and only peripherally an efficiency goal”). 
 

2. 
U

.S. insider trading law
 doctrine dem

onstrates this confusion and am
biguity. See generally Stephen M

. 
B

ainbridge, Insider Trading,in
III E

N
C

Y
C

LO
PED

IA
 O

F L
A

W
 &

E
C

O
N

O
M

IC
S 772, 784-91 (B

oudew
in B

ouckaert 
&

 G
errit D

e G
eest eds., Edw

ard Elgar Publishing 2000) (attem
pting to determ

ine if insider trading injures 
investors); Stephen M

. B
ainbridge, The Insider Trading Prohibition: A Legal and Econom

ic Enigm
a, 38 F

LA.L.
R

EV. 35, 55-61 (1986) (defining fairness in “three principal w
ays”); Frank H

. Easterbrook, Insider Trading, 
Secret Agents, Evidentiary Privileges, and the Production of Inform

ation, 1981 S
U

P.C
T.R

EV. 309, 309-39 
(using three insider trading cases to discuss policy questions). 
 

3. 
H

EN
R

Y
G

.M
A

N
N

E,IN
SID

ER
 T

R
A

D
IN

G
 A

N
D

 TH
E S

TO
C

K
 M

A
R

K
ET 99-104

(1966). 
4. 

Id.See generally Jonathan R
. M

acey, From
 Fairness to C

ontract: The N
ew

 D
irection of the Rules 

Against Insider Trading, 13 H
O

FSTR
A

 L.R
EV. 9 (1984) (describing the evolution of U

.S. insider trading law
 

doctrine from
 a fairness focus to a contractual/property rights focus). 

 
5. 

See
M

ark K
lock, M

ainstream
 Econom

ics and the Case for Prohibiting Inside Trading, 10 G
A.S

T.U
.
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exam
ple, that insider trading m

ay enhance efficiency w
ithin the firm

, but that m
arkets in 

w
hich insider trading is perm

itted are thereby less efficient in the aggregate. R
esearchers 

w
ho focus their studies at different levels and report different results could be talking past 

each other. A
 second, m

ajor deficiency of the law
 and econom

ics literature on insider 
trading is that it is insufficiently grounded in em

pirical evidence, although, as Professors 
C

arlton and Fischel note, the “desirability of [regulating] insider trading is ultim
ately an 

em
pirical question.” 6 R

ather, beginning w
ith Professor M

anne’s sem
inal argum

ent, law
 

and econom
ics scholarship on insider trading has been largely speculative and theoretical. 

Finally, until recently, the existing em
pirical literature on insider trading has been 

A
m

erican-centered. 7 Few
 scholars have sought to exam

ine the im
pact of insider trading 

rules in a com
parative context. This is im

portant because, w
ithout variation in insider 

trading rules, one cannot test causal hypotheses. 
This A

rticle, unlike m
ost of the existing legal scholarship on insider trading, is 

em
pirical and com

parative. 8 The m
ain aim

 is to determ
ine w

hether insider trading law
s 

are system
atically related to stock m

arket perform
ance across countries. To that end, the 

A
rticle form

ulates three testable hypotheses regarding the relationship betw
een insider 

trading law
s and equity ow

nership, the inform
ativeness of stock prices, and stock m

arket 
liquidity, respectively. These hypotheses are that countries w

ith m
ore stringent insider 

trading law
s w

ill have: (a) m
ore w

idespread equity ow
nership; (b) m

ore inform
ative 

stock prices; and (c) m
ore liquid stock m

arkets, other things equal. To test these 
hypotheses, I constructed a unique index of the stringency of insider trading law

s for 
thirty-three countries as of the m

id-1990s. U
sing m

ultivariable regression analysis, 9 I 
find that countries w

ith m
ore stringent insider trading law

s have m
ore dispersed equity 

ow
nership; m

ore liquid stock m
arkets; and m

ore inform
ative stock prices, consistent w

ith 
the form

ulated hypotheses. B
ecause of the sm

all num
ber of available cases and the 

im
possibility of controlling for all potentially relevant variables, these conclusions m

ust 
be regarded as tentative, but they are nonetheless significant. If insider trading law

s are 

L
6.   D

ennis W
. C

arlton &
 D

aniel R
. Fischel, The Regulation of Insider Trading, 35 S

TA
N.L.R

EV.857,866
(1983).

For early em
pirical evidence on the effects of insider trading law

s in the U
nited States, see Jeffrey F. 

Jaffe, The Effect of Regulation C
hanges on Insider Trading, 5 B

ELL J.E
C

O
N.&

M
G

T.S
C

I.93 (1974); H
. N

ejat 
Seyhun, The Effectiveness of Insider-Trading Sanctions, 35 J.L

A
W

.&
E

C
O

N. 149 (1992).  

.R
EV.297, 299 (1994) (focusing on the “public policy argum

ents over insider trading”). 

 
7.  See Jaffee, supra note 6; Seyhun, supra note 6. 

 
8. 

For som
e recent com

parative studies of insider trading law
s, see sources cited infra

note 204.  The 
A

rticle contributes to the large and ever-expanding em
pirical law

 and finance literature. See, e.g., Lucian 
B

ebchuk &
 M

ark R
oe, A Theory of Path D

ependence in C
orporate G

overnance and O
w

nership, 52 S
TA

N.L.
R

EV. 127 (1999); John C
offee, The Future as H

istory: The Prospects for G
lobal C

onvergence in C
orporate 

G
overnance and its Im

plications, 
93 

N
W

.
U

.
L.

R
EV. 

641 
(1999) 

[hereinafter 
Prospects for G

lobal 
C

onvergence]; John C
. C

offee, The Rise of D
ispersed O

w
nership: The Roles of Law

 and the State in the 
Separation of O

wnership and C
ontrol, 111 Y

A
LE

L.J.3 (2001) [hereinafter Rise of D
ispersed O

w
nership]; 

Sim
eon D

jankov, R
afael La Porta, Florencio Lopez-de-Silanes &

 A
ndrei Shleifer, The Law

 and Econom
ics of 

Self-D
ealing (2006) [hereinafter D

jankov et al., Self-D
ealing] (unpublished m

anuscript, on file w
ith author); 

R
afael La Porta, Florencio Lopez-de-Silanes, A

ndrei Shleifer &
 R

obert V
ishny, Law

 and Finance, 106
J.P

O
L.

E
C

O
N.1113

(1998)[hereinafter La Porta et al., Law
 and Finance]; R

afael La Porta, Florencio Lopes-de-Silanes, 
A

ndrei Shleifer &
 R

obert V
ishny, Legal D

eterm
inants of External Finance, 52 J. F

IN.1131
(1997)[hereinafter 

La Porta et al., Legal D
eterm

inants]; R
afael La Porta, Florencio Lopez-de-Silanes &

 A
ndrei Shleifer, W

hat 
W

orks in Securities Law
s?, 61 J. F

IN. 1 (2006) [hereinafter La Porta et al., W
hat W

orks?].
 

9. 
See discussion infra Part V

. 
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detrim
ental, as Professor M

anne and others have posited, the pattern I find w
ould have 

been unlikely. 
The A

rticle is organized as follow
s: Part II review

s the theoretical law
 and 

econom
ics debate about the desirability of regulating insider trading, categorizing the 

theories of insider trading into tw
o broad groups, agency theories and m

arket theories; 
Part III form

ulates three testable hypotheses that em
erge from

 the theoretical literature; 
Part IV

 describes the data and presents sum
m

ary statistics; Part V
 presents and discusses 

the results of m
ultivariable regression analysis; and finally, Part V

I concludes by 
addressing som

e of the im
plications of this A

rticle’s findings for the theoretical law
 and 

econom
ics debate about insider trading. In particular, I argue that this A

rticle’s findings 
tend to support the argum

ents of legal scholars w
ho argue that insider trading regulation 

has a beneficial im
pact on stock m

arkets. H
ow

ever, m
ore em

pirical w
ork is necessary to 

conclusively resolve the theoretical debate. 

II.T
H

E
L

A
W

 A
N

D
 E

C
O

N
O

M
IC

S D
EB

A
TE O

V
ER

 IN
SID

ER
 T

R
A

D
IN

G

Law
 and econom

ics theories about insider trading fall into tw
o m

ain categories: 
agency theories and m

arket theories of insider trading. 10 A
gency

theories of insider 
trading analyze its effect on the classic corporate agency problem

, the m
anager-

shareholder conflict of interest. 11 These theories consider w
hether insider trading 

am
eliorates or w

orsens this conflict, and therefore w
hether it increases or reduces firm

-
level efficiency. 12 In contrast, m

arket
theories of insider trading address its broader 

ram
ifications for m

arket efficiency. 13 In this Part, I sum
m

arize com
m

on agency and 
m

arket theories for and against insider trading regulation, and I briefly discuss the private 
contracting approach that som

e opponents of insider trading regulation advocate. 

A. Agency Theories of Insider Trading 

A
gency theories of insider trading analyze the effects of insider trading on agency 

costs. 14 If insider trading reduces the divergence betw
een shareholders’ and m

anagers’ 

 
10. 

Proponents and opponents of insider trading regulation often defend their argum
ents on both agency 

and m
arket efficiency grounds. H

ow
ever, this categorization of the argum

ents is a useful organizing tool. 
11. 

See A
D

O
LF

A
.B

ER
LE &

G
A

R
D

IN
ER

 C
.M

EA
N

S,T
H

E
M

O
D

ER
N

C
O

R
PO

R
A

TIO
N

 A
N

D
 P

R
IV

A
TE P

R
O

PER
TY

(2005) (exploring effect of m
anager-shareholder conflict of interest on corporations);

M
ichael C

. Jensen &
 

W
illiam

 H
. M

eckling, Theory of the Firm
: M

anagerial Behavior, Agency C
osts, and O

w
nership Structure, 3 J.

F
IN.E

C
O

N. 305 (1976) (explaining the conflict that exists w
hen m

anagers have m
ixed financial interests in 

corporations).  
 

12. 
Judge Easterbrook w

as one of the first scholars system
atically to explore the agency dim

ensions of 
insider trading. Frank H

. Easterbrook, Insider Trading as an Agency Problem
, in P

R
IN

C
IPA

LS A
N

D
 A

G
EN

TS: TH
E 

S
TR

U
C

TU
R

E O
F B

U
SIN

ESS 81
(John W

. Pratt &
 R

ichard J. Zeckhauser eds., 1985). 
 

13. 
These m

arket features are often referred to collectively as m
arket integrity. See generally Law

rence M
. 

A
usubel, Insider Trading in a Rational Expectations Econom

y, 80 A
M

.E
C

O
N.R

EV. 1022 (1990) (m
odeling the 

effect of insider trading on “investor confidence”); U
tpal B

hattacharya, H
azem

 D
aouk, B

rian Jorgenson &
 C

arl-
H

einrich K
ehr, W

hen an Event is Not an Event: The C
urious C

ase of an Em
erging M

arket, 55 J. F
IN.E

C
O

N. 69, 
72 n. 4 (2000) (“M

arket integrity refers to the disadvantages [that] outsiders face vis-à-vis insiders w
hen trading 

in the m
arket.”). 

 
14. 

Jensen and M
eckling define agency costs as the sum

 of the shareholders’ m
onitoring costs, the 

m
anagers’ bonding costs, if any, and the residualloss, w

hich is the decrease in shareholders’ w
elfare caused by 



B
EN

Y
C

EC
 IN

 PR
O

G.D
O

C 
11/13/2006

1:42:53
PM

 

242 
The Journal of C

orporation Law
 

[W
inter 

interests, then it reduces agency costs. C
onversely, if insider trading increases this 

divergence, then it increases agency costs. Proponents of unregulated insider trading 
argue  the form

er is true, w
hile proponents of insider trading regulation opt for the latter. 

1. Insider Trading as an Efficient C
om

pensation M
echanism

 

In
Insider Trading and the Stock M

arket, Professor M
anne argues that insider 

trading is econom
ically efficient because it m

otivates entrepreneurial innovation. 15

A
ccording to Professor M

anne, it is difficult to com
pensate entrepreneurs because, unlike 

capitalists and salaried em
ployees, it is hard to identify entrepreneurs in advance. 

B
ecause anyone from

 regular salaried em
ployees to top executives m

ay generate 
profitable innovations, it is difficult to set entrepreneurs’ pay in advance. M

oreover, the 
value of entrepreneurial activity w

ill be vague at the outset: 
True innovation cannot be predicted nor its value know

n before it has been 
thought of and m

ade effective. True innovation cannot be planned and 
budgeted in advance. A

n individual cannot be hired to perform
 x

am
ount of 

entrepreneurial service. 16

Finally, so the argum
ent goes, the dynam

ic nature of innovation renders it virtually 
im

possible to contract over in advance. 17

Insider trading is seen as a m
echanism

 to avoid the inefficiencies that these 
conditions w

ould otherw
ise produce. Through insider trading, entrepreneurs can be 

rew
arded in direct proportion to and contem

poraneously w
ith their innovations. 18

Entrepreneurial innovation creates valuable new
 inform

ation (at the m
ost basic level, that 

there has been an innovation), and the first person to know
 about it is the entrepreneur 

w
ho produced the innovation. She can profit by buying the com

pany’s shares before the 
public learns of the innovation and before their value rises to reflect the positive new

s. 
Even if the entrepreneur is w

ealth-constrained and thus cannot buy unlim
ited shares, she 

can “sell” this inform
ation to others. 19 In this m

anner, insider trading “readily allow
s 

corporate entrepreneurs to m
arket their innovations,” thus forging a closer link betw

een 
entrepreneurial com

pensation and innovation. 20 Since it m
axim

izes their incentives to 
innovate, insider trading is the best w

ay to com
pensate entrepreneurs, according to 

Professor M
anne. 21

Professors C
arlton and Fischel recast Professor M

anne’s efficient com
pensation 

thesis in the language of the econom
ics of agency. 22 They argue that insider trading is 

efficient because it reduces agency costs. In their view
, relying on capital and product 

the divergence betw
een the m

anagers’ decisions and the decisions that w
ould m

axim
ize the shareholders’ 

w
ealth. Jensen &

 M
eckling, supra note 11, at 308. Judge Easterbrook w

as one of the first scholars 
system

atically to explore the agency dim
ensions of insider trading. See

Easterbrook, supra note 12. 
 

15. 
M

A
N

N
E,supra note 3. 

 
16. 

Id. at 133. 
17. 

Id. at 132-38. 
18. 

Id. at 138-41. 
19. 

Id. at 138-39. 
20.

M
A

N
N

E,supra
note 3, at 138. 

 
21. 

Id.
 

22. 
C

arlton &
 Fischel, supra

note 6, at 866. 
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m
arkets to properly incentivize m

anagers is insufficient because these m
arkets w

ork 
im

perfectly, m
aking it relatively difficult to rem

ove poorly perform
ing m

anagers. Ex ante 
com

pensation contracts are inadequate because they w
ould require costly “periodic 

renegotiations ex post based on (im
perfectly) observed effort and output . . . .” 23 In 

contrast, insider trading enables m
anagers continually to update their com

pensation in 
light of new

 inform
ation w

ithout incurring renegotiation costs. 24 Insider trading thus 
increases m

angers’ incentives by linking their “fortunes m
ore closely to those of the 

firm
.”

25

In addition, Professors C
arlton and Fischel claim

, insider trading im
proves the 

m
anagerial labor m

arket: 
A

 related advantage of insider trading is that it provides firm
s w

ith valuable 
inform

ation concerning prospective m
anagers. It is difficult for firm

s to 
identify those prospective m

anagers w
ho w

ill w
ork hard and not be overly risk 

averse in their choice of investm
ent projects. B

asing com
pensation in part on 

insider trading is one m
ethod for sorting superior from

 inferior m
anagers. 

B
ecause 

insider 
trading 

rew
ards 

those 
m

anagers 
w

ho 
create 

valuable 
inform

ation and are w
illing to take risks, m

anagers w
ho m

ost prefer such 
com

pensation schem
es m

ay be those w
ho are the least risk averse and the m

ost 
capable. 26

B
ecause the ability to engage in insider trading causes the m

ost able m
anagers to self-

select into firm
s that allow

 it, insider trading reduces both screening and m
onitoring 

costs. 27 Low
er screening and m

onitoring costs im
ply low

er agency costs, a central 
concern of corporate law

. 2. Insider Trading as an Agency C
ost 

Proponents of insider trading regulation em
phasize its rent-extraction potential, 

suggesting that insider trading m
ight sim

ply be an inefficient private benefit of control 
that accrues to m

anagers and other insiders at shareholders’ expense. 28 They argue that 
rather 

than 
serving 

as 
an 

incentive-alignm
ent 

device 
that 

m
ore 

closely 
aligns 

shareholders’ and m
anagers’ interests, insider trading can exacerbate agency costs by 

distorting the m
anagerial w

age-setting process. 29 If they are perm
itted to trade, m

anagers 
m

ight be able, ex post,to undo an efficient ex ante
com

pensation contract and thereby 
sabotage 

perform
ance-based 

com
pensation 

schem
es 

intended 
to 

calibrate 
pay 

to 

23. 
Id. at 870. 

24. 
Id. at 866. 

25. 
Id. at 877. 

26. 
Id. at 871-872. 

 
27. 

C
arlton &

 Fischel, supra
note 6, at 866. 

 
28. 

O
n the problem

 of private benefits of control, see generally, Sanford J. G
rossm

an and O
liver D

. H
art, 

C
oporate 

Financial 
Structure 

and 
M

anagerial 
Incentives,

in 
T

H
E

E
C

O
N

O
M

IC
S 

O
F IN

FO
R

M
A

TIO
N

 
A

N
D

 
U

N
C

ER
TA

IN
TY 125 (J. J. M

cC
all ed., 1982). 

 
29. 

R
einier K

raakm
an, The Legal Theory of Insider Trading Regulation in the U

nited States,
in

E
U

R
O

PEA
N

 IN
SID

ER
 D

EA
LIN

G:L
A

W
 A

N
D

 P
R

A
C

TIC
E 47,52

(K
laus J. H

opt &
 Eddy W

ym
eersch eds., 1991); 

K
lock, supra

note 5, at 313-15. 
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productivity. 30 A
s a result, firm

s m
ight have to m

onitor m
anagers’ trading ex post, 

offsetting its presum
ed cost-saving to the firm

. 31

In addition, som
e proponents of regulation argue that in practice it is difficult to 

ensure that those w
ho produce valuable inform

ation (i.e., entrepreneurial innovations) are 
the only ones w

ho are able to profit from
 it. 32 This non-excludability feature of insider 

trading benefits could generate a free-rider problem
 and possibly lead to inform

ation 
hoarding w

ithin the firm
 as the true entrepreneurs, w

ho are the real innovators in the firm
, 

w
ould have an incentive to hold their inform

ation close to their chests to m
aintain a 

m
onopoly on insider trading profits. The inability of the firm

’s true entrepreneurs to 
m

onopolize the inform
ation about their innovations vis-à-vis other insiders m

ight 
ultim

ately reduce the incentive to innovate and therefore negatively affect corporate 
perform

ance. In addition, by obstructing the free flow
 of inform

ation through the firm
, 

such inform
ation hoarding could reduce the firm

’s overall organizational efficiency. 33

Proponents of insider trading legislation also claim
 “that allow

ing m
anagers to trade 

on inside inform
ation” m

ight give them
 incentives to take on too m

uch risk or to 
undertake value-reducing projects. 34 Since insider trading is m

ore profitable the m
ore 

stock price volatility increases, it m
ight encourage m

anagers to engage in excessively 
risky investm

ent behavior by undertaking overly risky projects that create private 
opportunities for profitable insider trading but that reduce corporate value for the firm

. 35

In addition, since m
anagers can profit from

 insider trading w
hether the firm

 is perform
ing 

 
30. 

K
raakm

an, supra note 29, at 52. 
 

31. 
Even Professors C

arlton and Fischel, ardent proponents of deregulation, concede that “[b]anning 
insider trading w

ould prevent insiders from
 undoing com

pensation agreem
ents in this m

anner.” C
arlton &

 
Fischel,supra note 6, at 873. 

32. 
See, e.g.,Jam

es D
. C

ox, Insider Trading and C
ontracting: A C

ritical Response to the Chicago School,
1986 D

U
K

E
L.J.628, 653 (1986) (stating that “m

ost [U
.S.] insider-trading cases have not involved those w

hose 
entrepreneurial or other m

anagerial efforts have produced the value-increasing event that w
as traded upon. 

Instead, the defendants have been outside directors, professionals, or clerks w
hose assistance w

as used to 
com

plete the transaction, not to create it”). 
 

33. 
R

obert J. H
aft, The Effect of Insider Trading Rules on the Internal Efficiency of the Large 

C
orporation, 80 M

IC
H.

L.
R

EV. 1051, 1053-67 (1982). This argum
ent is, in m

y view
, an exam

ple of the 
shortcom

ings of the abstract theorizing that has characterized both sides of the insider trading debate. If an 
innovator held her inform

ation com
pletely private, neither she nor her firm

 w
ould benefit because the 

innovation w
ould never be developed. If she w

ere to buy stock in the com
pany before disclosing her idea, her 

investm
ent w

ould have to account for the likelihood that she could not sell her innovation w
ithin the firm

, and 
she m

ight be poorly situated to estim
ate this risk. R

ealistically, the type of insider trading that regulators have 
been concerned w

ith often does not involve innovation at all but know
ledge that a person secures because of her 

position in the firm
, such as know

ledge about w
hat the next quarterly report w

ill say. To the extent that 
innovation is involved, trading on the inside know

ledge is likely to be sufficiently dow
nstream

 from
 the original 

innovative or entrepreneurial spark so that m
any w

ho did not contribute to its developm
ent w

ill be able to 
benefit from

 it if they are allow
ed to trade on their inside know

ledge. 
34. 

See K
lock, supra

note 5, at 313-15; K
raakm

an, supra
note 29, at 52 (discussing the role of m

anagers 
in insider trading); see also Lucian A

rye B
ebchuk &

 C
haim

 Fershtm
an, Insider Trading and the M

anagerial 
C

hoice Am
ong Risky Projects, 29 J. F

IN. &
 Q

U
A

N
T.A

N
A

LY
SIS 1 (1994) (presenting a form

al econom
ic m

odel 
of the effect of insider trading on m

anagers’ choice am
ong risky investm

ents). 
35. 

See K
raakm

an, supra note 29, at 52
(“The option-like character of returns from

 insider trading rew
ards 

the selection of projects w
ith volatile payouts, regardless of w

hether they have a positive or negative return on 
net.”). In response, opponents of insider trading regulation claim

 that m
anagers are too risk averse and insider 

trading encourages them
 to bear m

ore risk, w
hich is good for shareholders. 
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poorly or w
ell, insider trading increases m

anagers’ incentives to under-perform
 by 

m
aking them

 indifferent as to w
hether the firm

 is doing w
ell or poorly. 36

If corporate insiders are perm
itted to sell the firm

’s shares short, the potential 
problem

s of excessive risk-taking and com
pensation unbundling induced by insider 

trading m
ay be exacerbated. 37 Professor K

lock gives a colorful and som
ew

hat hum
orous 

exam
ple: 
A

 case in point is that of M
r. A

lbert W
iggin, as told by Professor M

alkiel. M
r 

W
iggin w

as, 

 
[t]he head of C

hase, the nation’s second largest bank at the tim
e. In July 

1929 M
r. W

iggin becam
e apprehensive about the dizzy heights to w

hich stocks 
had clim

bed and no longer felt com
fortable speculating on the bull side of the 

m
arket. . . . B

elieving that the prospects of his ow
n bank’s stock w

ere 
particularly dim

 . . . he sold short over 42,000 shares of C
hase stock. . . . 

 
W

iggin’s tim
ing w

as perfect. Im
m

ediately after the short sale the price of 
C

hase stock began to fall, and w
hen the crash cam

e in the fall the stock 
dropped precipitously. W

hen the account w
as closed in N

ovem
ber, M

r. W
iggin 

had netted a m
ultim

illion dollar profit from
 the operation. . . . 

 
There are tw

o possible interpretations of the W
iggin case. O

ne is that M
r. 

W
iggin believed bad new

s w
as inevitable and sold short. H

e then w
orked 

vigorously against his ow
n self interest trying to m

inim
ize his profit, and even 

trying to lose his personal w
ealth, but nevertheless m

anaged to m
ake a great 

deal of m
oney in spite of his best efforts to the contrary. . . . The alternative 

w
as that there is som

e self-dealing going on. R
eaders are left to determ

ine for 
them

selves the m
ore probable explanation. 38

B. M
arket Theories of Insider Trading 

Insider trading m
ight have efficiency im

plications that are broader than its effects at 
the firm

 level. 39 M
arket theories of insider trading address these broader ram

ifications. 
The tw

o m
easures that are m

ost frequently addressed in the insider trading debate are 
stock price accuracy and stock m

arket liquidity. Econom
ists and finance scholars have 

 
36. 

K
raakm

an, supra
note 29, at52

(discussing the role of m
anagers in insider trading); K

lock, supra
note

5, at 313-15; Easterbrook, supra note 12, at 86; Im
an A

nabtaw
i, N

ote, Tow
ard A D

efinition of Insider Trading,
41 S

TA
N.L.R

EV. 377, 391-92 (1989). 
 

37. 
In the U

.S., R
ule 16(b) prohibits short-selling. U

.S. Securities Exchange A
ct of 1934, 15 U

.S.C
. § 

78p(b) (2006). But see C
arlton &

 Fischel, supra note 6, at 873-74
(arguing that short selling m

ay be beneficial 
to the firm

, “if it induces m
anagers to invest in a w

ay that m
axim

izes the value of the firm
” and that m

anagers 
w

ill be sufficiently self-constrained not  to seek profits from
 bad new

s).
 

38. 
K

lock, supra note 5, at 314-15 (quoting B
U

R
TO

N
G

.
M

A
LK

IEL, A
R

A
N

D
O

M
 W

A
LK

 D
O

W
N

 W
A

LL 
S

TR
EET 186 (1990)) (internal quotations om

itted). 
39. 

See generally Zohar G
oshen &

 G
iedeon Parchom

ovsky, O
n Insider Trading, M

arkets, and “N
egative” 

Property Rights in Inform
ation, 87 V

A.L.R
EV. 1229 (2001) (discussing the effects of insider trading on m

arket 
efficiency); K

im
berly D

. K
raw

iec, Fairness, Efficiency, and Insider Trading: D
econstructing the C

oin of the 
Realm

 in the Inform
ation Age, 95 N

W
.U

.L.R
EV. 443 (2001) (addressing the efficiency im

plications of insider 
trading for the m

arket for inform
ation). 
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long noted the im
portance of both of these characteristics of the stock m

arket to the 
efficiency of capital allocation and the cost of capital and therefore ultim

ately to 
econom

ic grow
th. 40

1. Insider Trading and Stock Price Accuracy 

a. The M
eaning and Econom

ic Significance of Stock Price Accuracy 

There is disagreem
ent about the m

eaning of accurate stock prices. 41 In this A
rticle, I 

refer 
to 

accurate 
stock prices 

as 
stock 

prices 
that reflect 

as 
m

uch 
firm

-specific 
inform

ation as possible. A
s Professors Fox, M

orck, Y
eung, and D

urnev point out, 
“[s]hare price is relatively ‘accurate’ if it is likely to be relatively close, w

hether above or 
below

, to the share’s actual value. W
hen a price has a high expected accuracy, the 

deviation of the price from
 actual value is, on average, relatively sm

all.” 42

A
ccurate share prices are im

portant to econom
ic efficiency via their effect on capital 

allocation: 
M

ore accurate prices can increase the am
ount of value added by firm

s as they 
use society’s scarce resources for the production of goods and services. In a 
com

petitive econom
y, the increase in value added w

ill generally increase both 
the level of firm

 cash flow
s . . . and returns to other factors of production . . . by 

im
proving the quality of [capital allocation across] investm

ent projects in the 
econom

y and by im
proving the operation of existing real assets. 43

In addition to im
proving the efficiency of capital allocation, accurate stock prices 

m
ight reduce agency costs w

ithin the firm
: 

[A
]dditional disclosure and increased share price accuracy, by signaling w

hen 
there are problem

s, assist in both the effective exercise of the shareholder 
franchise and shareholder enforcem

ent of m
anagem

ent’s fiduciary duties. 
A

dditional disclosure and m
ore accurate share prices also increase the threat of 

 
40. 

O
n the positive role of share price accuracy, see for exam

ple, M
erritt B

. Fox, R
andall M

orck, B
ernard 

Y
eung &

 A
rtyom

 D
urnev, Law

, Share Price Accuracy, and Econom
ic Perform

ance: The N
ew

 Evidence, 102 
M

IC
H.L.R

EV. 331, 345-46 (2003); Li Jin &
 Stew

art C
. M

yers, R
2 Around the W

orld: New
 Theory and N

ew
 

Tests, 79 J. F
IN.E

C
O

N. 257 (2006); Jeffrey W
urgler, Financial M

arkets and the Allocation of C
apital, 58 J.F

IN.
E

C
O

N. 187 (2000). O
n the positive role of stock m

arket liquidity, see
for exam

ple, Y
akov A

m
ihud &

 H
aim

 
M

endelson, Asset Pricing and the Bid-Ask Spread, 17 J. F
IN.E

C
O

N. 223 (1986); M
ichael J. B

arclay &
 C

lifford 
W

. Sm
ith, Jr., C

orporate Payout Policy: C
ash D

ividends versus O
pen M

arket Repurchases, 22 J. F
IN.E

C
O

N.61
(1988);M

ichael J. B
rennan &

 A
vanidhar Subrahm

anyam
, M

arket M
icrostructure and Assets Pricing: O

n the 
C

om
pensation for Illiquidity in Stock Returns, 41 J. F

IN.E
C

O
N. 441 (1996); G

ady Jacoby, D
avid J. Fow

ler &
 

A
ron A

. G
ottesm

an, The C
apital Asset Pricing M

odel and the Liquidity Effect: A Theoretical Approach, 3 J.
F

IN.M
A

R
K

ETS 69 (2000). 
41. 

See John M
. R

. C
halm

ers &
 G

regory B
. K

adlec, An Em
pirical Exam

ination of the Am
ortized Spread,

48 J. F
IN.E

C
O

N. 159 (1998); V
inay T. D

atar, N
arayan Y

. N
aik &

 R
obert R

adcliffe, Liquidity and Stock Returns: 
An Alternative Test, 1 J.F

IN.M
A

R
K

ETS 203 (1998); K
lock, supra

note 5, at 299. 
 

42. 
Fox et al., supra

note 40, at 345-46 and corresponding notes. 
 

43. 
Id. at 338-39 and corresponding notes. For em

pirical evidence that the efficiency of capital allocation 
in the econom

y is positively correlated w
ith m

ore accurate stock prices (i.e., stock prices that reflect m
ore firm

-
specific inform

ation), see W
urgler, supra note 40. 
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hostile 
takeover 

w
hen 

m
anagers 

engage 
in 

non-share-value-m
axim

izing 
behavior. 44

“Share price accuracy is a function of tw
o core determ

inants. O
ne is the am

ount of 
inform

ation concerning a firm
’s future distributions that exists in the hands of one or 

m
ore persons in the w

orld. The other is the extent to w
hich price reflects this 

inform
ation.”

45 Insider trading potentially im
pacts both of these determ

inants of share 
price accuracy. 

b. The Law
 and Econom

ics D
ebate about Insider Trading and Stock Price Accuracy 

Firm
s m

ay directly affect the accuracy of their share prices by regularly disclosing 
inform

ation. H
ow

ever, although corporate disclosure is beneficial, it is also costly. 46

D
isclosure is a public good in that firm

s bear m
ost of the (private) costs of disclosure, but 

do not reap its full benefits, w
hich are dispersed am

ong the firm
 and the public, w

hich 
includes rival firm

s and investors. 47 In som
e cases, disclosure m

ight even be detrim
ental 

to the firm
’s ow

n investors by revealing too m
uch too soon. Thus, firm

s m
ight engage in 

less than the socially optim
al am

ount of disclosure. 48

In
Insider Trading and the Stock M

arket, Professor M
anne argues that insider 

trading enables a firm
 to im

prove the accuracy of its stock’s price relative to its true value 
w

ithout 
incurring 

the 
costs 

associated 
w

ith 
prem

ature 
disclosure 

of 
firm

-specific 
inform

ation. 49 Sim
ilarly, Professors C

arlton and Fischel argue that insider trading is less 
costly than traditional disclosure: 50

Through insider trading, a firm
 can convey inform

ation it could not feasibly 
announce publicly because an announcem

ent w
ould destroy the value of the 

 
44. 

Fox et al., supra
note 40, at 340 and corresponding notes. 

 
45. 

Id. at 346 and corresponding notes. 
46. 

See G
eorge J. B

enston, The Value of the SEC
’s Accounting D

isclosure Requirem
ents, 44 A

C
C

T.R
EV.

515 (1969). For a com
parative em

pirical study of the determ
inants of voluntary corporate disclosure, see

G
ary 

K
. M

eek, C
lare B

. R
oberts &

 Sidney J. G
ray, Factors Influencing Voluntary Annual D

isclosures by U
.S., U

.K
. 

and C
ontinental European M

ultinational C
orporations, 26 J. I N

T’L
B

U
S.S

TU
D. 555 (1995). 

 
47. 

A
 public good is a good that is im

possible to exclude parties from
 consum

ing and that one person’s 
consum

ption of does not decrease the am
ount that other consum

ers m
ay consum

e of such good. H
A

L
R

.
V

A
R

IA
N,M

IC
R

O
EC

O
N

O
M

IC
 A

N
A

LY
SIS 414 (1992). In general, the governm

ent or other public institutions (like 
voting) rather than private m

arkets are the m
ost efficient providers of public goods. Id. at 415, 417-28. 

C
onsequently, if stock price accuracy and stock m

arket liquidity are public goods, private contracting m
ight not 

yield the optim
al am

ount and regulation m
ight be the best w

ay to attain the optim
al am

ount of these “goods.”
48. 

See generally K
enneth J. A

rrow
, Econom

ic W
elfare and the Allocation of Resources for Invention,in

T
H

E
R

A
TE A

N
D

 D
IR

EC
TIO

N
 O

F IN
V

EN
TIV

E A
C

TIV
ITY:E

C
O

N
O

M
IC

 A
N

D
 S

O
C

IA
L F

A
C

TO
R

S,N
A

TIO
N

A
L B

U
R

EA
U

 O
F 

E
C

O
N

O
M

IC
 R

ESEA
R

C
H

 C
O

N
FER

EN
C

E S
ER

IES (1962); John C
. C

offee, Jr., M
arket Failure and the Econom

ic C
ase 

for a M
andatory D

isclosure System
, 70 V

A.
L.

R
EV. 717 (1984); M

erritt B
. Fox, Retaining M

andatory 
Securities D

isclosure: W
hy Issuer C

hoice is N
ot Investor Em

pow
erm

ent, 85 V
A.L.R

EV.1335 (1999). The 
socially optim

al am
ount of disclosure lies som

ew
here betw

een no disclosure and com
plete disclosure. Left to 

their ow
n devices, firm

s w
ould probably disclose less than the  socially optim

al am
ount, w

hich presum
ably 

explains 
w

hy 
the 

law
 

com
pels 

disclosure 
through 

m
andatory 

disclosure 
rules. 

M
andatory 

disclosure 
supplem

ents firm
s’ voluntary disclosure of inform

ation that is relevant to the value of their shares. 
 

49. 
M

A
N

N
E,supra

note 3, at 80-91; H
enry G

. M
anne, Insider Trading: H

ayek, Virtual M
arkets, and the 

D
og that D

id N
ot Bark, 31

J.C
O

R
P.L. 167, 169 &

 n.10 (2005). 
 

50. 
C

arlton &
 Fischel, supra

note 6, at 868. 
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inform
ation, 

w
ould 

be 
too 

expensive, 
not 

believable, 
or—

ow
ing 

to 
the 

uncertainty of the inform
ation—

w
ould subject the firm

 to m
assive dam

age 
liability if it turned out ex post to be incorrect. 51

W
hen insiders trade on the basis of private inform

ation (e.g., a new
 discovery, an 

im
pending m

erger, etc.) prices w
ill adjust to reflect the new

s, but w
ithout prem

aturely 
revealing the underlying inform

ation to the m
arket. 52 Professor M

anne argues that this 
m

echanism
 of price adjustm

ent is m
ore efficient than prohibiting insiders from

 trading 
and therefore delaying the incorporation of inform

ation (that the firm
 is unw

illing or 
unable im

m
ediately to disclose) into the stock’s price. 53

In contrast, advocates of insider trading regulation question its utility as a cheap 
substitute for traditional disclosure m

ethods on several grounds. First, they argue that 
insider trading is likely to distort m

anagers’ incentives to disclose inform
ation in a tim

ely 
m

anner. 54 Insiders’ ability to profit from
 insider trading depends fundam

entally on their 
superior access to inform

ation. The m
ore that they can control the leakage of inform

ation, 
the m

ore they stand to gain from
 insider trading. This m

ight include hoarding inform
ation 

to the detrim
ent of both price accuracy

55
and the firm

’s operational efficiency. 56 In the 
w

orst case, insider trading m
ight reduce stock price accuracy by increasing corporate 

insiders’ incentives to m
anipulate inform

ation disclosure to m
axim

ize their trading 
profits. 57

Second, it m
ight be difficult for outsiders to detect insiders’ trades. O

ne reason is 
insiders m

ight deliberately hide their trading to “preserve their inform
ational m

onopolies, 
even if their activities w

ere legal.” 58

It w
ill be very costly to detect an insider’s trades, because he can hide his 

trading activity. H
e can buy stock in street nam

es or through nom
inees 

(including trusts and fam
ily m

em
bers); he m

ay route orders through a chain of 
brokers to m

ake tracing difficult; the list of evasive devices is long. 59

If insiders are able to hide their trades, insider trading w
ill be difficult to discern. Even if 

insiders do not deliberately hide their trades, they m
ight avoid taking large positions due 

to risk aversion. If insiders’ trades are insufficiently large, they w
ill be undetectable and 

thus m
ight fail to convey new

 inform
ation. 60 In addition, the m

ore “noise” there is 

51. 
Id.

52. 
Id.at 879. 

 
53. 

M
A

N
N

E,supra
note 3, at 86-90, Figures 3 and 4 and accom

panying text. 
 

54. 
K

raakm
an, supra

note 29, at 52. 
55. 

Id. at 51. 
56. 

See H
aft, supra

note 33, at 1054-57. 
57. 

See K
raakm

an, supra note 29, at 51; C
ox, supra

note 32, at 648; see also R
oland B

enabou &
 G

uy 
Laroque, U

sing Privileged Inform
ation to M

anipulate M
arkets: Insiders, G

urus, and C
redibility, 107 Q

.J.
E

C
O

N. 921 (1992) (presenting an econom
ic m

odel dem
onstrating the effect of private inform

ation on insiders’ 
incentives to m

anipulate the m
arket w

ith deliberately m
isleading announcem

ents). 
 

58. 
K

raakm
an, supra

note 29, at 50. 
 

59. 
Easterbrook, supra note 12, at 91; see also R

onald J. G
ilson &

 R
einier H

. K
raakm

an, The M
echanism

s 
of M

arket Efficiency, 70 V
A.L.R

EV.549, 631-32 (1984) (noting that the extent to w
hich insider trading m

akes 
stock prices m

ore efficient depends on the extent to w
hich uniform

ed investors are able to discern insider 
trading).

60. 
See generally

G
ilson &

 K
raakm

an, supra
note 59, at 574-79 (describing how

 uninform
ed investors 
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surrounding an inside trade, the low
er its inform

ational value. 61

Finally, proponents of insider trading regulation argue that even if insiders do not 
hide their trades or delay disclosure to m

onopolize insider trading profits, w
hatever 

advantage insider trading m
ight have over traditional disclosure is probably very sm

all. 
The argum

ent for insider trading as an alternative m
eans of disclosure is strongest w

hen 
the inform

ation in question is the kind of inform
ation m

anagers have little ability or 
incentive to disclose. 62 “Fam

iliar exam
ples include com

plex or ‘soft’ inform
ation that 

cannot 
be 

com
m

unicated 
effectively, 

bad 
new

s 
that 

m
ight 

em
barrass 

incum
bent 

m
anagers, and good new

s that cannot be released directly w
ithout aiding an issuer’s 

com
petitors or upsetting ongoing negotiations.” 63

In the case of these kinds of inform
ation, allow

ing insider trading m
ight do m

ore to 
update prices than public announcem

ent, as Professors M
anne, C

arlton and Fischel argue. 
H

ow
ever, for m

ost types of inform
ation, traditional disclosure seem

s relatively cheap. 64

2. Insider Trading and Stock M
arket Liquidity 

a. The M
eaning and Econom

ic Significance of Stock M
arket Liquidity 

A
s finance scholar D

avid Lesm
ond notes, “[l]iquidity, by its very nature, is difficult 

to define and even m
ore difficult to estim

ate.” 65 Sim
ilarly, finance scholar A

lbert K
yle 

w
rites, “liquidity is a slippery and elusive concept.”

66 H
ow

ever, the general view
 in the 

finance literature seem
s to be that stock m

arket liquidity refers to the transaction costs of 
trading—

direct or indirect. 67 A
 liquid stock m

arket has relatively low
 trading costs, w

hile 
an illiquid stock m

arket has relatively high trading costs. Like accurate stock prices, a 
liquid stock m

arket is im
portant to efficient capital allocation in the econom

y. In 
addition, theoretical and em

pirical research suggests that low
er liquidity costs (m

ore 
liquid stock m

arkets) are associated w
ith a low

er cost of capital and higher m
arket 

valuation. 68 A
n im

portant issue in the law
 and econom

ics debate about insider trading is 
w

hether it has a detrim
ental effect on stock m

arket liquidity. 

m
ight infer the nature of inside inform

ation by observing trading volum
e or price m

ovem
ents due to insider 

trading, particularly if they are able to infer the identity of the inside traders). 
 

61. 
C

arlton &
 Fischel, supra

note 6, at 868; K
raakm

an, supra
note 29, at 50. 

 
62. 

K
raakm

an, supra
note 29, at 50. 

 
63. 

Id. at 50. 
64. 

See M
ichael M

anove, The H
arm

 from
 Insider Trading and Inform

ed Speculation, 104 Q
.J.E

C
O

N.823,
826-27

(1989). 
 

 
D

avid 
66.

Id. (quoting A
lbert K

yle, C
ontinuous Actions and Insider Trading, 53 E

C
O

N
O

M
ETR

IC
A 1315, 1316 

(1985)).

65.
A

. Lesm
ond, Liquidity of Em

erging M
arkets, 77 J.F

IN.E
C

O
N. 411, 412 (2005). 

 
67. 

Id.
 

68. 
For theoretical proof of the positive relationship betw

een liquidity costs and the firm
’s cost of capital, 

see A
m

ihud &
 M

endelson, supra note 40; B
arclay &

 Sm
ith, supra

note 40; Jacoby et al., supra note 40. But see 
A

m
ar B

hide, The H
idden C

osts of Stock M
arket Liquidity, 34 J. F

IN.E
C

O
N.31

(1993)(arguing that excessive 
liquidity 

could 
harm

 
corporate 

perform
ance 

by 
reducing dom

inant 
shareholders’ 

incentive 
to 

m
onitor 

m
anagers). For em

pirical evidence that greater liquidity is associated w
ith a low

er cost of capital, see B
rennan 

&
 Subrahm

anyam
, supra

note 40; John M
.R

. C
halm

ers &
 G

regory B
. K

adlec, An Em
pirical Exam

ination of the 
Am

ortized Spread,48 J. F
IN.E

C
O

N.159
(1998); D

atar et al., supra
note 41. 
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b. The Law
 and Econom

ics D
ebate about Insider Trading and Stock M

arket Liquidity 

Insider trading is profitable because of the asym
m

etry of inform
ation betw

een 
insiders and outsiders. O

n average, w
hen an insider sells her firm

’s stock, she sells for 
m

ore than the stock’s “true” w
orth and w

hen she buys her firm
’s stock, she buys at less 

than its “true” value. 69 The difference betw
een the insider’s purchase or sell price and the 

“true” value is the prem
ium

 she receives because of having superior inform
ation relative 

to outsiders. This prem
ium

 represents a trading cost to less inform
ed counter-parties. 70

Thus, controlling for other factors, a m
arket characterized by pervasive insider trading 

m
ight be less liquid than a m

arket in w
hich insider trading is less severe. 71 If inform

ation 
asym

m
etry is extrem

e, uninform
ed investors m

ay refrain from
 trading altogether, 

rendering the stock m
arket fully illiquid. 72

O
pponents of insider trading regulation dism

iss its potential adverse effect on 
liquidity. In particular, the fact that uninform

ed investors trade frequently im
plies that 

they are not hindered by the existence of m
ore inform

ed parties, w
hether or not the latter 

are insiders. 73 That uniform
ed investors trade in spite of asym

m
etric inform

ation m
ight 

suggest that their trading decisions are independent of trading costs. 74 Indeed, som
e 

opponents of insider trading regulation argue uninform
ed investors m

ight trade precisely 
because of inform

ed trading, w
hich increases the accuracy of stock prices: “That trade 

occurs suggests that traders either do not believe they are uninform
ed or realize that 

enough inform
ed trading occurs for the prevailing prices to reflect m

ost m
aterial 

inform
ation.”

75  In other w
ords, the benefits of im

proved price accuracy m
ight offset the 

potential costs of trading against better-inform
ed counter-parties. 

O
pponents of insider trading regulation argue further that som

e investors w
ill 

alw
ays be m

ore inform
ed than others. “Sm

art brokers . . . cause the sam
e problem

s as 
sm

art insiders. U
ninform

ed traders w
ho know

 they are uninform
ed should not trade in 

69. 
See M

anove, supra
note 64, at 823-24. 

70. 
See N

icholas L. G
eorgakopoulos, Insider Trading as a Transactional C

ost: A M
arket M

icrostructure 
Justification and O

ptim
ization of Insider Trading Regulation, 26 C

O
N

N.L.R
EV.1,17

(1993) (“Inform
ed traders 

‘take’ part of the stock m
arket returns from

 the uninform
ed traders . . . . This ‘taking’ thus resem

bles a 
transaction cost since it can be avoided by not trading.”); G

oshen &
 Parchom

ovsky, supra
note 39, at 1251-53, 

1260-62 and corresponding notes; K
raakm

an, supra
note 29, at 48 (“[I]nsider trading functions as a trading tax 

on outsiders.”). 
71. 

Id. Even Professors C
arlton and Fischel, staunch opponents of banning insider trading, acknow

ledge 
that “insider trading could be detrim

ental to the extent it reduces liquidity.” C
arlton &

 Fischel, supra
note 6, at 

879. 
 

72. 
Professor A

kerlof established the theoretical connection betw
een inform

ation asym
m

etry and m
arket 

failure, show
ing that m

arkets m
alfunction w

hen there is asym
m

etric inform
ation and m

ay break dow
n entirely 

in cases of extrem
e inform

ation asym
m

etry. G
eorge A

. A
kerlof, The M

arket for “Lem
ons”: Q

uality 
U

ncertainty and the M
arket M

echanism
, 84 Q

.J. E
C

O
N. 488 (1970). For evidence that insider trading law

s and 
enforcem

ent are associated w
ith m

ore liquid stock m
arkets, see

U
tpal B

hattacharya &
 H

azem
 D

aouk, The
W

orld Price of Insider Trading, 57 J. F
IN. 75, 90-93 (2002) (concluding “that the enforcem

ent of insider trading 
law

s affects the cost of equity through its positive effect on liquidity”). 
 

73. 
C

arlton &
 Fischel, supra

note 6, at 879-80. 
74. 

See id.;see also D
avid D

. H
addock &

 Jonathan R
. M

acey, A C
oasian M

odel of Insider Trading, 80 
N

W
.U

.L.R
EV.1449, 1457 (1987) (observing that uninform

ed investors “w
ill follow

 a ‘buy and hold’ strategy 
[and] [b]ecause they trade securities infrequently, they w

ill be relatively insensitive to the bid-ask spread 
charged by m

arket m
akers”). 

 
75. 

C
arlton &

 Fischel, supra
note 6, at880. 
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either situation.” 76 Insider trading law
s cannot elim

inate this phenom
enon. R

ather, 
prohibiting insider trading sim

ply redistributes (but does not reduce) the profits from
 

inform
ed trading from

 insiders to m
arket professionals and other inform

ed traders. 77 A
s a 

result, banning insider trading w
ill not reduce the cost of trading, opponents of insider 

trading regulation argue. 78

H
ow

ever, som
e proponents of insider trading regulation argue that prohibiting 

insider trading w
ill reduce the cost of trading by increasing com

petition am
ong inform

ed 
traders. There are essentially tw

o com
peting groups of inform

ed traders, corporate 
insiders and inform

ed outsiders (e.g., investm
ent analysts, hedge fund and m

utual fund 
m

anagers, etc.). Insiders have a clear advantage over inform
ed outsiders, since the latter 

generally are not privy to non-public corporate inform
ation, w

hile insiders are alw
ays 

privy to such inform
ation. If insiders are allow

ed freely to trade on non-public corporate 
inform

ation (i.e., if insider trading is legal), they have a virtual m
onopoly on the profits 

from
 

inform
ed 

trading. 79 
This 

discourages 
inform

ed 
outsiders 

from
 

investing 
in 

inform
ation gathering and analysis and there are thus few

er inform
ed outsiders in the 

m
arket. C

onversely, if insider trading is banned, m
ore inform

ed outsiders w
ill participate 

in the m
arket. In turn, because there are m

ore of them
, none w

ith m
onopoly access to 

corporate inform
ation, the inform

ation m
arket w

ill be m
ore com

petitive. A
 m

ore 
com

petitive m
arket for inform

ation im
plies low

er total profits from
 inform

ed trading, 
relative to a w

orld in w
hich insider trading is legal and insiders have m

onopolistic access 
to inform

ation. G
reater com

petition in the inform
ation m

arket presum
ably translates into 

low
er trading costs 80 and m

ore accurate stock prices. 81

C
ritics of insider trading regulation respond that if insider trading w

ere harm
ful to 

liquidity, firm
s w

ould voluntarily prohibit it because greater liquidity is valuable. 82

Therefore, they argue, the fact that firm
s do not voluntarily proscribe insider trading 

suggests that it does not harm
 liquidity. Y

et, there is evidence that, at least in the U
nited 

States, firm
s do

proscribe insider trading (albeit in the shadow
 of the law

) and that this 

76. 
Id. at 879-80. 

 
77. 

D
avid D

. H
addock &

 Jonathan R
. M

acey, C
ontrolling Insider Trading in Europe and Am

erica: The 
Econom

ics of the Politics,
in L

A
W

 A
N

D
 E

C
O

N
O

M
IC

S A
N

D
 T

H
E

E
C

O
N

O
M

IC
S O

F L
EG

A
L R

EG
U

LA
TIO

N 149 (J. 
M

atthias G
raf von der Schulenburg &

 G
oran Skogh eds., 1986) [hereinafter H

addock &
 M

acey, C
O

N
TR

O
LLIN

G
 

IN
SID

ER
 T

R
A

D
IN

G]; D
avid D

. H
addock &

 Jonathan R
. M

acey, Regulation on D
em

and: A Private Interest 
M

odel, w
ith an Application to Insider Trading Regulation, 30

J.L.&
E

C
O

N. 311 (1987) [hereinafter H
addock &

 
M

acey, Regulation on D
em

and]. C
onsistent w

ith this, a recent em
pirical study finds that analyst follow

ing 
increases after countries’ initial enforcem

ent of insider trading law
s. R

obert M
. B

ushm
an et al., Insider Trading 

Restrictions and Analysts’ Incentives to Follow
 Firm

s, 60 J. F
IN. 35 (2005). 

 
78. 

H
addock &

 M
acey, C

O
N

TR
O

LLIN
G

 IN
SID

ER
 T

R
A

D
IN

G,supra
note 77, at 153. H

ow
ever, uninform

ed 
investors m

ay not know
 they are uninform

ed and/or w
hile they m

ay be w
illing to pay a m

oderate prem
ium

 
(brokerage fee) reflecting their inform

ation disadvantage relative to m
ore inform

ed traders, they m
ight be 

unw
illing to pay the very high fees that m

ight result if they are trading against corporate insiders. 
79. 

See G
eorgakopoulos, supra

note 70,at20-30. 
80. 

See id.at 17. 
81. 

See discussion infra Parts III.A
 and III.B

. 
 

82. 
H

addock &
 M

acey, C
O

N
TR

O
LLIN

G
 IN

SID
ER

 T
R

A
D

IN
G,

supra
note 77. For em

pirical evidence that 
greater liquidity is associated w

ith a low
er cost of capital for the firm

, see
B

rennan &
 Subrahm

anyam
, supra 

note 40; C
halm

ers &
 K

adlec, supra
note 68; V

inay T. D
atar et al., Liquidity and Stock Returns An Alternative 

Test,1 J. F
IN.M

A
R

K
ETS 204 (1998). 
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results in low
er bid-ask spreads (i.e., greater liquidity). 83

Supporters of insider trading regulation argue that the reason firm
s and their 

shareholders do not pre-com
m

it to ban insider trading is that greater liquidity is a public 
good, w

hich firm
s system

atically under-provide: 
[E]ven if firm

s know
 the true correlation of price and transaction costs, they 

m
ay still reduce transaction costs less than is socially desirable if there is a 

benefit to society from
 low

 transaction costs and m
arket liquidity w

hich firm
s 

do not enjoy (in essence, transaction costs are [a positive] externality). 84

B
ecause firm

s have insufficient incentives to provide liquidity by banning insider trading 
them

selves, m
arkets m

ust rely on governm
ent regulation, proponents of regulation 

argue. 85 The question of w
hether firm

s and shareholders w
ould voluntarily prohibit 

insider trading if it w
ere harm

ful is another controversial them
e in the law

 and econom
ics 

debate, to w
hich this A

rticle now
 turns briefly. 

c. A “C
oasian” Approach to Insider Trading: Private Contracting 

In addition to the question w
hether insider trading is harm

ful or beneficial and to 
w

hom
, another aspect of the law

 and econom
ics debate about insider trading is the issue 

of w
ho should regulate insider trading—

the governm
ent or private parties? Professors 

C
arlton and Fischel advocate private negotiations betw

een firm
s and insiders. They argue 

that the question is essentially one about the optim
al allocation of the property right in 

corporate inform
ation, a decision they believe is m

ost efficiently m
ade by private parties: 

W
hether insider trading is beneficial depends on w

hether the property right in 
inform

ation is m
ore valuable to the firm

’s m
anagers or to the firm

’s investors. 
In either case, the parties can engage in a value-m

axim
izing exchange by 

allocating the property right in inform
ation to its highest-valuing user. If the 

critics of insider trading are correct, therefore, both the firm
’s investors and the 

firm
’s insiders could profit by banning insider trading, thereby allocating the 

property right in inform
ation to the firm

’s investors. 86

Tw
o observations about the contractual approach are w

orth m
entioning. First, law

 
and econom

ics scholars w
ho advocate private contracts over insider trading regulation 

confine their investigation of the optim
al allocation of the property right in corporate 

inform
ation to w

ithin the boundaries of the firm
. 87 The property right is assignable by 

 
83. 

M
any U

.S. firm
s have voluntary insider trading policies that go beyond the requirem

ents of insider 
trading regulations. In particular, m

any U
.S. firm

s specify “black-out” periods, often prior to earnings 
announcem

ents, during w
hich insiders are forbidden to trade absent corporate approval. See

J.C
. B

ettis et al., 
C

orporate Policies Restricting Trading by Insiders, 57 J. F
IN.E

C
O

N. 191 (2000). It appears that these policies 
result in reduced bid-ask spreads (i.e., greater liquidity) during the “black-out” periods. Id. at 211-14. 
 

84. 
G

eorgakopoulos, supra
note 70,at 34

n.69 and corresponding text. 
85. 

Id. at 17; see also G
oshen &

 Parchom
ovsky, supra

note 39, at 1261-62 (explaining w
hy private firm

s 
and shareholders w

ill not privately provide sufficient liquidity to the stock m
arket). But see B

ettis et al., supra
note 83 (dem

onstrating that m
any U

.S. firm
s do

voluntarily restrict insider trading, albeit in the shadow
 of the 

law
).

 
86. 

C
arlton &

 Fischel, supra note 6, at 863. 
87. 

See,
e.g., JO

N
A

TH
A

N
 R

.M
A

C
EY,IN

SID
ER

 T
R

A
D

IN
G:

E
C

O
N

O
M

IC
S,P

O
LITIC

S, A
N

D
 P

O
LIC

Y 4 (1991) 
(observing that “the debate about insider trading is really a debate about how

 to allocate a property right w
ithin
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contract either to the firm
 (shareholders) or to insiders, by this approach, w

hich is based 
on the notion of the firm

 as a nexus of contracts. 88 Second, the contractual argum
ent rests 

on the applicability of the C
oase theorem

, w
hich states that, in the absence of transaction 

costs, 
uncertainty, 

and 
externalities, 

private 
parties 

w
ill 

allocate 
property 

rights 
(resources) to their m

ost efficient uses. 89 A
pplying the C

oase theorem
 to insider trading, 

som
e law

 and econom
ics scholars contend that if there w

ere no governm
ent regulation, 

firm
s and shareholders w

ould privately negotiate the optim
al allocation of the property 

right in corporate inform
ation. 90 For som

e firm
s this w

ould im
ply perm

itting insiders to 
trade on private inform

ation, w
hile for other firm

s, it w
ould im

ply prohibiting insiders to 
trade on private inform

ation. 91 C
om

petitive labor, capital, and product m
arkets w

ould 
prevent insiders’ overreaching the term

s of insider trading contracts, 92 w
hich m

ay be 
either publicly or privately enforced. 93 B

ut the C
oase Theorem

 does not describe the 

the firm
”); C

arlton &
 Fischel, supra note 6 (investigating w

hether shareholders or insiders should have the 
property right to valuable corporate inform

ation); H
addock &

 M
acey, supra note 74 (investigating w

hether 
shareholders or insiders should have the property right to valuable corporate inform

ation). For a critique of this 
narrow

 focus, see
G

oshen &
 Parchom

ovsky, supra note 39, at 1233 (arguing “that existing analysis is 
m

isguided as it rests on the erroneous assum
ption that property rights to inside inform

ation m
ust be allocated 

w
ithin the boundaries of the firm

—
nam

ely, either to shareholders or to m
anagers” and, for that reason, 

overlooks “the possibility of aw
arding the property right of inside inform

ation” to third parties outside the firm
, 

like m
arket analysts). 

88. 
See H

addock &
 M

acey, supra note 74, at 1449 n.1 (observing “the basic principle of corporate finance 
that a firm

 is a nexus of contractual relationships”). 
 

89. 
R

onald H
. C

oase, The Problem
 of Social C

ost, 3 J.L. &
 E

C
O

N. 1, 15 (1960) (noting that “a 
rearrangem

ent of rights w
ill alw

ays take place if it w
ould lead to an increase in the value of production”). 

 
90. 

They analogize insider trading to other form
s of m

anagerial com
pensation, w

hich are addressed via 
private contract. See, e.g., C

arlton &
 Fischel, supra

note 6, at 861-62. 

Salaries, bonuses, stock options, office size, vacation leave, secretarial support, and other term
s of 

em
ploym

ent are all . . . properly left to private negotiation. N
obody w

ould argue seriously that 
these term

s and conditions of em
ploym

ent should be set by governm
ent regulation . . . . M

ost 
w

ould agree that these decisions are better m
ade through negotiations betw

een firm
s and 

m
anagers, given the constraints of capital, product, and labor m

arkets as w
ell as the m

arket for 
corporate control. 

Id.  But see B
EB

C
H

U
K

 &
F

R
IED,infra note 107 (discussing the draw

backs of standard executive com
pensation 

contracts).
91. 

See C
arlton &

 Fischel, supra note 6, at 866. 

[T]he allocation of the property right in valuable inform
ation to m

anagers m
ight not be optim

al in 
all circum

stances for every firm
. B

ut even if som
e firm

s w
ould attem

pt to ban insider trading in 
the absence of regulation, other firm

s should nonetheless be able to opt out of the regulations if 
they so desire. N

o justification exists for precluding firm
s from

 contracting around a regulatory 
prohibition of insider trading. 

Id.; see also H
addock &

 M
acey, supra note 74, at 1467-68 (suggesting that som

e firm
s w

ill desire a prohibition 
against insider trading, w

hile other firm
s w

ill not). 
 

92. 
C

arlton &
 Fischel, supra

note 6, at 862-63 (noting that “[g]overnm
ent need not prohibit [hypothetical 

com
pensation schem

es w
hereby m

anagers pay them
selves huge salaries regardless of prerequisites] because, 

given com
petitive m

arkets, firm
s w

ill have a strong incentive to avoid such a schem
e.” The identical argum

ent 
applies to insider trading: “If it is bad, firm

s that allow
 insider trading w

ill be at a com
petitive disadvantage 

com
pared w

ith firm
s that curtail insider trading.”). 

93. 
See C

arlton &
 Fischel, supra

note 6, at 890 (discussing m
erits of private versus public enforcem

ent). 
But see Easterbrook, supra note 2, at 334-35 (suggesting that public enforcem

ent of private insider trading 
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w
orld in w

hich insider trading contracts w
ould be negotiated because, in the real w

orld, 
transaction costs exist. 

The tw
o m

ain transaction costs are: (1) negotiation costs and (2) enforcem
ent costs. 

A
dvocates of private contracting argue the costs of negotiating insider trading contracts 

betw
een firm

s and insiders w
ould be m

inim
al. 94 Professors H

addock and M
acey argue 

further that the actual drafting costs w
ould be de m

inim
is, since a firm

’s articles of 
incorporation represent a preexisting contractual relationship betw

een shareholders and 
m

anagers. 95 A
s a result, it w

ould be sim
ply a m

atter of dropping a line or tw
o 

(prohibiting or allow
ing insider trading) into the preexisting corporate contract. C

ritics of 
the “C

oasian” approach do not see the costs as so slight. 96 O
ne obvious cost is the cost of 

overcom
ing collective action problem

s am
ong dispersed shareholders; another is the 

investm
ent the parties w

ould have to m
ake to learn w

hether allow
ing insider trading is in 

their interest. C
ritics also argue the costs of enforcing private prohibitions of insider 

trading w
ould be high. Judge Easterbrook, for exam

ple, argues it is too easy for insiders 
to hide their trading and it is too costly for firm

s to determ
ine w

hen an inside trade is 
based on “m

aterial” inform
ation. 97 C

onsequently, “[t]he overw
helm

ing m
ajority of 

violations w
ill go undetected.”

98 If private contracts prohibiting insider trading are not 
enforceable, firm

s w
ill not w

rite them
 in the first place, even if it is in their private (or the 

social) interest to do so, 99 or m
anagers w

ill w
rite them

 for their private gain in the event 
shareholders do not recognize their unenforcability. If the contracts are enforceable, 
enforcem

ent is itself a cost and, as is evident w
ith shareholder derivative suits, the costs 

can be huge. 
A

 second criticism
 of the “C

oasian” approach to insider trading is that the 
assum

ption of zero external effects is unrealistic. The C
oase theorem

 requires that all 
affected parties are privy to the negotiations. H

ow
ever, insider trading w

ithin the firm
 

probably has spillover effects on non-shareholders, including other firm
s and the stock 

m
arket generally. 100 In addition, intra-firm

 negotiations over insider trading exclude 

contracts m
ight be better than private enforcem

ent of such contracts); H
addock &

 M
acey, supra

note 74, at 
1462-63 n.28 (suggesting that stock exchanges m

ight be efficient enforcers of private insider trading contracts 
betw

een firm
s and shareholders). 

94. 
See C

arlton &
 Fischel, supra

note 6, at 863 (“[T]he costs of negotiating contracts banning insider 
trading in the em

ployer-em
ployee situation appears to be low

.”). 
 

95. 
H

addock &
 M

acey, supra
note 74, at 1449, n.1 (“For a publicly held firm

, the preexisting contractual 
relationship that provides the basis for the privity of contract betw

een shareholders and insiders m
anifests itself 

in the firm
’s articles of incorporation.”). 

96. 
See, e.g., K

lock, supra note 5, at 315 (“Firm
s have agency costs, and negotiations betw

een m
anagers 

and shareholders are not costless.”). 
 

97. 
Easterbrook, supra note 12, at 91-93. 

98. 
Id. at 92. 

99. 
Id. at 91 (“N

o firm
 has an incentive to suppress trading by its insiders on m

aterial inform
ation unless 

the private gains of doing so exceed the private costs.”). But see C
arlton &

 Fischel, supra
note 6, at 865 

(arguing that perfect enforcem
ent is not required and that im

perfect enforcem
ent w

ill yield gains that exceed the 
costs of contracting, if insider trading is detrim

ental to investors). 
100. 

See generally G
oshen &

 Parchom
ovsky, supra note 39 (discussing the spillover effects of insider 

trading on stock m
arket liquidity and the m

arket for inform
ation). For an interesting analysis of the potential 

spillover effects of outside trading, see
Ian A

yres &
 Stephen C

hoi, Internalizing O
utsider Trading, 101 M

IC
H.

L.R
EV. 313, 405 (2002) (arguing that regulators should focus on enabling the m

arket to determ
ine division 

betw
een allow

able and prohibited inform
ation). 
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future shareholders, upon w
hom

 insider trading is also likely to have an im
pact. 101 Judge 

Easterbrook articulates the concern that firm
s prohibiting insider trading m

ay not be able 
to capture the gains of doing so because of free-riding by firm

s that do not prohibit 
insider trading. 102 Professors G

oshen and Parchom
ovsky argue that, in their private 

negotiations w
ith insiders, firm

s w
ill not consider the external benefits of prohibiting 

insider trading on m
arket efficiency as reflected in m

ore accurate stock prices and greater 
stock m

arket liquidity. 103 Therefore, private contracting w
ill lead to less than the socially 

optim
al level of curtailm

ent of insider trading am
ong firm

s. The em
pirical results in Part 

V
 have im

portant im
plications for this issue. 104

Third, critics of the private contracting approach argue that uncertainty and 
asym

m
etric inform

ation w
ill deter efficient private bargaining in the context of insider 

trading. Professor C
ox, for exam

ple, contends that precisely because of the secret, non-
transparent nature of insider trading, it is im

possible for shareholders and insiders to 
efficiently contract over w

hether to allow
 it or not. This difficultly arises because 

efficient 
contracting 

requires 
“that 

parties 
know

 
the 

costs 
and 

benefits 
of 

their 
actions.” 105 Such know

ledge seem
s unattainable in the insider trading context: 

[S]tockholders m
ust not only be able to quantify the benefits—

such as 
increased efficiency and m

ore aggressive entrepreneurial activity—
that they 

w
ill receive from

 licensing m
anagers to trade on confidential corporate 

inform
ation, but they also m

ust know
 w

hether and by w
hat am

ount these 
benefits w

ill be accom
panied by costs such as abusive insider-trading practices. 

[H
ow

ever,] it is difficult to quantify the gains attributable to entrepreneurial 
activity generally, let alone the gains attributable to each individual m

anager’s 
contribution tow

ard these benefits. 

 
M

oreover, the costs of insider trading are open-ended. . . . [T]he opposite 
trader’s insider-trading costs are beyond quantification. Furtherm

ore, hidden 
costs associated w

ith various abusive insider-trading practices m
ust also be 

taken into account. . . . [T]he existence and m
agnitude of such costs pose an 

insolvable problem
, especially in the context of ex ante contracting. 106

In this respect, insider trading profits are distinguishable from
 other, m

ore transparent 
form

s of m
anagerial com

pensation that firm
s and shareholders regularly contract over. 107

101. 
See K

lock, supra note 5, at 317 (observing that C
oase theorem

 is not applicable because future 
shareholders do not participate in the negotiating). 
 

102. 
Easterbrook, supra

note 12, at 94-95. Easterbrook’s concern is that firm
s that do not ban insider 

trading w
ill m

im
ic firm

s that do and thus the m
arket w

ill be unable to distinguish betw
een the tw

o types of 
firm

s. Such m
im

icry, if successful, w
ill cause the m

arket to over-discount the shares of the firm
s that ban 

insider trading and under-discount the shares of the firm
s that do not ban insider trading but pretend that they 

do. Id.
 

103. 
G

oshen &
 Parchom

ovsky, supra
note 39, at 1264. 

104. 
See discussion infra Part V

. 
 

105. 
C

ox, supra
note 32, at 653. 

106. 
Id. at 654. 

107. 
But see L

U
C

IA
N

 B
EB

C
H

U
K

&
JESSE F

R
IED, P

A
Y

W
ITH

O
U

T P
ER

FO
R

M
A

N
C

E:T
H

E
U

N
FU

LFILLED
 P

R
O

M
ISE 

O
F

E
X

EC
U

TIV
E C

O
M

PEN
SA

TIO
N

 (2004) (arguing that executive com
pensation m

ethods often obscure the am
ount 

of executive pay and the w
eak link betw

een executive pay and perform
ance). 



B
EN

Y
C

EC
 IN

 PR
O

G.D
O

C 
11/13/2006

1:42:53
PM

 

256 
The Journal of C

orporation Law
 

[W
inter 

The debate about w
hether private contracting is m

ore efficient than governm
ent 

regulation of insider trading is closely related to the debate about w
hether insider trading 

is efficient. If insider trading is solely an agency issue, private contract m
ight be an 

efficient w
ay of addressing it w

ithin the firm
. B

ut, even in this case, public regulation 
m

ay be superior to private contract for the reasons discussed above. H
ow

ever, if insider 
trading is detrim

ental to stock m
arkets (that is, if insider trading has effects beyond the 

firm
 level), any argum

ent in favor of private contract is greatly dim
inished, if not 

obliterated, notw
ithstanding the fact that an individual firm

 and its shareholders m
ight be 

privately satisfied w
ith a contractual approach to insider trading. 

III.T
ESTA

B
LE H

Y
PO

TH
ESES

U
ntil recently, the law

 and econom
ics debate about the desirability of regulating 

insider trading has been largely theoretical. A
lthough scholars interested in insider 

trading have articulated highly refined theoretical argum
ents, these argum

ents, as w
e 

have seen, are offsetting, and actual know
ledge of the effects of insider trading has not 

been advanced due to the dearth of em
pirical evidence. In this Part, I w

ill draw
 on the 

theoretical law
 and econom

ics literature and scholarship in financial econom
ics, to 

form
ulate three testable hypotheses.  

A. Insider Trading Law and O
w

nership Concentration 

Judge Easterbrook notes that there have been few
 em

pirical assessm
ents of the 

com
peting agency theories of insider trading. 108 O

ne reason is the indeterm
inacy of 

theoretical agency m
odels. 109 A

nother reason is that, “even w
ith data the problem

 m
ay be 

insoluble.” 110 M
indful of these lim

itations, I first propose to indirectly test the agency 
im

plications of insider trading by exam
ining how

 insider trading law
s relate to ow

nership 
concentration. C

oncentrated corporate ow
nership has both costs and benefits. O

n the one 
hand, concentrated corporate ow

nership m
ight im

prove m
onitoring and therefore increase 

firm
 value. 111 O

n the other hand, if ow
nership is too concentrated, large investors m

ight 

 
108. 

Easterbrook, supra note 12, at 89-90
(“There m

ust be som
e effort to verify that the m

odels’ 
predictions describe the w

orld. Efforts to verify the assessm
ents provided by the agency m

odels have been few
 

and unsatisfactory.”) (citations om
itted). 

109. 
Id. at 89 (noting “the theoretical w

ork is indeterm
inate”). Judge Easterbrook suggests the follow

ing 
tests of the agency theories: “look at the relation betw

een insiders’ trading and other form
s of com

pensation” or, 
m

ore prom
ising, “search for substitution betw

een insider trading and other agency-cost-control devices,” “look 
for price changes at tim

es of changes in approaches to insider trading,” exam
ine “[w

]hat happens w
hen insider 

trading is detected at a given firm
 and prosecuted[.]” Id. at 96-97. Easterbrook cautions, how

ever, that “[i]t 
w

ould be foolish to put too m
uch confidence in these tests.” Id. at 97. 

110. 
Id.

111. 
See generally B

hide,
supra

note 68 (stressing the positive role of large shareholders in corporate 
governance); H

arold D
em

setz, C
orporate C

ontrol, Insider Trading, and Rates of Return, 76 A
M

.E
C

O
N.R

EV.
313

(1986)(arguing that large shareholders play an im
portant role in corporate m

onitoring);Jensen &
 M

eckling, 
supra note 11, at 343-49 (discussing the incentive effects of m

anagerial (inside) ow
nership); A

ndrei Shleifer &
 

R
obert W

. V
ishny, Large Shareholders and C

orporate C
ontrol, 94 J. P

O
L.E

C
O

N.461
(1986)

(presenting a 
theoretical m

odel show
ing that large shareholders m

ay som
etim

es m
onitor m

anagers and thereby increase firm
 

value). 
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be insufficiently diversified and firm
s m

ight find it difficult to raise equity finance. 112

Professor M
aug presents a form

al m
odel in w

hich insider trading m
ight increase 

ow
nership concentration and agency costs. H

e show
s that, under som

e circum
stances, 

countries w
ith m

ore lax insider trading law
s w

ill have m
ore concentrated corporate 

ow
nership. 113 In his m

athem
atical m

odel, there are three relevant parties: m
anagers, 

large/dom
inant shareholders, and sm

all shareholders. Large shareholders have tw
o 

choices: (1) they m
ay m

onitor m
anagers and thereby m

itigate agency costs, w
hich 

benefits m
inority shareholders and increases corporate value, or (2) they m

ay collude 
w

ith 
m

anagers 
and 

expropriate 
private 

benefits 
at 

the 
expense 

of 
the 

m
inority 

shareholders and corporate value. Insider trading law
 com

es into play in the m
odel in the 

follow
ing w

ay. Large shareholders are m
ore likely to m

onitor m
anagers and com

pany 
perform

ance (option 1) w
hen insider trading is illegal. In this m

anner, banning insider 
trading aligns the interests of dom

inant and m
inority shareholders. In contrast, w

hen 
insider trading is not illegal, m

anagers m
ay bribe large shareholders not to m

onitor them
 

by sharing inside inform
ation on w

hich large shareholders m
ay profitably trade (option 

2). Thus, w
hen insider trading is legal, insider trading profits are an opportunity cost of 

m
onitoring for large shareholders. If these profits are sufficiently high, dom

inant 
shareholders w

ill forego m
onitoring altogether and collude w

ith m
anagers “to conceal 

adverse inform
ation and protect m

anagers’ private benefits of control” as w
ell as their 

ow
n trading profits. 114 A

s a result, m
inority investors w

ill be m
ore reluctant to invest in 

corporate 
shares 

w
hen 

insider 
trading 

legislation 
is 

w
eak 

because 
the 

risk 
of 

expropriation by m
anagers and dom

inant shareholders is high and therefore equity 
ow

nership w
ill be m

ore concentrated. 115

In cross-country com
parisons, Professors La Porta et al. find that countries w

ith 
w

eaker investor legal protections tend to have m
ore concentrated corporate ow

nership. 116

Professors La Porta et al. propose tw
o reasons for this finding: 

First, large, or even dom
inant, shareholders w

ho m
onitor the m

anagers m
ight 

need to ow
n m

ore capital, ceteris paribus, to exercise their control rights and 
thus to avoid being expropriated by the m

anagers. . . . Second, w
hen they are 

poorly protected, sm
all investors m

ight be w
illing to buy corporate shares only 

at such low
 prices that m

ake it unattractive for corporations to issue new
 shares 

to the public. Such low
 dem

and for corporate shares by m
inority investors 

 
112. 

La Porta et al., Law
 and Finance,supra

note 8, at 1151. 
 

113. 
Ernst M

aug, Insider Trading Legislation and C
orporate G

overnance, 46 E
U

R.
E

C
O

N.
R

EV.
1569 

(2002). 
114. 

Id. at 1585. A
nother condition is that the stock m

arket is sufficiently liquid. Id. at 1583. 
 

115. 
Professor M

aug argues that insider trading legislation is “a prerequisite for dispersed ow
nership and 

liquid public m
arkets.” Id. at 1588; see also A

usubel, supra note 13, at 1023
(presenting a theoretical m

odel in 
w

hich insider trading m
ight reduce outsiders’ w

illingness to participate in the stock m
arket and show

ing that a 
“disclose or abstain rule” increases investor confidence, defined as “the rational belief . . . that their return on 
investm

ent is not being diluted by insiders’ trading”). But see B
rian R

. C
heffins, D

oes Law
 M

atter?: The 
Separation of O

w
nership and C

ontrol in the U
nited K

ingdom
, 30 J. L

EG
A

L S
TU

D.459, 460 (2001) (arguing that 
“a highly specific set of law

s governing com
panies and financial m

arkets does not need to be in place for 
[dispersed equity ow

nership] to becom
e predom

inant,” as long as “alternative institutional structures can 
perform

 the function the ‘law
 m

atters’ thesis im
plies the legal system

 needs to play”). 
 

116. 
La Porta et al., Law

 and Finance,supra
note 8, at 1152. 
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w
ould indirectly stim

ulate ow
nership concentration. . . . [W

]ith poor investor 
protection, ow

nership concentration becom
es a substitute for legal protection, 

because 
only 

large 
shareholders 

can hope 
to 

receive 
a 

return 
on 

their 
investm

ent. 117

The 
fact 

that 
countries 

w
ith 

w
eaker 

investor 
protection 

tend 
to 

have 
m

ore 
concentrated ow

nership alone does not im
ply that agency costs are greater in countries 

w
ith w

eaker investor protections or that agency costs are low
er in countries w

ith stronger 
investor protections, since ow

nership structure m
ight be an efficient and/or endogenous 

adaptation to the legal environm
ent. 118 H

ow
ever, it is at least consistent w

ith such an 
interpretation. 

Synthesizing Professor La Porta et al.’s findings w
ith Professor M

aug’s theorizing 
suggests that if prohibiting insider trading is a form

 of investor protection and, in 
particular, if ow

nership concentration is a w
ay of dealing w

ith agency costs, ceteris 
paribus, ow

nership w
ill tend to be m

ore concentrated in countries w
ith relatively lax 

insider trading law
s, if insider trading increases agency costs. This is the first testable 

hypothesis. 
H

ypothesis 1 (H
1):

C
ountries w

ith tougher insider trading law
s have m

ore 
outside ow

nership (greater ow
nership dispersion). C

onversely, countries w
ith 

w
eaker insider trading law

s have m
ore concentrated ow

nership. 
B

ut, as w
ith Professor La Porta et al.’s results, even if the evidence strongly supports 

the hypothesis, there w
ill be som

e am
biguity of interpretation. In particular, finding an 

inverse relationship betw
een insider trading law

s and ow
nership concentration does not 

necessarily im
ply that insider trading is costly to the firm

. C
oncentrated ow

nership m
ay 

be an endogenous m
echanism

 for controlling agency costs and insider trading profits 
m

ight be a w
ay to com

pensate large investors for assum
ing undiversified positions and 

engaging in valuable corporate m
onitoring. 119

B. Insider Trading Law and the Inform
ation C

ontent of Stock Prices 

O
ne’s view

 of how
 the m

arket for corporate inform
ation w

orks is likely to influence 
one’s perspective on the effect of insider trading on stock price accuracy. Thus, 
opponents and proponents of insider trading regulation seem

 to have conflicting 
understandings of how

 the m
arket for corporate inform

ation w
orks (or should w

ork). 
O

pponents of insider trading law
s tend to focus on intra-firm

 inform
ation m

arkets, w
hile 

proponents of regulation tend to look beyond the firm
 to the broader m

arket context. 120

The relevant policy inquiry for the first group is w
hether the property right in corporate 

inform
ation should be assigned to insiders or to the firm

 (shareholders). 121 In contrast, 

117. 
Id. at 1145. 

118. 
Id.

119. 
See B

hide,supra
note 68, at 43; D

em
setz,supra

note 111, at 315.
 

120. 
G

oshen &
 Parchom

ovsky, supra note 39, at 1232 (arguing that som
e “Law

 and Econom
ics scholars 

have lim
ited the list of potential entitlem

ent holders to tw
o: the m

anagers and the shareholders . . . . [T]he scope 
of the inquiry has been restricted to the boundaries of the firm

”). They contrast “insider-based inform
ation 

m
arket” w

ith “analyst-based inform
ation m

arket.” Id. at 1237. 
 

121. 
A

s w
e have seen, opponents of insider trading regulation favor either assigning this property right to 
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the second group takes a m
ore com

prehensive view
 of the m

arket for corporate 
inform

ation and sees strong public good features in corporate inform
ation. 122

Professors G
oshen and Parkom

ovsky, proponents of insider trading regulation, posit 
four types of participants in the capital m

arket: insiders, inform
ation traders (or analysts), 

liquidity traders, and noise traders, w
hich they define as follow

s: 
 

Insiders have access to inside inform
ation due to their proxim

ity to the firm
. 

They also have the know
ledge and ability to evaluate this inform

ation and to 
price it. 

 
Inform

ation traders, the second group, lack access to inside inform
ation, but 

are w
illing and able to devote resources to gathering and analyzing inform

ation 
as a basis for their trading. . . . 

 
[L]iquidity traders, [do] not collect and evaluate inform

ation; rather, their 
investm

ent reflects their individual allocation of resources betw
een savings and 

consum
ption. . . . [I]f rational, [they] w

ill follow
 a strategy of buying and 

holding a portfolio of shares. 

 
Finally, noise traders . . . act irrationally, follow

ing different m
ethods of 

investm
ent either as individuals or as a group. N

oise traders often believe that 
they are in possession of valuable inform

ation and invest as if they are 
inform

ation traders. In such cases, other m
arket participants cannot separate 

noise traders from
 true inform

ation traders. 123

O
nly trading by insiders and inform

ation traders (stock m
arket analysts) is likely to 

enhance stock price accuracy. B
oth of these groups utilize the inform

ation that they have 
in order to profit from

 a divergence betw
een a stock’s true value and its current m

arket 
price. 124 They buy w

hen the stock is undervalued, causing its price to rise, and they sell 
w

hen the stock is overvalued, causing its price to fall. 125 In this m
anner, both insiders 

and inform
ation traders im

prove stock price accuracy. 
It should be fairly obvious w

hy insiders’ trading m
ight enhance stock price 

accuracy. They are privy to firm
-specific inform

ation before it is disclosed to the public. 
W

hen they have m
aterial firm

-specific inform
ation that nobody else has, they are the first 

to perceive and to trade on such inform
ation. Their trading m

oves the stock price in the 
correct direction, as other m

arket participants infer the existence of new
 inform

ation by 
observing trading volum

e and price m
ovem

ents. 126 Inform
ation traders, w

ho com
pete 

w
ith inside traders, also enhance stock price accuracy. U

nlike insiders, how
ever, they are 

insiders or relegating allocation of this right to private contract, w
ith such allocation to be determ

ined on a firm
 

by firm
 basis. 

122. 
See, e.g., G

oshen &
 Parchom

ovsky, supra note 39, at 1258 (describing the public good attributes of 
corporate inform

ation). 
123. 

Id. at 1237-38. 
124. 

Id. at 1238-39. 
125. 

Id. at 1239. 
126. 

See G
ilson &

 K
raakm

an, supra
note 59, at 572-79 (describing how

 investors m
ight infer the nature of 

the inside inform
ation by observing trading volum

e or price m
ovem

ents, particularly if they are able to infer the 
identity of the inside traders). See generally M

A
N

N
E,supra note 3, at 86-90 (describing how

 insider trading 
m

oves the stock price in the “correct” direction). 
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not privy to firm
-specific inform

ation before it is publicly disclosed. Instead, they invest 
tim

e and resources in discovering and analyzing general m
arket inform

ation and firm
-

specific inform
ation. 127 Their analysis of this inform

ation enables them
 to value a stock 

and to determ
ine w

hether its current m
arket price diverges from

 their estim
ated 

valuation. 128 The profits that inform
ed traders earn from

 trading against less inform
ed 

parties give them
 the incentive to conduct research and analysis. 129

W
hen insider trading is legal, inform

ed traders are at a clear disadvantage relative to 
insiders, w

ho w
ill system

atically beat them
. 130 The am

ount of trading by inform
ed 

traders is, according to Professors G
oshen and Parchom

ovsky’s m
odel, therefore, 

inversely related to the am
ount of insider trading. W

hen insider trading is legal, 
inform

ation traders w
ill reap a low

er return on their investm
ent in inform

ation gathering 
and 

analysis 
and 

therefore 
conduct 

less 
of 

both. 
Thus, 

Professors 
G

oshen 
and 

Parchom
ovsky expect insider trading to stifle the developm

ent of an analyst m
arket. 131 In 

contrast, if “insider trading is illegal, ‘a com
petitive analysts’ m

arket w
ill form

,” 
according to Professors G

oshen and Parchom
ovsky. 132 “This substitution effect betw

een 
insiders and analysts is the key to understanding the ban on insider trading.” 133 The 
policy question

that naturally em
erges is w

hether the governm
ent should favor one group 

(analysts versus insiders) over the other in setting insider trading policy. For Professors 
G

oshen and Parchom
ovsky, this inquiry essentially boils dow

n to: “[W
]hich group—

insiders or analysts—
is better able to” prom

ote price accuracy?
134

Som
e proponents of insider trading regulation, including Professors G

oshen and 
Parchom

ovsky, argue that analyst trading yields m
ore efficient stock prices than insider 

trading, since inform
ed traders are m

ore adept than insiders at pricing both firm
-specific 

and general m
arket inform

ation. 135 There is considerable support for this position in the 
finance literature. Finance scholars have long noted the superiority of (non-insider) 
inform

ed traders relative to insiders in prom
oting efficient stock prices. 136 Presum

ably, 

 
127. 

G
oshen &

 Parchom
ovsky, supra note 39, at 1237-38. 

128. 
Id.

129. 
See M

ichael J. Fishm
an &

 K
athleen M

. H
agerty, Insider Trading and the Efficiency of Stock Prices,

23 R
A

N
D

J.E
C

O
N.106 (1992) (presenting a form

al m
odel of the effect of insider trading on inform

ed traders’ 
incentives to acquire inform

ation and trade); see also Jhinyoung Shin, The O
ptim

al Regulation of Insider 
Trading, 5 J. F

IN.
IN

TER
M

ED
IA

TIO
N 49, 59-61 (1996) (show

ing the effect of insider trading on m
arket 

professionals’ trading profits). 
 

130. 
G

oshen &
 Parchom

ovsky, supra note 39, at 1240-41. 
131. 

Id. at 1241-42. 
132. 

Id. at 1243; see also Fishm
an &

 H
agerty, supra

note 129 (presenting an econom
ic m

odel of the effect 
of insider trading on the degree of com

petition in the m
arket for inform

ation, w
here the com

petitive parties are 
insiders and inform

ed outsiders); Shin, supra
note 129, at 53-55 (m

odeling the role of insider trading regulation 
in prom

oting com
petition betw

een m
arket professionals (inform

ed traders) and insiders). For em
pirical 

evidence that supports this proposition, see B
ushm

an et al., supra note 77 (finding, using cross-country data, 
that analyst participation increases after countries initially enforce their insider trading law

s). 
 

133. 
G

oshen &
 Parchom

ovsky, supra
note 39, at 1243. 

134. 
Id. at 1243. 

135. 
See, e.g.,id.at 1246-51. 

136. 
See, e.g.,K

enneth R
. French &

 R
ichard R

oll, Stock Return Variances: The Arrival of Inform
ation and 

the Reaction of Trades, 17 J.F
IN.E

C
O

N. 5 (1986); Sanford G
rossm

an, O
n the Efficiency of C

om
petitive Stock 

M
arkets W

here Traders H
ave D

iverse Inform
ation, 31 J.F

IN. 573 (1976); R
andall M

orck et al., The Inform
ation 

C
ontent of Stock M

arkets: W
hy D

o Em
erging M

arkets H
ave Synchronous Stock Price M

ovem
ents?, 58 J. F

IN.
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inform
ed investors’ trading generates m

ore inform
ative stock prices than insiders’ 

trading, because the external m
arket for inform

ation is m
ore com

petitive than the internal 
inform

ation m
arket. 137 If it is true that analyst (inform

ed) trading yields m
ore efficient 

price discovery than insider trading, stock prices w
ill be less inform

ative w
hen insider 

trading is legal, since there w
ill be less inform

ed trading w
hen insiders m

ay freely trade 
on the basis of private inform

ation. This leads to the second testable hypothesis. 
H

ypothesis 2 (H
2):

C
ountries w

ith m
ore stringent insider trading law

s have 
m

ore accurate stock prices. C
onversely, countries w

ith m
ore lax insider trading 

law
s have less accurate stock prices. 

C
. Insider Trading Law

 and Liquidity 

O
pponents of insider trading regulation believe either that insider trading is not 

detrim
ental to stock m

arket liquidity or that any harm
ful im

pact that it m
ight have on 

liquidity is offset by other benefits. In contrast, proponents of insider trading regulation 
believe insider trading com

prom
ises stock m

arket liquidity, w
ithout offering sufficient 

offsetting benefits, if any. Insider trading m
ight adversely affect liquidity through at least 

tw
o channels: (1) by raising the transaction costs of trading, and (2) by reducing the 

num
ber of inform

ed traders, w
ho provide liquidity to the stock m

arket. 
The first w

ay in w
hich insider trading m

ight reduce stock m
arket liquidity is by 

raising the transaction costs of trading. Som
e m

arket m
icrostructure studies in the finance 

literature show
 that a high degree of asym

m
etric inform

ation am
ong traders can lead to 

greater transaction costs in trading, thus com
prom

ising m
arket liquidity. 138 M

arket 
m

akers generally subsidize their trading losses to better inform
ed traders by increasing 

the bid-ask spread, w
hich is the difference betw

een the price at w
hich they are w

illing to 
sell (offer) and the price at w

hich they are w
illing to buy (bid) a stock. 139 The greater the 

degree of asym
m

etric inform
ation, the greater the bid-ask spread. This increase in the 

bid-ask spread m
eans that transaction costs of trading are higher, and therefore stock 

m
arket liquidity is low

er. 140 Since insider trading is the m
ost extrem

e form
 of firm

-
specific asym

m
etric inform

ation, this logic suggests that it should have a greater adverse 
effect on stock m

arket liquidity than other types of inform
ed trading, 141 because m

arket 

E
C

O
N. 215 (2000); R

ichard R
oll, R

2, 43 J.F
IN.541 (1988). 

 
137. 

G
oshen &

 Parchom
ovsky, supra

note 39, at 1250-51 and corresponding notes. 
138. 

See, e.g., Thom
as E. C

opeland &
 D

an G
alai, Inform

ation Effects on the Bid-Ask Spread, 38 J.F
IN

1457 (1983); Law
rence R

. G
losten &

 Law
rence E. H

arris, Estim
ating the C

om
ponents of the Bid/Ask Spread, 21 

J. F
IN.E

C
O

N. 123 (1988); H
ayne Leland, Insider Trading: Should it be Prohibited?, 100 J.P

O
L.E

C
O

N. 859 
(1992); H

. N
ejat Seyhun, Insiders’ Profits, C

osts of Trading, and M
arket Efficiency, 16 J. F

IN.E
C

O
N. 189 

(1986). This w
ork builds on A

kerlof’s original insight that m
arkets m

alfunction in the presence of asym
m

etric 
inform

ation and, in extrem
e cases, m

ay break dow
n entirely. A

kerlof, supra note 72. 
139. 

See sources cited supra note 138. 
140. 

See, e.g., H
ans R

. Stoll, Inferring the C
om

ponents of the Bid-Ask Spread: Theory and Em
pirical Tests,

44 J. F
IN. 115, 132 (1989) (finding that forty-three percent of the bid-ask spread of N

A
SD

A
Q

/N
ational M

arket 
System

 stocks is due to adverse inform
ation costs). 

141. 
See, e.g., G

oshen &
 Parchom

ovsky, supra note 39, at 1252. 

The uninform
ed m

arket m
aker faces the problem

 of asym
m

etric inform
ation w

hen trading either 
against analysts or against insiders; both groups have an inform

ation edge. H
ow

ever, trading by 
insiders im

poses m
uch greater risk on the uninform

ed m
arket m

aker. Insiders, due to their 
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m
akers w

ill raise bid-ask spreads to reflect the possibility that they are trading against 
m

ore inform
ed corporate insiders. 142

The second w
ay insider trading m

ight reduce stock m
arket liquidity is by reducing 

com
petition in the m

arket for inform
ation. A

s discussed above, allow
ing insiders to trade 

on private inform
ation gives them

 a short-term
 m

onopoly over an im
portant class of 

valuable inform
ation and, therefore, a m

onopoly over the trading profits enabled by that 
inform

ation. 143 
The 

inability 
to 

com
pete 

successfully 
in 

the 
m

arket 
for 

relevant 
inform

ation causes inform
ed traders (analysts) to exit the m

arket, leading to low
er trading 

volum
e, since inform

ed traders provide liquidity to the m
arket. 144 Inform

ed traders are 
not expected to exit the m

arket entirely because they do have an inform
ational advantage 

relative to m
arket m

akers, but this advantage is sm
aller than the insiders’ inform

ational 
advantage relative to m

arket m
akers. C

onsequently, inform
ed trading in a stock m

arket in 
w

hich insider trading is illegal yields low
er transaction costs than insider trading in a 

stock m
arket in w

hich insider trading is legal. 145 H
ence follow

s the third testable 
hypothesis. 

H
ypothesis 3 (H

3):
C

ountries w
ith m

ore stringent insider trading law
s have 

m
ore liquid stock m

arkets. C
onversely, countries w

ith m
ore lax insider trading 

law
s have less liquid stock m

arkets. 
Thus Part V

 w
ill exam

ine em
pirically the follow

ing three hypotheses. 

H
ypothesis 1 (H

1) 
Equity ow

nership is m
ore dispersed (i.e., less concentrated) 

w
hen insider trading law

s are m
ore stringent. 

H
ypothesis 2 (H

2) 
Stock prices are m

ore inform
ative w

hen insider trading law
s 

are m
ore stringent.  

H
ypothesis 3 (H

3) 
The stock m

arket is m
ore liquid w

hen insider trading law
s are 

m
ore stringent.   

B
ut before I turn to the em

pirical tests in the next Part, I describe the data. 

exclusivity over inside inform
ation, can m

anipulate the tim
ing and volum

e of their trades, a fact 
w

hich increases the risk of the uninform
ed m

arket m
aker trading against them

. 

Id.142. 
See supra note 138 and accom

panying text. 
143. 

See Fishm
an &

 H
agerty, supra

note 129; G
eorgakopoulos, supra

note 70; G
oshen &

 Parchom
ovksy, 

supra note 39, at 1260. 
 

144. 
B

ushm
an et al., supra note 77, at 36; G

eorgakopoulos, supra
note 70; G

oshen &
 Parchom

ovksy, supra
note 39. 

145. 
See, e.g., G

oshen &
 Parchom

ovsky, supra note 39, at 1252. 

[A
]nalysts, even w

hen enjoying an inform
ational advantage, w

ill alw
ays hold diverging opinions 

as to the exact im
pact of the inform

ation on stock prices, and their trade orders w
ill therefore 

diverge from
 one another. This, in turn, reduces the risk faced by the uninform

ed m
arket m

aker. 
In addition, because analysts face com

petition from
 other analysts, they cannot m

anipulate or tim
e 

their orders. Thus, trading by analysts presents the uninform
ed m

arket m
aker w

ith a m
uch low

er 
risk relative to trading by insiders. 

Id.
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ESC
R

IPTIO
N

 O
F TH

E D
A

TA

M
y sam

ple consists of stock m
arket and other econom

ic data from
 a cross-section of 

thirty-three countries. The countries vary along several im
portant dim

ensions, including 
the efficiency, transparency and regulation of their stock m

arkets, their corporate law
s 

and corporate governance structures, their legal traditions, and the quality of their law
 

enforcem
ent and other institutions. The stock m

arkets in the sam
ple range from

 long-
established and highly developed stock m

arkets to new
ly em

erging stock m
arkets. Som

e 
of the m

arkets have relatively strong securities (that is, disclosure and antifraud) law
s, 

and others have relatively lax securities law
s. They also vary in the strength of their 

insider trading law
s and enforcem

ent m
echanism

s. 

A. D
ata Sources 

1. The D
ependent Variables 

Testing the three hypotheses requires m
easures of ow

nership dispersion, stock price 
inform

ativeness, and stock m
arket liquidity. These m

easures com
e from

 several sources. 
First, the ow

nership data com
e from

 Professors La Porta et al. 146 They define ow
nership 

concentration as the average ow
nership concentration of the three largest shareholders in 

the ten largest private non-financial firm
s in the econom

y as of the m
id-1990s. 147 I define 

ow
nership dispersion as one m

inus Professors La Porta et al.’s ow
nership concentration 

m
easure. Thus defined, ow

nership dispersion is the average fraction of shares ow
ned by 

all shareholders in the ten largest private, non-financial firm
s in the econom

y, excluding 
the three largest shareholders in each of these firm

s. This ow
nership dispersion m

easure 
is adm

ittedly problem
atic. I use Professors La Porta et al.’s ow

nership m
easure because 

there is no better com
parative m

easure available. N
evertheless, I recognize its serious 

flaw
s. The use of only ten com

panies from
 the tail of the distribution to characterize 

ow
nership concentration in the econom

y at large is questionable, and the decision to 
determ

ine concentration w
ithin those com

panies by looking at the holdings of three 
shareholders is som

ew
hat arbitrary. O

n the other hand, in m
any countries the ten largest 

com
panies constitute the bulk of stock m

arket capitalization (value). M
oreover, in m

any 
countries outside the U

nited States, three or few
er shareholders hold m

ost of a com
pany’s 

outstanding shares. N
evertheless, for these reasons, as w

ell as the am
biguity of 

hypothesis-consistent results pointed out above, the test of H
1 is necessarily a w

eak test. 
Second, Professors M

orck, Y
eung, and Y

u’s m
easure of stock-price synchronicity is 

a proxy for stock price inform
ativeness. 148 This variable m

easures the degree to w
hich 

the stock prices of different firm
s m

oved together in an average w
eek in 1995. G

reater 
synchronicity (co-m

ovem
ent) of stock returns im

plies that a larger proportion of stock 
return variation is explained by m

arket-w
ide than by firm

-specific factors, suggesting that 
stock prices are less inform

ative of firm
-specific strengths and w

eaknesses. 
Inform

ation 
on 

stock 
m

arket 
liquidity 

com
es 

from
 

the 
International 

Finance 

 
146. 

La Porta et al., Law
 and Finance,supra note 8, at 1145-51. 

147. 
Id. at 1145-46. 

 
148. 

M
orck et al., supra note 136. 
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C
orporation’s (IFC

) 1996 Em
erging Stock M

arkets Factbook. 149 The IFC
 reports stock 

m
arket turnover, a com

m
on m

easure of liquidity, w
hich is the ratio of the total value 

traded to total stock m
arket capitalization. 150 For each country in the sam

ple, I use the 
average turnover ratio from

 1991 through 1995. Illustration 4 describes the dependent 
variables. 

2. Insider Trading Regulation and Enforcem
ent 

a. Insider Trading Law Variables 

Since m
ost countries w

ith stock exchanges (and all of the countries in the sam
ple) 

forbid corporate insiders to trade on the basis of price-sensitive, private inform
ation, I do 

not code this com
m

on/basic prohibition. 151 I code four elem
ents of countries’ insider 

trading law
s as they existed as of the m

id-1990s on the basis of a priori reasoning about 
w

hich elem
ents of insider trading law

s are substantively (or, doctrinally) significant, w
ith 

an em
phasis on deterrence. 152 Taken together, these four elem

ents of each country’s 

 
149. 

IN
TER

N
A

TIO
N

A
L F

IN
A

N
C

E
C

O
R

P.,
E

M
ER

G
IN

G
 S

TO
C

K
 M

A
R

K
ETS F

A
C

TB
O

O
K 

(1996) 
[hereinafter 

E
M

ER
G

IN
G

 M
A

R
K

ETS F
A

C
TB

O
O

K].
 

150. 
For other com

m
on m

easures of stock m
arket liquidity, see generally D

avid A
. Lesm

ond, Liquidity of 
Em

erging M
arkets, 77 J.F

IN.E
C

O
N. 411 (2005) (com

paring price-based liquidity m
easures to volum

e-based 
liquidity m

easures); G
eert B

ekaert, C
am

pbell R
. H

arvey &
 C

hristian Lundblad, Liquidity and Expected 
Returns: Lessons from

 Em
erging M

arkets (N
at’l B

ureau of Econ. R
esearch, W

orking Paper N
o. W

11413, 2005) 
(using transform

ation of the proportion of zero daily firm
 returns). 

 
151. 

Price-sensitive inform
ation is generally defined as inform

ation that w
ould significantly affect the 

stock’s price. The standards for determ
ining w

hether inform
ation is price-sensitive vary across countries and 

contexts, as Euronext, the pan-European Exchange, notes: 

W
hether or not inform

ation is price sensitive depends on factors specific to each individual 
com

pany, such as its size, recent history and sector of activity. M
arket sentim

ent can also have a 
m

arked effect on price sensitivity. G
iven these considerations, it is not possible to produce one 

definition of price sensitivity that takes all of these factors into account. For the sam
e reason, it is 

im
possible to indicate w

hat percentage increase or decrease in a share price qualifies as a 
‘significant im

pact’ on prices. 

E
U

R
O

N
EX

T 
A

M
STER

D
A

M
,

P
R

IC
E-SEN

SITIV
E 

IN
FO

R
M

A
TIO

N 
9 

(2003), 
http://w

w
w

.euronext.com
/vgn/im

ages/portal/cit_53424/55/32/66175905901789_O
A

1_Price-sens.pdf. 
. 

C
onsequently, I do not code price-sensitivity (m

ateriality) standards because doing so w
ould introduce 

excessive subjectivity into m
y m

easure of insider trading law
. I do not code scienter requirem

ents and fiduciary 
standards for the sam

e reason. A
t any rate, the requirem

ent of a fiduciary nexus betw
een the source of the 

inform
ation and the person engaging in insider trading is virtually unique to com

m
on law

 countries, and 
particularly the U

nited States. See, e.g., D
irks v. SEC

, 463 U
.S. 646, 654 (1983); C

hirarella v. U
nited States, 

445 U
.S. 222, 232 (1980). Finally, I also do not code the m

isappropriation theory of liability for insider trading. 
See

U
nited States v. O

’H
agan, 521 U

.S. 642 (1997). H
ow

ever, one study does code m
isappropriation liability in 

addition to m
y insider trading law

 index. D
uncan H

errington, Insider Trading Enforcem
ent and M

arket 
Perform

ance
(M

ay 3, 2004) (unpublished m
anuscript, on file w

ith author). 
152. 

See, e.g.,
S

TEPH
EN

 M
.B

A
IN

B
R

ID
G

E,S
EC

U
R

ITIES L
A

W
:

IN
SID

ER
 T

R
A

D
IN

G (1999); R
O

B
ER

T
C

LA
R

K,
C

O
R

PO
R

A
TE L

A
W

 (1986); W
ILLIA

M
H

.P
A

IN
TER, F

ED
ER

A
L R

EG
U

LA
TIO

N
 O

F IN
SID

ER
 T

R
A

D
IN

G
 (1968); W

ILLIA
M

 
K

.S.W
A

N
G

 &
M

A
R

C
 I.S

TEIN
B

ER
G, IN

SID
ER

 T
R

A
D

IN
G

 (1997); B
rudney, supra note 1; R

einier K
raakm

an, The
Legal Theory of Insider Trading Regulation in the U

nited States,in
E

U
R

O
PEA

N
IN

SID
ER

 D
EA

LIN
G

 47,50
(K

laus 
J. H

opt &
 Eddy. W

ym
eersch eds., 1991). M

y sources of inform
ation about countries’ insider trading law

s are 
I N

SID
ER

 T
R

A
D

IN
G:T

H
E

L
A

W
S O

F E
U

R
O

PE, TH
E U

N
ITED

 S
TA

TES, A
N

D
 JA

PA
N

 (Em
m

anuel G
aillard ed., 1992) and
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insider trading law
 constitute the overall insider trading law

 m
easure for that country. 

The first elem
ent, Tipping, equals one if a corporate insider is liable for giving price-

sensitive, private inform
ation to an outsider (so-called “tippee”

153) and encouraging her 
to 

trade, 
and 

zero 
otherw

ise. 
Forbidding 

a 
corporate 

insider 
to 

trade 
on 

inside 
inform

ation, w
hile at the sam

e tim
e allow

ing her to tip outsiders w
ho subsequently trade, 

is equivalent to allow
ing the insider to trade on her ow

n behalf. 154 In som
e countries, 

insiders are liable for tipping
outsiders, w

hile those w
hom

 they have tipped are not liable 
for their subsequent trading on such inform

ation. 155 A
 prohibition on trading by insiders 

is arguably less m
eaningful if insiders can tip outsiders w

ith im
punity. M

ost countries 
that prohibit insider trading also prohibit insiders’ tipping of outsiders. 156

A
 tippee is a third person (a corporate outsider) w

ho has been tipped about m
aterial, 

non-public inform
ation by an insider (a director, m

anager, em
ployee, etc.). The second 

elem
ent, Tippee, equals one if tippees, like corporate insiders, are forbidden to trade on 

price-sensitive, private inform
ation, and zero otherw

ise. 157

The third elem
ent, D

am
ages, equals one if the potential m

onetary penalty for 
violating a country’s insider trading law

 is greater than the illicit insider trading profits, 
and zero otherw

ise. If the potential m
onetary penalty is less than the expected profits 

from
 insider trading, the insider trading law

’s deterrent effect is w
eaker, holding constant 

the probability of detection. 158

The fourth and final elem
ent, C

rim
inal, equals one if insider trading is a crim

inal 
offense in the country, and zero otherw

ise. In som
e cases, crim

inalsanctions m
ight yield 

m
ore efficient deterrence than m

onetary sanctions. 159 O
ne case is w

here the likelihood of 
detection is very low

 and the optim
al m

onetary penalty is thus greater than the violator’s 
net w

ealth. In such a case, crim
inal prosecution leading to im

prisonm
ent or other non-

IN
TER

N
A

TIO
N

A
L IN

SID
ER

D
EA

LIN
G

 (M
ark Stam

p &
 C

arson W
elsh eds., 1996). 

 
153. 

A
 tippee is an outsider w

ho has received a “heads-up” (or tip) about price-sensitive, private 
inform

ation by a corporate insider (a director, m
anager, em

ployee, advisor, etc.). 
 

154. 
A

s Professor B
rudney notes, “[T]he insider, by giving the inform

ation out selectively, is in effect 
selling the inform

ation to its recipient for cash, reciprocal inform
ation, or other things of value for him

self, 
including possibly prestige or status or the like.”  B

rudney, supra
note 1, at 348. 

155. 
See

infra
Illustration 4.

156. 
See

infra
Illustration 4. 

 
157. 

“[R
]eceipt of the inform

ation by one w
ho is such a selected beneficiary taints the recipient so that he 

should no m
ore be entitled to use it in trading than w

as the donor.” B
rudney, supra note 1, at 348. 

 
158. 

O
f course, the probability of detection is not constant; som

e countries have better detection technology 
than others. W

hen the probability of detection is very low
, the m

onetary penalty m
ust be greater than the 

insider’s expected gain to yield the efficient level of deterrence. M
ichael P. D

ooley, Enforcem
ent of Insider 

Trading Restrictions, 66 V
A.L.R

EV. 1, 26 (1980); Easterbrook, supra note 12, at 93-94. See generally A
.

M
itchell Polinsky &

 Steven Shavell, The Econom
ic Theory of Public Enforcem

ent of Law
, 38

J.E
C

O
N.L

IT. 45 
(2000) (m

odeling m
echanism

s for efficient public enforcem
ent of law

s). In fact, very high m
onetary sanctions 

m
ight be desirable if they accom

m
odate low

 detection probabilities and thus econom
ize on enforcem

ent costs. 
Id.
 

159. 
Polinsky &

 Shavell, supra note 158. O
ne case is w

here the likelihood of detection is very low
 and the 

optim
al m

onetary penalty is thus greater than the violator’s net w
ealth. In such a case, crim

inal prosecution 
leading to im

prisonm
ent or other non-m

onetary sanctions m
ight yield optim

al deterrence. Easterbrook, supra 
note 12. C

rim
inal sanctions m

ight also have the opposite effect, how
ever, since in m

ost jurisdictions crim
inal 

prosecution requires a higher standard of proof. A
 higher burden of proof reduces the probability of success of 

prosecution and increases enforcem
ent costs. This should m

ake finding a statistically significant coefficient on 
C

rim
inalunlikely.
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m
onetary sanctions m

ight yield optim
al deterrence. 160 C

rim
inal sanctions m

ight also 
have the opposite effect, how

ever, since in m
ost jurisdictions crim

inal prosecution 
requires a higher standard of proof. A

 higher burden of proof reduces the probability of 
successful prosecution and increases enforcem

ent costs. This should m
ake finding a 

statistically significant coefficient on C
rim

inal unlikely. The preceding analysis is true 
only if crim

inal sanctions displace civil sanctions. H
ow

ever, if crim
inal sanctions are 

im
posed in conjunction w

ith civil sanctions, unless they are never used, they should have 
a deterrent effect, if only because the cost of defending a crim

inal prosecution is a 
sanction w

hether or not the crim
e is proven. Insider trading is both a crim

inal and a civil 
offense in several jurisdictions. 

A
 country’s insider trading prohibition can be characterized along tw

o broad 
(although not exhaustive) dim

ensions: the scope of the activities that it prohibits and the 
sanctions for violating it. I thus create tw

o sub-indices of insider trading law
, w

hich 
correspond roughly to these separate aspects. The first sub-index, Scope, is the sum

 of 
Tipping and Tippee. The insider trading prohibition is broader if it prohibits insiders both 
from

 trading and from
 tipping third parties. It is broader still if it also forbids tippees to 

trade. The second sub-index, Sanction, is the sum
 of D

am
ages and C

rim
inal and is a 

rough proxy for the expected cost of violating a country’s insider trading law
s. Potential 

violators are assum
ed to com

pare the expected benefits to the expected costs of breaking 
the law

, a reasonable assum
ption, particularly w

hen the m
otivation for the crim

e is 
financial gain. 161 H

olding constant the expected benefit, the greater the expected cost, the 
greater the law

’s deterrent effect. Since I do not have data on the expected benefits of 
violating insider trading law

s, m
y analysis im

plicitly assum
es that they are constant 

w
ithin and across countries. This assum

ption is less reasonable than the deterrence 
assum

ption 
because 

the 
incidence 

of 
and profits 

from
 

insider 
trading 

m
ay 

vary 
system

atically w
ith legal and institutional differences across the countries and contexts 

w
ithin w

hich such trading occurs. 162 It is expected, though not guaranteed, that the 
failure of this assum

ption w
ill add noise to the analysis rather than system

atically bias it. 
I also create an

aggregate insider trading law
 index, IT Law

, w
hich is the sum

 of the 
tw

o sub-indices, Scope and Sanction. A
bstracting from

 enforcem
ent, an IT Law

 score of 
zero represents the m

ost lax insider trading regim
e, w

hile an IT Law
 score of four 

represents the m
ost prohibitive insider trading regim

e. Illustration 4 describes the insider 
trading law

 variables in detail. b. Enforcem
ent Environm

ent

In addition to the potential crim
inal or m

onetary sanctions for violating insider 
trading law

s, their deterrent effect also depends on the probability (actual or perceived) 

 
160. 

Easterbrook, supra
note 12, at 94. 

161. 
See G

ary S. B
ecker, C

rim
e and Punishm

ent: An Econom
ic Approach, 76 J.P

O
L.E

C
O

N.169 (1968) 
(using an econom

ic analysis to develop policies on crim
e); Polinsky &

 Shavell, supra
note 158. 

162. 
See, e.g., A

rturo B
ris, D

o Insider Trading Law
s W

ork?, 11 E
U

R.F
IN.M

G
M

T. 267 (2005) (m
easuring 

the profitability of insider trading across countries); A
braham

 A
ckerm

an &
 Ernst M

aug, Insider Trading 
Legislation and A

cquisition A
nnouncem

ents: D
o Law

s M
atter? (2005) (unpublished m

anuscript, on file w
ith 

author) (also m
easuring the profitability of insider trading across countries). 
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that they w
ill be enforced. 163 In this regard, tw

o dim
ensions of enforcem

ent are relevant: 
actual (or past) enforcem

ent and enforcem
ent pow

er (or potential), both of w
hich 

potential violators should consider in deciding w
hether to risk violating the law

. 
A

lthough there is little system
atic inform

ation on actual enforcem
ent or enforcem

ent 
pow

er across countries, a few
 rough proxies exist. For actual enforcem

ent, I use 
inform

ation on countries’ enforcem
ent histories from

 Professors B
hattacharya and 

D
aouk. 164 Their enforcem

ent inform
ation consists of the year in w

hich a country 
enforced its insider trading rules for the first tim

e. I convert this inform
ation into the 

variable Enforced by 1994, w
hich equals one if a country had enforced its insider trading 

rules for the first tim
e by 1994 and zero otherw

ise. I choose 1994 as the cut-off date 
because the dependent variables (ow

nership dispersion, stock price synchronicity, and 
stock m

arket turnover) com
e from

 the m
id-1990s and because the insider trading law

 
indices are based on the sam

ple countries’ insider trading rules as they existed around 
that tim

e. 165

For enforcem
ent pow

er, I construct tw
o separate m

easures: public enforcem
ent 

pow
er and private enforcem

ent pow
er. M

y division of enforcem
ent pow

er into public and 
private dim

ensions is inspired by the theoretical inquiry about w
ho should enforce a 

particular public law
. 166 To construct public enforcem

ent pow
er, I rely on securities 

regulatory inform
ation com

piled by Professors La Porta et al. based on a survey of 
dom

estic law
yers concerning, am

ong other things, the attributes and investigative pow
ers 

of the securities m
arket supervisor. 167 The supervisor’s attributes include four elem

ents 
that address the supervisor’s independence, focus and pow

er: (1) supervisor appointm
ent 

process; (2) supervisor tenure; (3) focus of supervisor’s activities; and (4) supervisor’s 

163. 
See, e.g., F

R
A

N
K

LIN
 E.Z

IM
R

IN
G

 &
G

O
R

D
O

N
J.H

A
W

K
IN

S,D
ETER

R
EN

C
E:T

H
E

L
EG

A
L T

H
R

EA
T IN

 C
R

IM
E 

C
O

N
TR

O
L 160-63 (U

niversity of C
hicago Press 1973) (explaining that as the risk of being caught goes up, the 

rate of crim
e goes dow

n). 
 

164. 
B

hattacharya &
 D

aouk, supra
note 72. 

 
165. 

B
oth the content and the enforcem

ent of these law
s m

ight have changed in m
any of these countries 

since 1994. See H
errington, supra

note 151, for m
ore recent m

easures of insider trading rules that build upon 
m

y original insider trading law
 index and enforcem

ent across countries. H
errington’s results confirm

 m
y 

original findings. 
166. 

See, e.g.,J A
M

ES
M

.L
A

N
D

IS,T
H

E A
D

M
IN

ISTR
A

TIV
E P

R
O

C
ESS (Y

ale U
niversity Press 1938); Edw

ard 
G

laeser et al., C
oase versus the Coasians, 116 Q

.J. E
C

O
N.853 (2001); Jonathan R

. H
ay &

 A
ndrei Shleifer, 

Private Enforcem
ent of Public Laws: A Theory of Legal Reform

, 88 A
M

.E
C

O
N.R

EV. 398 (1998); La Porta et 
al.,

W
hat W

orks?, supra note 8; Shavell &
 Polinsky, supra note 158. La Porta et al. address the relative 

advantages and disadvantages of private and public enforcem
ent of securities law

s. U
nder their public

enforcem
enthypothesis, 

[p]ublic enforcem
ent m

ight w
ork because the enforcer is independent and focused and thus can 

regulate m
arkets free from

 political interference, because the enforcer can introduce regulations 
of m

arket participants, because it can secure inform
ation from

 issuers and m
arket participants—

through subpoena, discovery, or other m
eans—

m
ore effectively than private plaintiffs, or because 

it can im
pose sanctions.

La Porta et al., W
hat W

orks?,
supra

note 8, at 3. U
nder their private enforcem

ent hypothesis, the m
ain 

advantage of securities law
s is to reduce the costs of private contracting by m

andating disclosure and 
delineating standards of liability for issuers and interm

ediaries. Id. at 2. 
 

167. 
La Porta et al., W

hat W
orks?, supra note 8. I am

 im
plicitly assum

ing that the sam
ple countries’ 

relative rankings in term
s of these m

easures have not changed significantly betw
een the m

id-1990s and the tim
e 

w
hen La Porta et al. conducted their survey, w

hich w
as around 2002-2003. 
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rulem
aking authority. Professors La Porta et al. com

pute the supervisor characteristics 
index as the m

ean of these four attributes. 168 A
 higher m

ean signifies that the securities 
m

arket supervisor is m
ore independent of the political process and has greater authority. 

Professors La Porta et al. also construct an index of the supervisor’s investigative pow
ers, 

w
hich equals the m

ean of the supervisor’s pow
er to com

m
and docum

ents and to 
subpoena the testim

ony of w
itnesses during investigations of violations of the country’s 

securities law
s. 169 U

sing these tw
o m

easures, I create the variable Public Enforcem
ent 

Pow
er as the m

ean of Professors La Porta et al.’s supervisor characteristics and 
investigative pow

ers indices. 170 Illustration 4 describes Public Enforcem
ent Pow

er and 
its com

ponents in greater detail. 
To construct a m

easure of private enforcem
ent pow

er, I first consider w
hether 

(“injured” 171) investors m
ay bring private suits against alleged transgressors of the 

country’s insider trading law
s. A

 private right of action gives particular investors (usually 
those w

ho traded contem
poraneously w

ith the insider) or the corporation access to the 
courts to sue insiders for trading on inside inform

ation. For exam
ple, som

e jurisdictions 
give individual investors the right to sue for m

onetary com
pensation for their alleged 

trading losses because they have traded at the opposite end of an insider transaction. 
Private rights to sue m

ight increase investors’ incentives to enforce the country’s insider 
trading law

s independent of any action taken by the relevant regulatory authority. 172

Therefore, holding constant the reliability and efficiency of the court system
, the 

availability of a private right of action m
ight render the law

 m
ore effective by giving 

private parties an incentive to enforce it. The variable Private Right equals one if such a 
right exists, and zero otherw

ise. Private litigation is m
eaningful only to the extent that the 

judicial system
 is reliable and efficient, how

ever. 173 Thus, I construct an index , Private 
Enforcem

ent Pow
er, as the product of an index of the efficiency of the judiciary

174
and

Private Right. A
s Professor M

erritt Fox notes, how
ever, “countries that have a private 

right of action to support rules against insider trading probably have a quite different kind 
of legal system

 in other broader regards.” 175 I address this issue by controlling for the 
legal system

 in the regressions in Part V
. Illustration 4 describes Private Enforcem

ent 

 
168. 

La Porta et al., W
hat W

orks?,supra
note 8. 

169. 
Id.

170. 
Id. at 15-16. 

 
171. 

There is som
e theoretical debate about w

hether individual investors are “harm
ed” by insider trading in 

public stock m
arkets. Som

e scholars argue that it is practically im
possible to identify individuals or groups 

harm
ed by insider trading, since any cost of trading against better inform

ed insiders is distributed across all 
investors. See, e.g., W

illiam
 C

arney, Signaling and Causation in Insider Trading, 36 C
A

TH.U
.L.R

EV.863
(1987) (stating the above proposition); W

illiam
 W

ang, Trading on M
aterial N

onpublic Inform
ation on 

Im
personal Stock M

arkets: W
ho is H

arm
ed, and W

ho C
an Sue W

hom
 U

nder SEC
 Rule 10b-5?, 54 S. C

A
L.L.

R
EV. 1217 (1981) (sam

e). A
t any rate, in the U

nited States, “it has long been clear that persons w
ho traded 

contem
poraneously w

ith an inside trader have a private cause of action.” S
TEPH

EN
M

.B
A

IN
B

R
ID

G
E,S

EC
U

R
ITIES 

L
A

W
:IN

SID
ER

 T
R

A
D

IN
G 123 (1999). 

 
172. 

O
f course, private enforcem

ent m
ight be abusive or insufficient. See, e.g., D

ooley, supra note 158, at 
15-17 (1980); Polinsky &

 Shavell, supra note 158, at45 (2000). N
evertheless, this does not change the analysis. 

It m
erely goes to the issue of the optim

al level of regulation, w
hich is beyond the scope of this A

rticle. 
173. 

See, e.g., G
laeser et al., supra note 166; H

ay &
 Shleifer, supra note 166. 

 
174. 

La Porta et al., W
hat W

orks?,supra
note 8, at 10. 

 
175. 

Private conversation w
ith Professor M

erritt Fox. 
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Pow
er and its com

ponents in greater detail. 

3. Additional Econom
ic, Legal and Institutional Variables 

To isolate the relationship betw
een insider trading regulation and the dependent 

variables, in the regression analyses below
, I control for several additional factors that 

prior research suggests are also relevant to financial m
arket structure and perform

ance. 
First, since econom

ic developm
ent is generally associated w

ith greater financial m
arket 

developm
ent and better institutions and law

 enforcem
ent capabilities, 176 I control for the 

logarithm
 of per capita gross dom

estic product (G
D

P). 177 Second, since stock m
arket 

liquidity is positively associated w
ith econom

ic grow
th, 178 I control for the grow

th of 
G

D
P per capita. Third, I control for anti-director rights, 179 and legal origin, 180 since prior 

research dem
onstrates that these m

easures of the quality of investor legal protections 
have an im

portant bearing upon financial developm
ent. 181 In particular, prior studies find 

that countries w
ith com

m
on law

 legal origins tend to have greater legal protections for 
investors and that both factors—

com
m

on law
 legal origin and greater anti-director 

rights—
are positively associated w

ith stock m
arket developm

ent. 
Finally, I control for disclosure, since better disclosure is associated w

ith greater 
stock m

arket developm
ent. 182 In addition, tim

elier and higher quality inform
ation 

disclosure should reduce insiders’ opportunity to trade profitably relative to the rest of the 
m

arket, thereby reducing their incentive to violate the law
. 183 I use tw

o m
easures of 

disclosure quality. The first is a m
easure of legal disclosure requirem

ents from
 Professors 

La Porta et al. 184 This index, D
isclosure, is an arithm

etic average of five categories of 

176. 
See, e.g., D

O
U

G
LA

S N
O

R
TH,S

TR
U

C
TU

R
E A

N
D

 C
H

A
N

G
E IN

 E
C

O
N

O
M

IC
 H

ISTO
R

Y (1981); R
afael La Porta 

et al., The Q
uality of G

overnm
ent, 15 J.L. E

C
O

N.&
O

R
G. 222, 225-26 (1999). 

 
177. 

A
lso, w

ealthier countries should have (access to) m
ore advanced surveillance technologies to detect 

insider trading violations. 
178. 

See R
aym

ond A
tje &

 B
oyan Jovanovic, Stock M

arkets and D
evelopm

ent, 37 E
U

R.E
C

O
N.R

EV. 632 
(1993); R

oss Levine &
 Sara Zervos, Stock M

arkets, Banks, and Econom
ic G

row
th, 88 A

M
.E

C
O

N.R
EV. 537, 

546 (1998). 
 

179. 
D

jankov et al., Self-D
ealing,supra

note 8, at 28-29. 
 

180. 
La Porta et al., Legal D

eterm
inants, supra note 8, at 1131-32. 

 
181. 

Id.at1149;La Porta et al., Law
 and Finance, supra note 8, at 1115-16. 

182. 
See Jere R

. Francis et al., The Role of Accounting and Auditing in C
orporate G

overnance and the 
D

evelopm
ent of Financial M

arkets Around the W
orld, 10 A

SIA-P
A

C.J.A
C

C
T.&

E
C

O
N. 1 (2004); La Porta et al., 

Law
 and Finance,supra note 8; La Porta et al., Legal D

eterm
inants,supra note 8; La Porta et al., W

hat W
orks?,

supra note 8, at 5-11. 
 

183. 
 A

cadem
ics and law

m
akers have long noted the close relationship betw

een disclosure rules and insider 
trading law

s. Indeed, an im
portant pillar of U

.S. insider trading legislation is the “disclose or abstain” rule, 
w

hich requires that insiders either disclose m
aterial nonpublic inform

ation or refrain from
 trading on the basis 

of such inform
ation. See generally Stanley B

aim
an &

 R
obert E. V

errecchia, The Relation Am
ong C

apital 
M

arkets, Financial D
isclosure, Production Efficiency, and Insider Trading, 343 J. A

C
C

T.R
ES. 1, 9-12 (1996) 

(show
ing that greater voluntary disclosure reduces the extent of insider trading in a firm

’s shares); M
aug, supra 

note 113, at 1581 n.18; Jesse M
. Fried, Reducing the Profitability of C

orporate Insider Trading Through 
Pretrading D

isclosure, 71 S. C
A

L.L.R
EV. 303 (1997) (arguing that a rule that w

ould require insiders to disclose 
their identities and intentions to trade prior to trading w

ould reduce considerably, and perhaps even elim
inate, 

insider trading profits); Shin, supra note 129 (dem
onstrating that som

e restriction of insider trading com
bined 

w
ith m

inim
al disclosure requirem

ents is the optim
al approach to regulating insider trading). 

 
184. 

La Porta et al., Legal D
eterm

inants,supra
note 8. 
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inform
ation that firm

s are required to include in their offering prospectuses: (1) 
com

pensation; (2) ow
nership structure; (3) inside ow

nership; (4) irregular contracts; and 
(5) related party transactions. The second m

easure is the quality of accounting standards, 
Accounting, w

hich ranks countries on the basis of the quality of their corporate disclosure 
practices as of 1990. 185

D
isclosure is a rough proxy for the strength of the involuntary 

disclosure regim
e at the initial offering stage, w

hile Accounting is a rough proxy for the 
quality of periodic (post-offering) disclosure and m

easures firm
s’ actual disclosure 

practices rather than legal disclosure requirem
ents per se. 186 Illustration 4 describes all of 

the control variables in detail. 

B. D
escriptive Statistics 

Illustration 5 presents the insider trading law
s and enforcem

ent m
easures for the 

sam
ple countries, according to their legal origins: English com

m
on law

 or European civil 
law

. 187 Illustration 5 also presents the average of each insider trading law
 and 

enforcem
ent m

easure for each of the four legal origin groups and for all civil law
 

countries and all the com
m

on law
 countries. I present the insider trading variables for the 

sam
ple countries by their legal origins because previous research show

s that corporate 
and 

securities 
law

s 
differ 

significantly 
am

ong 
countries 

according 
to 

their 
legal 

origins. 188 In particular, com
m

on law
 countries tend to have stronger investor protection 

law
s, especially rules prohibiting self-dealing by corporate insiders. 189 To gauge w

hether 
this is also true for insider trading law

s and enforcem
ent, Illustration 5 com

putes t-test
statistics

that indicate w
hether the average values of the insider trading law

 and 
enforcem

ent m
easures differ significantly betw

een the civil and com
m

on law
 countries in 

the sam
ple. 

A
s Illustration 5 show

s, for the full sam
ple, the overall average of the aggregate 

insider trading law
 index, IT Law

, is 2.73. The average value of IT Law
 is 2.91 for the 

com
m

on law
 countries and 2.64 for the civil law

 countries, but this result is not 
statistically significant. Looking at the com

ponents of this index, w
e see the average 

scope of insider trading bans (Scope) is alm
ost identical for the tw

o groups of countries, 
but there is a sm

all difference in m
ean sanction threat (com

m
on law

 Sanction = 1.18, 
w

hile civil law
 Sanction = 0.86), w

hich is significant at the 10%
 level. In other w

ords, the 
com

m
on law

 countries are som
ew

hat m
ore likely to be able to im

pose crim
inal sanctions 

and/or m
ultiple m

onetary penalties upon those w
ho violate the country’s insider trading 

 
185. 

La Porta et al., Law
 and Finance,supra

note 8. 
 

186. 
In the regressions below

, I report results using only D
isclosure. The results do not differ if I use 

Accounting rather than D
isclosure.

 
187. 

The average year of enactm
ent for the countries in the sam

ple is 1983, w
hich suggests that insider 

trading regulation is a relatively recent phenom
enon. In fact, the m

ajority of the countries in the sam
ple did not 

have an insider trading law
 prior to 1988. The U

nited States w
as the first country in the w

orld to prohibit insider 
trading, w

ith an effective prohibition occurring in 1961. The next country to prohibit insider trading w
as 

C
anada, w

hich enacted its insider trading law
 in 1966. The average year of the first enforcem

ent is 1989, 
roughly six years after the average year of enactm

ent. 
 

188. 
D

jankov et al., Self-D
ealing, supra note 8; La Porta et al., Law

 and Finance, supra note 8, at 1130-31;
La Porta et al., Legal D

eterm
inants, supra note 8, at 1138-39; La Porta et al., W

hat W
orks?, supra note 8, at 15-

16. 189. 
See sources cited supra note 188. 
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law
s than are the civil law

 countries, suggesting som
ew

hat greater deterrence in com
m

on 
law

 countries. This difference is, how
ever, attributable to the fact that four civil law

 
countries and zero com

m
on law

 countries have insider trading law
s w

ith none of the 
m

easured sanctions. The large m
ajority of the civil law

 countries have sanction threats 
like those of the com

m
on law

 countries. Thus, it w
ould be a m

istake to conclude that civil 
law

 origin necessarily im
plies that the sanctions attaching to insider trading law

s w
ill be 

w
eaker than those in com

m
on law

 countries. There is a sim
ilarly sm

all, and in this case 
statistically insignificant, difference in the fractions of civil and com

m
on law

 countries 
that had enforced their insider trading law

s by 1994. 
Turning to enforcem

ent pow
er, a different picture em

erges. The average value of 
Public (or Regulatory) Enforcem

ent Pow
er is 0.69 for the com

m
on law

 countries and 
0.41 for the civil law

 countries, a difference that is statistically significant at the 1%
 level. 

The average value of Private (Investor) Enforcem
ent Power is 5.73 for the com

m
on law

 
countries and 1.44 for the civil law

 countries, w
hich is also significant at the 1%

 level. 
Thus, despite substantial sim

ilarity in the form
al dim

ensions of insider trading law
s, w

e 
find, consistent w

ith the w
ork of Professors La Porta et al., that investors in com

m
on law

 
countries can expect som

ew
hat greater protection against insider trading (and other 

securities law
 violations) than investors in civil law

 countries. 190

Illustration 6 reports the averages, m
edians and standard deviations of the variables 

that w
ill be used in our analyses, both overall and by com

m
on law

 and civil law
 origin. 

Interestingly, the average values of the three dependent variables, ow
nership dispersion, 

stock price synchronicity, and average stock m
arket turnover do not differ significantly 

betw
een the com

m
on law

 and civil law
 countries of the sam

ple. There is sim
ilarly no 

difference betw
een com

m
on law

 and civil law
 countries on our tw

o m
easures of 

econom
ic w

ell-being (average w
ealth and average econom

ic grow
th). H

ow
ever, the other 

three control variables, anti-director rights, disclosure rules, and accounting standards do 
tend to be m

ore stringent for the com
m

on law
 countries in m

y sam
ple than for the civil 

law
 countries. 191

Illustration 7 presents the pair w
ise correlation coefficients am

ong the variables that 
are relevant to an em

pirical assessm
ent of H

ypotheses 1-3 (H
1-H

3); i.e., the dependent 
variables, outside ow

nership, stock price synchronicity, and average stock m
arket 

turnover, and the insider trading law
 and enforcem

ent m
easures. H

1 predicts that 
countries w

ith m
ore restrictive insider trading law

s have greater ow
nership dispersion, 

other things equal. C
onsistent w

ith H
1, Illustration 7 indicates that ow

nership dispersion 
is positively and significantly correlated w

ith the aggregate IT Law
 index, the sub-index 

Sanction, and Enforced by 1994. The correlation coefficients range betw
een 0.41 for IT

Law
and 0.53 for Sanction. These correlations are not huge, but neither are they tiny. In 

contrast, ow
nership dispersion is not significantly correlated w

ith the Scope sub-
com

ponent of IT Law
 or w

ith either of the enforcem
ent pow

er variables, Public 
Enforcem

ent Pow
er or Private Enforcem

ent Pow
er. The three insignificant coefficients 

 
190. 

La Porta et al., Law
 and Finance,supra

note 8; La Porta et al., Legal D
eterm

inants, supra note 8. 
 

191. 
The sim

ilarity of the dependent variables betw
een com

m
on law

 and civil law
 countries is not w

hat the 
w

ork of La Porta et al. w
ould lead one to expect. The significant difference on the three control variables is 

consistent w
ith their results. La Porta et al., Law

 and Finance,supra
note 8;La Porta et al., Legal D

eterm
inants,

supra
note 8. 
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are, how
ever, of the predicted (positive) sign. Illustration 1 presents average ow

nership 
concentration graphed against IT Law and indicates that average ow

nership concentration 
steadily declines as IT Law

 increases, consistent w
ith H

1.
H

2
predicts that stock prices are m

ore inform
ative, in that they contain a higher 

degree of firm
-specific inform

ation, w
hen insider trading law

s are m
ore stringent. The 

im
plication is that stock prices should be less synchronous (i.e., m

ove together to a lesser 
extent) in countries w

ith stricter insider trading law
s and enforcem

ent. Thus, a negative 
correlation betw

een stock price synchronicity and the various insider trading law
 and 

enforcem
ent m

easures is expected. 192 C
onsistent w

ith H
2, Illustration 7 show

s that stock 
price synchronicity is negatively and significantly correlated w

ith the aggregate IT Law
index and w

ith its sub-indices Sanction and Scope. H
ow

ever, stock price synchronicity is 
not significantly correlated w

ith any of the enforcem
ent m

easures, Enforced by 1994,
Public Enforcem

ent Pow
er or Private Enforcem

ent Power, although these coefficients 
are 

all 
of 

the 
expected 

(negative) 
sign. 

Illustration 
2 

plots 
average 

stock 
price 

synchronicity against IT Law and show
s, consistent w

ith H
2, albeit w

eakly, that average 
stock price synchronicity is higher in countries w

ith low
er IT Law

 values. 
Finally, H

3 predicts that stock m
arkets are m

ore liquid in countries that have m
ore 

restrictive insider trading law
s. In Illustration 7, w

e see that average stock m
arket 

turnover, a proxy for stock m
arket liquidity, is positively and significantly correlated w

ith 
the sub-index Scope. H

ow
ever, average stock m

arket turnover is not significantly 
correlated w

ith Sanction, the aggregate IT Law
 index, or w

ith any of the three 
enforcem

ent m
easures, Enforced by 1994,

Public Enforcem
ent Power and Private 

Enforcem
ent Pow

er. M
oreover, the correlations betw

een the latter tw
o enforcem

ent 
variables and average stock m

arket turnover are, contrary to H
3, negative. Illustration 3 

plots average stock m
arket turnover against IT Law and show

s that average stock m
arket 

turnover is greater in countries w
ith higher IT Law

 values, consistent w
ith H

3. 
Illustration 7 also reveals other relationships of interest, although they are not 

directly relevant to H
1-H

3. In particular, it appears that countries w
hose form

al insider 
trading law

s penalize insider trading m
ore harshly, in the form

 of crim
inal or m

onetary 
penalties, tend to allocate greater enforcem

ent pow
ers to both public and private 

enforcers and are m
ore likely to have actually enforced their insider trading law

s by 
1994. The correlation coefficients betw

een IT Law
 and Enforced by 1994,

Public 
Enforcem

ent Pow
er and Private Enforcem

ent Pow
er, respectively, are positive and 

significant at the 10%
 level or above. Likew

ise, the correlation coefficients betw
een the 

IT Law
 sub-index Sanction and

Enforced by 1994,
Public Enforcem

ent Pow
er and 

Private Enforcem
ent Pow

er, respectively, are positive and significant at the 10%
 level or 

above. Furtherm
ore, countries that allocate greater public enforcem

ent pow
er also tend to 

have greater private enforcem
ent potential. The correlation coefficient betw

een Public 
Enforcem

ent Pow
er and Private Enforcem

ent Pow
er is 0.33 and is significant at the 10%

 
level in Illustration 7. 

Finally, although Table 4 does not report correlations betw
een the level of econom

ic 
developm

ent 
and 

the 
various 

dependent 
variables 

and 
insider 

trading 
law

 
and 

enforcem
ent m

easures, they are notew
orthy. The w

ealthier econom
ies (w

here w
ealth is 

192.
H

2 predicts a negative correlation betw
een the stringency of insider trading law

s and synchronicity 
because low

er synchronicity im
plies that stock prices are m

ore inform
ative. See

illustration supra p. 262.
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m
easured by the log of G

D
P per capita) in the sam

ple have significantly larger stock 
m

arkets (as m
easured by stock m

arket capitalization). The w
ealthier countries also have 

m
ore diffuse equity ow

nership; the correlation betw
een the log of G

D
P per capita and 

outside ow
nership is 0.35 and is significant at the 5%

 level. In addition, the correlation 
coefficient betw

een stock price synchronicity and the log of G
N

P is -0.44 and is 
significant at the 1%

 level, w
hich m

eans that stock prices tend to reflect m
ore firm

-
specific inform

ation in w
ealthier countries. In contrast, the w

ealthier countries in the 
sam

ple do not have significantly m
ore liquid stock m

arkets. Finally, the richer countries 
have significantly m

ore stringent insider trading law
s by all three m

easures (Scope,
Sanction, and IT Law

) and are m
ore likely to have enforced those law

s by 1994. 193 For 
these 

reasons, 
w

e 
cannot 

consider 
H

1-H
3

supported 
w

ithout 
conducting 

a 
m

ore 
controlled analysis, and in the regressions below

 I control for w
ealth (log of G

D
P per 

capita) and various additional variables. 

V
.R

EG
R

ESSIO
N

 A
N

A
LY

SIS O
F IN

SID
ER

 T
R

A
D

IN
G

 L
A

W
 A

N
D

 TH
E S

TO
C

K
M

A
R

K
ET

A
lthough the em

pirical results presented in Part IV
.B

 are generally consistent w
ith 

the predictions of H
1-H

3, those results present only a partial story, for they do not control 
for factors, other than the insider trading law

s, w
hich m

ight explain the dependent 
variables. It m

ay be, for exam
ple, that if w

e looked at tw
o countries w

ith identical w
ealth 

and accounting rules, the relationships betw
een m

ore stringent insider trading bans and 
stock m

arket characteristics w
ould disappear (i.e., becom

e statistically insignificant) or 
even reverse (i.e., be significant but in the opposite direction of the Illustration 7 results). 

M
ultivariable regression analysis is a w

ay of controlling for this possibility. 194 The 
m

ultivariable regression m
odel w

e shall use is 
Y =

 B
O  +

 B
N X

N  +
 B

M X
M  +

 e 
w

here Y is the dependent variable of interest,  X
N

 represents the various independent 
variables (i.e., m

easures of insider trading law
s and their enforcem

ent) and X
M

represents 
the various control variables. In the regressions below

, I consider a coefficient to be 
statistically significant if it is at least significant at the 10%

 level. 

A. Insider Trading Law and Corporate O
w

nership 

H
1 predicts that countries w

ith m
ore stringent insider trading law

s have m
ore 

dispersed equity ow
nership. D

ue to lim
ited data availability on corporate ow

nership 
patterns across countries, I test this hypothesis using the degree of ow

nership dispersion 
in a country’s ten largest non-financial firm

s as the dependent variable in several 
different m

ultivariable regression m
odels. The independent variables in these regressions 

are m
easures of insider trading law

s and enforcem
ent. The insider trading law

 variables, 

 
193. 

H
ow

ever, public and private enforcem
ent m

easures are not greater for the w
ealthier countries and, in 

fact, Public Enforcem
ent Pow

er is, paradoxically, negatively correlated w
ith the log of G

D
P per capita at the 

5%
 level of significance. 

 
194. 

M
ultiple regression is by now

 so fam
iliar in the law

 review
 literature that I shall not explain it.  The 

reader w
ho w

ants to learn m
ore about this statistical technique m

ay w
ish to consult D

aniel L. R
ubinfeld, 

Reference G
uide on M

ultiple Regression, in R
EFER

EN
C

E M
A

N
U

A
L O

N
 S

C
IEN

TIFIC
 E

V
ID

EN
C

E 179-227 (2d ed. 
2000), available at http://air.fjc.gov/public/pdf.nsf/lookup/scim

an00.pdf$file/scim
an00.pdf. 
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Scope and
Sanction, are centered about their m

eans to address m
ulticollinearity. I also 

include an interaction term
, Scope*Sanction, w

hich is the product of (m
ean-centered) 

Scope and (m
ean-centered) Sanction. The control variables include disclosure quality, 

legal origin, an index of anti-director rights, the log of G
D

P per capita, and the grow
th of 

G
D

P per capita. 
Illustration 8 reports three regression m

odels for ow
nership dispersion. In M

odel 1, 
the coefficient on Scope is positive, w

hich is consistent w
ith H

1, but it is not statistically 
significant. Thus, w

e cannot conclude on the basis of M
odel 1 that the scope of the 

insider trading prohibition is associated w
ith w

ider ow
nership dispersion. In contrast, in 

M
odel 1, the coefficient on Sanction is 0.15 and it is statistically significant at the 1%

 
level and of the predicted sign, suggesting that stiffer sanctions for insider trading are 
associated w

ith less concentrated equity ow
nership, at least in a country’s ten largest non-

financial 
firm

s. 
In 

M
odel 

1, 
the 

coefficients 
on 

the 
control 

variables 
are 

all 
insignificant. 195

M
odel 1 looks only at the law

 on the books. If the law
 has not been enforced or has 

been enforced only recently, regardless of w
hat the law

 stipulates, it m
ay have had little 

influence on behavior. 196 Ideally, w
e w

ould be able to m
easure the activities of the 

agencies charged w
ith enforcing insider trading law

s, but I w
as unable to acquire such 

m
easures for all the countries in m

y sam
ple. The only m

easure currently available is the 
relatively crude m

easure of w
hether a country’s insider trading law

 is a m
ere form

ality, 
as indexed by w

hether the law
 w

as ever enforced by 1994. Thus M
odel 2 adds the 

variable, Enforced by 1994 (described above), to the control variables of M
odel 1. 

 
195. 

In regressions that I do not report in the A
rticle, I regress ow

nership dispersion on the alternative 
disclosure m

easures and the control variables, excluding the insider trading law
 indices. The coefficient on 

D
isclosure is positive and significant at the five-percent level. This result is consistent w

ith w
hat La Porta et al. 

found. La Porta et al., W
hat W

orks?,supra
note 8, at 16. In contrast, although the coefficient on Accounting is 

also positive, it is insignificant. The finding of this A
rticle that the relationship betw

een insider trading law
s and 

the dependent variables is generally stronger than the relationship betw
een the dependent variables and 

disclosure is consistent w
ith the finding of another em

pirical study that disclosure is of secondary im
portance to 

the legal rules protecting investors. Francis et al., supra
note 182. But see

D
jankov et al., Self-D

ealing,supra 
note 8 (finding that disclosure rules are positively associated w

ith stock m
arket developm

ent across countries); 
La Porta et al., W

hat W
orks?,supra

note 8 (sam
e). 

 
196. 

In discussing the lim
itations of the law

s on the books as predictors of financial m
arket developm

ent in 
transition econom

ies, Professors G
elfer, Pistor, and R

aiser stress: 

For the law
 on the books to affect financial m

arket developm
ent . . . law

 enforcem
ent m

ust be 
credible. Past experience w

ith legal reform
s suggests that w

here new
 law

s w
ere forced upon a 

judicial system
 unfam

iliar w
ith the underlying legal tradition and w

ere not adapted to fit the 
specific local context, the effectiveness of the law

 suffered . . . . Trust in the law
 rem

ained low
 

and reliable enforcem
ent by the state’s legal institutions could not be guaranteed . . . . [T]he 

quality of law
 enforcem

ent is at least of equal im
portance to the extensiveness of the law

.

Stanislaw
 G

elfer et al., Law
 and Finance in Transition Econom

ies, 8 E
C

O
N. O

F T
R

A
N

SITIO
N 325, 328 (2000) 

(em
phasis added). In their em

pirical investigation, G
elfer et al. find that the effectiveness of legal institutions is 

m
ore im

portant to the developm
ent of financial m

arkets in transition econom
ies than the form

al w
ritten law

s. 
Id. at 351-55. Thus, it is necessary to consider not only countries’ form

al w
ritten law

s but also the 
characteristics of the institutional environm

ent that pertain to the credibility of such law
s. In the present context, 

the relevant inquiry is tw
ofold: (1) w

hether a country has an established history of enforcing its insider-trading 
law

 and (2) insider trading enforcem
ent history aside, the quality of the available m

echanism
s for enforcem

ent 
of the country’s insider trading and securities law

s. 
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W
e see from

 M
odel 2 in Illustration 8 that a history of enforcem

ent has effects 
consistent w

ith H
1, for the coefficient on Enforced by 1994 is positive, as predicted, and 

significant. Including this variable in the ow
nership dispersion regression does not 

dam
pen the effect of the Sanction m

easure of insider trading law
. R

ather, the m
agnitude 

and significance of the coefficient on Sanction is the sam
e in M

odels 1 and 2. M
oreover, 

M
odel 2 explains a greater proportion of the variance of ow

nership dispersion am
ong 

large firm
s than M

odel 1 explains (R
2increases from

 58%
 to 65%

 betw
een M

odel 1 and 
M

odel 2). 
Finally, M

odel 3 adds controls for tw
o potential enforcem

ent m
easures, Public 

Enforcem
ent Pow

er and
Private Enforcem

ent Pow
er. 197 These variables have som

ew
hat 

different m
eanings. Public Enforcem

ent Pow
er relates to the independence and authority 

of the stock m
arket supervisory official(s) and is not lim

ited to the authority to proceed 
against insider trading violations. H

ence, it m
ay be seen as an indicator of the general 

regulatory clim
ate regarding financial m

arkets. The Private Enforcem
ent Pow

er variable 
reflects the capacity of private parties to seek redress for violations of insider trading 
law

s—
hence it can be seen both as an aspect of the stringency of the insider trading 

regulatory regim
e and as a m

ore general indicator of the seriousness w
ith w

hich insider 
trading violations are taken by the country’s law

m
akers. W

e see from
 M

odel 3 in 
Illustration 8 that controlling for Private Enforcem

ent Pow
er and

Public Enforcem
ent 

Pow
er does not fundam

entally change the results of M
odels 1 and 2. H

ow
ever, M

odel 3 
does slightly increase the proportion of variance explained relative to M

odel 2. The 
results in Illustration 8 are robust to dropping one country at a tim

e from
 each regression; 

that is, no single country drives the results. 
To sum

m
arize, the regressions in Illustration 8 suggest that outside ow

nership in a 
country’s largest non-financial firm

s is positively related to the existence of crim
inal or 

m
onetary sanctions for violating the country’s insider trading law

s, other things equal. If 
such a relationship exists, it is not trivial. For instance, M

odel 3 suggests that a 0.32 point 
increase in the Sanction score is associated w

ith about a 5 percentage point increase in 
average ow

nership dispersion. 198 This 5 percentage point increase is approxim
ately the 

difference in average ow
nership concentration betw

een com
m

on law
 (59%

) and civil law
 

countries (54%
) and about 9%

 of the average ow
nership dispersion for the sam

ple. This 
finding is consistent w

ith H
1 and suggests that a country’s largest public corporations 

tend to have greater ow
nership dispersion w

here insider trading law
s are enforceable 

through civil, crim
inal, or civil and crim

inal sanctions and, conversely, it appears that 
ow

nership concentration is greater in countries w
hose insider trading law

s include 
w

eaker sanctions for insider trading violations. 

B. Insider Trading Law and Stock Price Inform
ativeness 

H
2 predicts that stock prices are m

ore inform
ative in countries that have m

ore 

197.
A

s a brief rem
inder, recall that the variable Public Enforcem

ent Pow
er is the arithm

etic m
ean of an 

index of the securities m
arket supervisor’s characteristics and an index of the securities m

arket supervisor’s
investigative pow

ers, and Private Enforcem
ent Pow

er is the product of the existence of a private right of action 
pursuant to a country’s insider trading law

 and the efficiency of the judiciary. See infra  Illustration 4. 
 

198. 
The difference in the average value of Sanction betw

een the com
m

on law
 and civil law

 countries in 
m

y sam
ple is 0.32.  See

infra
Illustration 5.  
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stringent insider trading law
s. Low

er synchronicity im
plies m

ore inform
ative stock prices 

for reasons explained above. Thus, H
2 predicts negative coefficients on the insider 

trading law
 variables in regressions w

here stock price synchronicity is the dependent 
variable. Illustration 9 reports three regressions that test this hypothesis. M

odels 1 
through 3 in Illustration 9 include the sam

e independent and control variables as the three 
corresponding regressions for ow

nership dispersion reported in Illustration 8. 
A

s w
ith ow

nership dispersion, M
odel 1 of Illustration 9 show

s that the coefficients 
on Scope 

and 
the 

interaction 
term

, Scope*Sanction, are 
statistically 

insignificant, 
although they are negative as predicted by H

2. M
odel 1 also show

s that the coefficient on 
Sanction is negative (-5.39), and it is significant at the 1%

 level. This result is consistent 
w

ith H
2 and suggests that m

ore stringent insider trading law
s are associated w

ith m
ore 

inform
ative (i.e., less synchronous) stock prices. The availability of civil, crim

inal, or 
crim

inal and civil sanctions again appears to be driving the relationship. That is, stock 
prices appear to be m

ore inform
ative about firm

-specific developm
ents in the sam

ple 
countries in w

hich those w
ho violate the country’s insider trading law

s face greater 
potential crim

inal and m
onetary sanctions. M

odels 2 and 3 in Illustration 9 control for 
various aspects of the enforcem

ent environm
ent that m

ight be driving this result, since 
Sanction is positively and significantly correlated w

ith the enforcem
ent variables (as 

dem
onstrated in Illustration 7). 
M

odel 2 adds the control variable Enforced by 1994 to the regressors in M
odel 1. 

The coefficient on Enforced by 1994 is insignificant, but it is in the direction (negative) 
predicted by H

2. Im
portantly, controlling for enforcem

ent history does not dam
pen the 

relationship betw
een the Sanction index and stock price synchronicity relative to M

odel 
1. R

ather, the coefficient on Sanction increases in absolute m
agnitude, and it rem

ains 
significant at the 1%

 level. The coefficient on M
odel 2 also explains a greater proportion 

of the variance in stock price synchronicity relative to M
odel 1. 

M
odel 3 adds to M

odel 2 the tw
o additional enforcem

ent m
easures, Public 

Enforcem
ent Pow

er and
Private Enforcem

ent Pow
er. 199 M

odel 3, reported in Illustration 
9, indicates that the coefficient on Public Enforcem

ent Power is negative and significant 
at the 1%

 level. This result im
plies that countries w

hose securities regulatory authorities 
have greater enforcem

ent pow
er have m

ore inform
ative stock prices, other things equal. 

M
odel 3 also show

s that controlling for Private Enforcem
ent Pow

er and
Public 

Enforcem
ent Pow

er does not change the basic results relative to M
odels 1 and 2. 

A
lthough the absolute m

agnitude of the coefficient on Sanction falls som
ew

hat in M
odel 

3, it is still significant at the 1%
 level as in M

odels 1 and 2. A
lso, the coefficient on the 

interaction term
, Scope*Sanction, becom

es significant at the 10%
 level in M

odel 3. In 
addition, M

odel 3 does not change the m
agnitude or significance of the coefficient on 

Enforced by 1994 relative to M
odel 2. Finally, M

odel 3 increases the proportion of 
variance explained relative to M

odels 1 and 2. The results in Illustration 9 are robust to 
dropping one country at a tim

e from
 each regression; that is, no single country is driving 

the results. 
In sum

m
ary, the regressions in Illustration 9 suggest that, other things equal, stock 

prices are less synchronous (presum
ably m

ore inform
ative) in countries w

ith greater 
potential crim

inal or m
onetary sanctions for insider trading law

 violations. To concretize 

199.
See

infra
Illustration 4 for an explanation of the m

eaning of these enforcem
ent m

easures. 
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this basic result, M
odel 3 in Illustration 9 suggests that a 0.32 point increase in the 

Sanction score is associated w
ith roughly a 1.7 percentage point decrease in average 

stock price synchronicity, or slightly m
ore than tw

ice the difference in average stock 
price synchronicity betw

een civil law
 countries (66.52%

) and com
m

on law
 countries 

(65.76%
) and about 2.6%

 of average stock price synchronicity for the full sam
ple 

(66.25%
). A

lso note that M
odels 1-3 suggest that stock prices are m

ore synchronous (less 
inform

ative) in civil law
 countries than in com

m
on law

 countries (the om
itted dum

m
y 

variable). 200

C
. Insider Trading Law

 and Stock M
arket Liquidity 

H
3 predicts that stock m

arkets are m
ore liquid in countries that have m

ore stringent 
insider trading law

s for the reasons given above. Thus, H
3 predicts positive coefficients 

on the insider trading law
 variables in regressions w

here stock m
arket turnover is the 

dependent variable. Illustration 10 reports three regressions that test this hypothesis; the 
dependent variable is the log of the average stock m

arket turnover betw
een 1991 and 

1995. The regressions in Illustration 10 include the sam
e independent and control 

variables 
as 

in 
Illustrations 

8 
and 

9 
for 

ow
nership 

dispersion 
and 

stock 
price 

synchronicity, respectively. 
In M

odel 1, the coefficient on Scope is positive as predicted by H
3; how

ever, it is 
only m

arginally significant at the 11%
 level. The coefficient on Sanction in M

odel 1 is 
positive, consistent w

ith H
3, but it is statistically insignificant. In contrast, the coefficient 

on the interaction betw
een (m

ean-centered) Scope and (m
ean-centered) Sanction is 

positive and significant at the 1%
 level in M

odel 1. This result is consistent w
ith H

3 and 
suggests 

that 
sim

ultaneously 
broader 

and 
m

ore 
punitive 

insider 
trading 

law
s 

are 
associated w

ith greater stock m
arket liquidity. 

M
odel 2 in Illustration 10 supplem

ents M
odel 1 by controlling for Enforced by 

1994. The coefficient on Enforced by 1994 is insignificant, but it is positive as predicted 
by H

3. N
ote that controlling for past enforcem

ent in this m
anner does not affect the 

relationship betw
een average stock m

arket turnover and the interaction betw
een (m

ean-
centered) Scope and (m

ean-centered) Sanction. In addition, M
odel 2 explains a greater 

proportion of the variance in average stock m
arket turnover relative to M

odel 1. 
M

odel 3 adds the tw
o potential enforcem

ent m
easures, Public Enforcem

ent Pow
er 

and
Private Enforcem

ent Pow
er to the control variables in M

odel 2. 201 N
either of these 

variables is statistically significant in M
odel 3. H

ow
ever, in M

odel 3 the coefficient on 
the interaction betw

een (m
ean-centered) Scope and (m

ean-centered) Sanction increases in 
m

agnitude relative to both M
odels 1 and 2 and in statistical significance relative to M

odel 
2. In addition, M

odel 3 increases the proportion of variance explained relative to M
odels 

1 and 2. 202

 
200. 

In regressions that I do not report in the A
rticle, I regress stock price synchronicity on the alternative 

disclosure m
easures and the control variables, w

ithout the insider trading law
 indices. The coefficient on 

D
isclosure is positive but insignificant, w

hile the coefficient on Accounting is positive and significant at the 5%
 

level.
201.

See
infra

Illustration 4 for an explanation of the m
eaning of these enforcem

ent m
easures. 

 
202. 

In regressions that I do not report in the A
rticle, I regress stock m

arket turnover on each of the 
alternative disclosure quality m

easures and the other control variables, excluding the insider trading law
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To sum
m

arize, the results in Illustration 10 are consistent w
ith H

3, w
hich posits that 

countries w
ith m

ore prohibitive insider trading law
s have m

ore liquid stock m
arkets, 

other things equal. H
ow

ever, the results in Illustration 10 are som
ew

hat sensitive to the 
inclusion of particular countries in the regressions, so they m

ust be interpreted w
ith 

caution.  The sm
all size of m

y sam
ple m

ight explain w
hy the results in Illustration 10 are 

sensitive to particular countries. 203 U
sing a m

uch larger tim
e series for 103 countries, 

Professors B
hattacharya and D

aouk find that stock m
arket liquidity does indeed tend to 

increase after a country first enacts insider trading regulation. This provides som
e 

consolation that m
y results regarding stock m

arket liquidity are not spurious. 

D
. Interaction of Sanctions and Public Enforcem

ent Pow
er 

There 
is 

sound 
reason 

to 
expect 

that 
both 

insider 
trading 

law
s 

and 
public 

enforcem
ent 

m
echanism

s 
affect 

investors’ 
expectations 

and 
hence 

stock 
m

arket 
perform

ance. 204 H
ow

ever, in the regressions above, w
ith the exception of ow

nership (see 
M

odel 3 in Illustration 8), the coefficients on these separate variables are never 
sim

ultaneously significant. A
 potential reason for this is m

ulticollinearity betw
een the 

insider trading law
 variables and Public Enforcem

ent Pow
er (see Illustration 7). I thus 

pursue a com
m

on approach to m
ulticollinearity, w

hich is to com
bine collinear variables 

into a single variable in light of their inseparable influence on the dependent variable. I 
create a new

 variable, Public Enforcem
ent Pow

er*Sanction, w
hich is the product of 

Public Enforcem
ent Pow

er and Sanction. I then run the regressions for each of the three 
dependent variables using this new

 variable, Public
Enforcem

ent Pow
er*Sanction.

Illustration 11 reports the results. C
olum

ns 1, 3, and 5 present regressions in w
hich 

the insider trading law
 variables are Scope and

Public Enforcem
ent Pow

er*Sanction for 
the dependent variables ow

nership, synchronicity, and liquidity, respectively.  The results 
are 

consistent 
w

ith 
H

1-H
3. 

In 
particular, 

the 
coefficient 

on 
Public 

Enforcem
ent 

Pow
er*Sanction is of the predicted sign and is statistically significant in each of the 

regressions in colum
ns 1, 3, and 5. R

egressions 1, 3 and 5 in Illustration 11 are also 
robust to dropping one country at a tim

e; that is, no single country dom
inates the results.  

H
ow

ever, note the relatively low
 R-squared statistics of regressions 1, 3, and 5 relative to 

M
odel 3 in Illustrations 8, 9, and 10, respectively. Thus, I also report the regressions in 

colum
ns 2, 4, and 6 of Illustration 11. The latter regressions constitute M

odel 4 for each 
of the dependent variables, since they sim

ply add the variable Public Enforcem
ent 

Pow
er*Sanction to M

odel 3 for each dependent variable. In contrast to the results in 
colum

ns 1, 3, 5, in colum
ns 2, 4, and 6 (M

odel 4), the coefficients on Public Enforcem
ent 

variables. The coefficients on D
isclosure and Accounting are both positive but insignificant. 

203 .
B

hattacharya &
 D

aouk, supra note 72. U
nlike this study, though, their study does not distinguish 

countries by the stringency of their insider trading law
s.

 
204. 

A
ckerm

an &
 M

aug note: 

m
arket participants anticipate future enforcem

ent actions by regulatory authorities [and] this 
effect is concentrated in countries w

ith high quality legal system
s [w

here] investors change their 
behavior after insider trading law

s have been enacted and . . . before they have been enforced 
[w

hile i]n countries w
ith less effective legal system

s law
s m

ay have no im
pact as investors 

anticipate that they w
ill not be enforced. 

A
ckerm

an &
 M

aug, supra
note 162, at 2-3. 
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Pow
er*Sanction are insignificant. This m

ight be due to m
ulticollinearity am

ong the 
independent variables, even though in colum

ns 2, 4, and 6, all of the insider trading law
 

variables and Public Enforcem
ent Pow

er are centered about their m
eans to m

itigate the 
effect of m

ulticollinearity. N
evertheless, the results in colum

ns 2, 4, and 6 are still largely 
consistent w

ith H
1, H

2, and H
3, respectively. 

E. Sum
m

ary and D
iscussion of Results 

The regression analyses yield three basic results. The first result is that a country’s 
large public corporations tend to have less concentrated ow

nership, w
here concentration 

is defined as the proportion of a com
pany’s stock held by the com

pany’s three largest 
shareholders, w

hen a country has tougher insider trading law
s and enforcem

ent. This 
finding is consistent w

ith H
1. The availability of crim

inal or m
onetary sanctions for 

violating the insider trading law
s and a w

illingness to enforce them
 seem

 particularly 
im

portant. Since concentrated ow
nership is a m

echanism
 for addressing agency problem

s 
and because outside investors are reluctant to invest w

hen agency costs are high, this 
result supports theories that see insider trading as an agency cost. H

ow
ever, the result is 

also consistent w
ith the view

 that insider trading reduces agency costs, m
eaning that 

ow
nership concentration m

ay be endogenous to insider trading. Thus, the first set of 
m

odels w
e exam

ined (in Illustration 8) provide only a w
eak test of the im

plications of 
prohibitions against insider trading because our ow

nership dispersion m
easure is lim

ited 
to ten com

panies per country and the results are indeterm
inate in any event. 205

N
evertheless, the failure to find that m

ore stringent insider trading law
s are associated 

w
ith greater ow

nership concentration is som
e evidence that prohibiting insider trading 

does not have one kind of detrim
ental effect that m

ight occur if the law
s w

ere 
counterproductive. M

oreover, the ow
nership results suggest that countries that w

ish to 
encourage m

ore w
idespread equity ow

nership m
ight w

ant to consider strengthening their 
insider trading law

s. 
The results of the second set of regression m

odels (Illustration 9) indicate that stock 
prices tend to be less synchronous (i.e., contain m

ore firm
-specific inform

ation) in 
countries w

ith m
ore stringent insider trading law

s, consistent w
ith H

2. This finding is 
consistent w

ith the claim
 that insider trading underm

ines stock price accuracy because it 
discourages arbitrage traders by increasing the risk of expropriation and/or by stifling 

 
205. 

See supra Part III for a review
 of the conflicting accounts of Professors D

em
setz and B

hide, on the 
one hand, and Professor M

aug, on the other hand, regarding the im
pact of insider trading on agency costs. In 

another study, I conduct a m
ore direct test of the agency cost im

plications of insider trading law
s by exam

ining 
the relationship betw

een insider trading law
s at the country-level and corporate valuation at the firm

 level. 
Laura B

eny, D
o Shareholders V

alue Insider Trading Law
s?  International Evidence (A

ugust 2006) (unpublished 
m

anuscript, on file w
ith author), available at http://papers.ssrn.com

/sol3/papers.cfm
?abstract_id=296111. In 

that study, I find a positive and statistically significant relationship betw
een corporate valuation and insider 

trading law
 and enforcem

ent am
ong firm

s in com
m

on law
 countries but not am

ong firm
s in civil law

 countries. 
Id. Judge Easterbrook suggests a few

 additional tests of the agency im
plications of insider trading, including 

investigation 
of 

the 
em

pirical 
“relation 

betw
een 

insiders’ 
trading 

and 
other 

form
s 

of 
com

pensation;” 
“substitution betw

een insider trading and other agency-cost control devices;” and various tests of the stock 
m

arket’s reaction to changes in insider trading regulation or to firm
-specific incidences of prosecution for 

insider trading violations. Easterbrook, supra note 12, at 96-97. H
ow

ever, Judge Easterbrook notes that “even 
w

ith data the [agency question] m
ay be insoluble.” Id. at 97. 
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com
petition in the m

arket for inform
ation, and/or it increases insiders’ incentives to 

m
anipulate inform

ation disclosure. These results are not w
hat one w

ould expect if the 
claim

 of opponents of insider trading legislation that insider trading is an effective and 
less costly alternative to traditional disclosure w

ere true. 
The results from

 the third set of m
odels indicate that countries w

ith tougher insider 
trading law

s tend to have m
ore liquid stock m

arkets, consistent w
ith H

3. Support for H
3

is consistent w
ith theoretical and em

pirical research in m
arket m

icrostructure that finds a 
detrim

ental effect of inform
ation asym

m
etry on trading costs and w

ith the notion that 
allow

ing insiders to trade on inform
ation know

n only to them
 harm

s liquidity (increases 
transaction costs) by reducing com

petition am
ong inform

ed traders. The results therefore 
support those w

ho advocate insider trading regulation on the ground that it prom
otes 

liquid stock m
arkets. 

A
ll three basic results are robust to controlling for the enforcem

ent environm
ent. 

Furtherm
ore, the regressions strongly suggest that the possibility of stringent crim

inal or 
m

onetary sanctions, rather than the breadth of the prohibition, is the m
ore salient feature 

of countries’ insider trading law
s. Sanctions are m

ore frequently significant than the 
scope of the insider trading prohibition in the regressions reported in this A

rticle. 

V
I.C

O
N

C
LU

SIO
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N
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A
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C
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N
O

M
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A
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This A
rticle began by sum

m
arizing the longstanding and unresolved theoretical law

 
and econom

ics debate about the efficiency im
plications of insider trading, review

ing 
som

e of the m
ost prom

inent agency and m
arket theories of insider trading on both sides 

of the debate. N
ext, the A

rticle presented the equally perennial debate about w
hether 

insider trading ought to be regulated or left to private contracting. The m
ain contribution 

of this A
rticle, how

ever, is that it m
oves the law

 and econom
ics debate aw

ay from
 the 

purely theoretical to the em
pirical realm

. In doing so, it provides som
e evidence that 

seem
s to favor proponents of insider trading regulation and enforcem

ent. R
ecent 

em
pirical studies of insider trading law

s seem
 to point in the sam

e direction. 206

The results are consistent w
ith (but do not prove) the claim

 that insider trading law
s 

generate positive m
arket externalities. In particular, the findings that such law

s are 

206. 
See, e.g., B

hattacharya &
 D

aouk, supra note 72 (finding that stock m
arket liquidity increases after the 

enactm
ent of insider trading law

s and the cost of equity falls significantly after a country prosecutes its insider 
trading law

 for the first tim
e); B

ushm
an et al., supra

note 77 (finding that analyst follow
ing increases after 

countries’ initial enforcem
ent of insider trading law

s, w
here analyst activity is assum

ed to be beneficial to stock 
m

arket efficiency); H
errington, supra note 151 (confirm

ing the findings in this A
rticle, using m

ore recent 
country data and insider trading law

 indices that are based upon and extend m
y indices). For recent evidence 

that is m
ore am

biguous about the benefits of insider trading law
 and regulation, see B

eny, supra note 205 
(finding that m

ore stringent insider trading law
s are associated w

ith greater corporate valuation in com
m

on law
 

countries, but low
er corporate valuation in civil law

 countries); B
ris, supra

note 162 (finding that insider trading 
profits prior to tender offer announcem

ents decrease in the stringency of the law
, but increase after the first 

enforcem
ent); A

rt D
urnev &

 A
m

rita N
ain, The Effectiveness of Insider Trading R

egulation A
round the G

lobe 
(unpublished m

anuscript, on file w
ith the author) (2005), available at http://ssrn.com

/abstract=682281 (finding 
that insider trading law

s m
ay have perverse effects in civil law

 countries). N
one of the recent evidence supports 

any firm
 policy prescription, how

ever, since evidence about the costs of insider trading regulation and 
enforcem

ent is not available yet. See
infra

note 212. 
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associated w
ith m

ore liquid stock m
arkets and m

ore inform
ative stock prices support 

those w
ho oppose private contracting on the ground that insider trading has external 

effects on the stock m
arket. M

ore liquid stock m
arkets and m

ore accurate stock prices 
reduce the overall cost of equity capital 207 and im

prove the efficiency of capital 
allocation, 208 respectively. Private parties are unlikely to give adequate consideration to 
these external benefits in their private negotiations. Thus, these tw

o findings bolster the 
case for public regulation and correspondingly w

eaken the case for a “C
oasian” approach 

to insider trading. 209 Furtherm
ore, to the extent that insider trading regulation prom

otes 
m

ore accurate stock prices and greater stock m
arket liquidity, regulation m

ight indirectly 
am

eliorate corporate agency problem
s, as m

ore accurate stock prices and greater liquidity 
facilitate im

proved corporate governance and the m
arket for corporate control. 210 In 

contrast, less accurate prices and low
er liquidity reduce shareholders’ incentives to 

m
onitor and hence increase corporate insiders’ ability and incentives to expropriate 

outside investors. 211 Thus, enacting or strengthening insider trading law
s and their 

enforcem
ent is som

ething that countries interested in increasing the viability of their 
stock m

arkets m
ight consider. 212

It is prem
ature, how

ever, to claim
 that such a strategy w

ill surely succeed or that the 
debate betw

een proponents and opponents of insider trading law
s has now

 been 
em

pirically resolved. The results of this study m
ust be view

ed cautiously for several 
reasons. O

ne is the crude nature of the available variables. O
w

nership concentration 
ratios in a country’s m

idsize and sm
aller firm

s m
ight, for exam

ple, be very different from
 

w
hat they are in a relatively sm

all num
ber of the country’s very largest firm

s. A
nd, w

e 
w

ould like to know
 how

 regularly a country’s insider trading law
s have been enforced 

and not m
erely w

hether they have been enforced once before 1994. 213 A
lso, the sam

ple 

 
207. 

A
m

ihud &
 M

endelson, supra
note 40. 

 
208. 

W
urgler, supra note 40. 

209. 
See C

ox, supra
note 32; G

oshen &
 Parchom

ovsky, supra
note 39. See generally G

laeser et al., supra
note 166. 
 

210. 
The literature on m

andatory securities disclosure enum
erates several econom

ic benefits of accurate 
stock prices, including their role in im

proving corporate governance and reducing agency costs. See, e.g., Fox et 
al.,supra

note 40. In addition, using a m
athem

atical m
odel, Professor M

aug show
s that liquid stock m

arkets are 
beneficial because they im

prove corporate governance by im
proving large shareholders’ incentives to m

onitor. 
Ernst M

aug, Large Shareholders as M
onitors: Is There a Trade-off Betw

een Liquidity and C
ontrol? 53 J. F

IN.
65 (1998). 
 

211. 
See

M
aug, supra

note 210; Fox et al., supra
note 40. 

 
212. 

Even if strong insider trading law
s and enforcem

ent are associated w
ith greater public participation in 

the stock m
arket, m

ore liquid stock m
arkets, and m

ore accurate stock prices, how
ever, policym

akers need to 
assess w

hether they are w
orth their costs. Such costs include the cost of legislative enactm

ent and subsequent 
m

arket supervision and enforcem
ent and various additional direct and indirect costs of the regulatory schem

e. 
See, e.g., H

ow
ell E. Jackson, Variation in the Intensity of Financial Regulation: Prelim

inary Evidence and 
Potential Im

plications (John M
. O

lin C
tr. for Law

, Econ., and B
us., W

orking Paper N
o. 521, 2005), available at 

http://ssrn.com
/sbstract=839250 (discussing the direct and indirect costs of financial regulation). So far, there 

have been no em
pirical studies, m

uch less com
parative em

pirical studies, of the relative costs and benefits of 
insider trading regulation. Id. at 32 (“[W

]e don’t have evidence that the benefits of enforcing insider trading law
 

exceeds the costs of enforcing those law
s.”). 

 
213. 

Even if w
e knew

 the frequency of enforcem
ent, there w

ould be serious endogeneity problem
s because 

a country w
ith the m

ost effective insider trading regim
e m

ight have occasion to engage in relatively low
 

enforcem
ent efforts precisely because the law

 is so restrictive. Ideally, w
e w

ould be able to test a tim
e series 

m
odel. 
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of available countries is quite sm
all and there m

ay be differences betw
een them

 in data 
reliability. It is also possible that som

e countries enacted insider trading law
s m

erely in 
response to external pressure, 214 resulting in rote transplantation of foreign insider 
trading 

law
s 

unrelated 
to 

such 
countries’ 

financial, 
legal, 

and 
institutional 

characteristics. 215 It is som
e consolation that these concerns w

ould ordinarily be expected 
to reduce the likelihood of finding significant relationships but they nonetheless caution 
against relying too heavily on these results. A

n additional concern is that the relationship 
betw

een insider trading law
s/enforcem

ent and m
easures of stock m

arket perform
ance 

m
ight be context and culture dependent. A

 relationship that holds across the sam
ple as a 

w
hole m

ay not hold for a particular country w
ith its ow

n business traditions at a 
particular stage of econom

ic developm
ent. 

Finally, 
although 

this 
A

rticle’s 
em

pirical 
results 

dem
onstrate 

a 
significant 

relationship 
betw

een 
insider 

trading 
law

s 
and 

various 
m

easures 
of 

stock 
m

arket 
perform

ance, they do not prove causality. M
ore developed stock m

arkets m
ay sim

ply 
have stronger insider trading law

s and enforcem
ent because they have the necessary 

influential constituencies to dem
and a tough approach to insider trading. The public 

choice claim
 that certain stakeholders in the financial system

 cause insider trading law
s to 

be adopted suggests that causality m
ight run from

 the financial system
 to insider trading 

law
s, rather than the reverse. 216

The appropriate conclusion to reach from
 this research is not that the argum

ents of 
proponents of insider trading regulation have been proven sounder than the argum

ents of 
those w

ho criticize such regulation, but rather that there is som
ew

hat m
ore reason to 

believe in their soundness than there w
as before this study w

as conducted. W
hile I w

ould 
like to be able to reach a stronger conclusion, it is essential to avoid the undue 
confidence, com

bined w
ith an inordinate haste to m

ake policy recom
m

endations that too 
often have characterized the insider trading debate. If w

e err at all, w
e should err on the 

side of excessive care in assessing w
hat w

e know
, at least if our aim

 is to influence 
policy. 

A
t the sam

e tim
e, I do not w

ant to sell short w
hat I think w

e can learn from
 the 

214. 
See H

addock &
 M

acey, C
ontrolling Insider Trading,supra

note 77.
215. 

See generally K
atharina Pistor, The Standardization of Law

 and Its Effect on D
eveloping Econom

ies,
50 A

M
.J.C

O
M

P.L. 97 (2002) (noting difficulties in adopting standard law
s to dom

estic legal cultures in 
developing countries). This suggests that careful study of the political econom

y of countries’ (especially 
em

erging m
arkets’) adoption of insider trading law

s is desirable. For a start, see
Laura N

. B
eny, The Political 

Econom
y of Insider Trading Legislation and Enforcem

ent: International Evidence (John M
. O

lin C
tr. for Law

, 
Econ., and B

us., W
orking Paper N

o. 348, 2002), available at http://ssrn.com
/abstract=304383. In addition, I 

have conducted a survey of stock m
arket regulators and stock m

arket exchanges around the w
orld about the 

m
otivating circum

stances of their countries’ adoption and initial enforcem
ent of insider trading law

s. The 
results of m

y analysis of these data w
ill be available shortly (contact author for details). 

216. 
See, e.g.,H

addock &
 M

acey, Regulation on D
em

and,supra note 77 (arguing that insider trading law
s 

are adopted for political reasons, not necessarily to im
prove efficiency); see also B

eny, supra note 215; see also
H

addock &
 M

acey, supra note 74, at 1451 (“W
hile the SEC

’s present rules banning insider trading m
ay w

ell be 
supportable under certain theoretical conditions, the SEC

’s refusal to perm
it firm

s to opt out of its rules suggests 
to us that the ban is m

otivated by political rent seeking rather than a quest for econom
ic efficiency.”). See

generally
C

offee, Rise of D
ispersed O

w
nership,supra note 8, at 81 (noting that in several countries, securities 

“law
 appears to be responding to changes in the m

arket [i.e., the em
ergence of influential investor 

constituencies], not consciously leading it”). 
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analysis in this A
rticle. Substantively, the consistent support for the hypotheses that favor 

the regulation of insider trading at a m
inim

um
 places on those w

ho advocate the 
deregulation of insider trading the burden of presenting persuasive em

pirical evidence 
that refutes this A

rticle’s findings (and the findings of other recent studies) and/or 
supports the deregulatory position. M

y results also suggest that the assum
ptions m

ade by 
theorists w

ho see on balance benefits to insider trading regulation are closer to the m
ark 

than the assum
ptions that undergird the conclusions of those w

ho oppose such regulation. 
In particular, m

any scholars acknow
ledge that the “pure” C

oasian assum
ptions are 

unrealistic. It appears that their unreality m
ight m

atter in som
e contexts, including the 

present context, i.e., the insider trading debate. 
M

ethodologically, this A
rticle suggests that cross-country data and a com

parative 
analysis can shed em

pirical light on the im
plications of regulatory regim

es that frustrate 
single country investigation due to insufficient variance. U

ndoubtedly there is a need for 
further em

pirical research on this issue, including the assem
bly of m

ore adequate cross-
sectional and tim

e series data sets. This A
rticle is but an early step. It can help resolve the 

theoretical conflict (and perhaps contribute to the articulation of a m
ore coherent insider 

trading doctrine in the U
nited States) only if consistent em

pirical w
ork follow

s. 
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I LLU
STR

A
TIO

N
 4:D

ESC
R

IPTIO
N

 O
F TH

E V
A

R
IA

B
LES

D
escription 

D
ependent V

ariables 
O

w
nership 

D
ispersion 

O
ne m

inus the average fraction of com
m

on stock of the ten 
largest non-financial dom

estic firm
s ow

ned by the three largest 
shareholders in the country. La Porta et al., Law

 and Finance,supra
note 8, at 1125.   

A
verage Stock 

M
arket 

Turnover 

The total value traded divided by stock m
arket capitalization, 

averaged 
across 

1991-1995. 
E

M
ER

G
IN

G
 

M
A

R
K

ETS 
F

A
C

TB
O

O
K,

supra note 149.
Stock Price 

Synchronicity 
The fraction (%

) of stocks w
hose prices m

oved in the sam
e 

direction in an average w
eek in 1995. Fox et al., supra note 40.

Insider T
rading Law

 V
ariables 

Tipping 
Tipping equals one if corporate insiders are prohibited from

 
tipping outsiders (tippees) about m

aterial non-public inform
ation 

and/or encouraging them
 to trade on such inform

ation for personal 
gain; equals zero otherw

ise. I N
SID

ER
T

R
A

D
IN

G:
T

H
E L

A
W

S 
O

F 
E

U
R

O
PE, 

TH
E 

U
N

ITED
 

S
TA

TES 
A

N
D

 
JA

PA
N,

supra 
note 

152;
I N

TER
N

A
TIO

N
A

L IN
SID

ER
 D

EA
LIN

G,supra note 152.
Tippee

Tippee equals one if tippees, like corporate insiders, are 
prohibited from

 trading on m
aterial non-public inform

ation that 
they have received from

 corporate insiders; equals zero otherw
ise.  

I N
SID

ER
T

R
A

D
IN

G:T
H

E L
A

W
S O

F E
U

R
O

PE, TH
E U

N
ITED

 S
TA

TES A
N

D
 

JA
PA

N,supra note 152; IN
TER

N
A

TIO
N

A
L IN

SID
ER

 D
EA

LIN
G,supra

note 152.
D

am
ages 

D
am

ages 
equals 

one 
if 

potential 
m

onetary 
penalties 

for 
violating insider trading law

s are proportional to insiders’ trading 
profits; equals zero otherw

ise. I N
SID

ER
T

R
A

D
IN

G:
T

H
E

L
A

W
S O

F 
E

U
R

O
PE, 

TH
E 

U
N

ITED
 

S
TA

TES 
A

N
D

 
JA

PA
N,

supra 
note 

152;
I N

TER
N

A
TIO

N
A

L IN
SID

ER
 D

EA
LIN

G,supra note 152.
C

rim
inal 

C
rim

inal equals one if violation of insider trading law
s is a 

potential 
crim

inal 
offense; 

equals 
zero 

otherw
ise. 

I N
SID

ER
 

T
R

A
D

IN
G:T

H
E L

A
W

S O
F E

U
R

O
PE, TH

E U
N

ITED
 S

TA
TES A

N
D

 JA
PA

N,
supra note 152; I N

TER
N

A
TIO

N
A

L IN
SID

ER
 D

EA
LIN

G,supra note 152.
Scope 

Scope is a sub-index of insider trading law
. Scope m

easures 
the breadth of the insider trading prohibition. It is the sum

 of 
Tipping and Tippee. Scope ranges from

 0 to 2, w
ith 0 representing 

the m
ost perm

issive insider trading prohibition and 2 representing 
the m

ost restrictive insider trading prohibition.  
Sanction 

Sanction is a sub-index of insider trading law
. Sanction is a 

proxy 
for 

the 
expected 

crim
inal 

and 
m

onetary 
sanctions 

for 
violating a country’s insider trading law

s. It is the sum
 of D

am
ages 

and C
rim

inal. Sanction ranges from
 0 to 2, w

ith 0 representing the 
low

est expected sanctions and 2 representing the highest expected 
sanctions.  
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IT Law
  

The aggregate IT Law
 index equals the sum

 of (1) Tipping; (2) 
Tippee; (3) D

am
ages; and (4) C

rim
inal; or, equivalently, the sum

 of 
Scope and Sanction. IT Law

 ranges from
 0 to 4, w

ith 0 representing 
the m

ost lax insider trading legal regim
e and 4 representing the 

m
ost restrictive insider trading legal regim

e.       
E

nforcem
ent V

ariables 
Enforced by 

1994 
A

 proxy for actual enforcem
ent, “Enforced by 1994” is an 

indicator variable that equals one if the country’s insider trading 
law

 has been enforced for the first tim
e by the end of 1994.  

B
hattacharya &

 D
aouk, supra note 72, tbl. 1 (this is the colum

n that 
the authors have m

istakenly labeled “IT Law
s Existence” (colum

n 
8), rather than “IT Law

s Enforcem
ent”).  

Public 
Enforcem

ent 
Pow

er

The public enforcem
ent index is the arithm

etic m
ean of an 

index of the securities m
arket supervisor’s characteristics and an 

index of the securities m
arket supervisor’s investigative pow

ers.  
The securities m

arket supervisor’s characteristics index equals 
the arithm

etic m
ean of the four com

ponents: (1) A
ppointm

ent—
“[e]quals one if a m

ajority of the m
em

bers of the Supervisor are not 
unilaterally appointed by the Executive branch of governm

ent; and 
equals zero otherw

ise,” La Porta et al., W
hat W

orks?,supra note 8,
at 7; (2) Tenure—

“[e]quals one if m
em

bers of the Supervisor 
cannot be dism

issed at the w
ill of the appointing authority; and 

equals zero otherw
ise,” id.; (3) Focus—

“[e]quals one if separate 
governm

ent 
agencies 

or 
official 

authorities 
are 

in 
charge 

of 
supervising com

m
ercial banks and stock exchanges; and equals 

zero otherw
ise,” id.; (4) R

ule-m
aking authority—

 
[e]quals 

one 
if 

the 
Supervisor 

can 
generally 

issue 
regulations regarding prim

ary offerings and/or listing 
rules on stock exchanges w

ithout prior approval of other 
governm

ental 
authorities. 

Equals 
one 

half 
if 

the 
Supervisor 

can 
generally 

issue 
regulations 

regarding 
prim

ary offerings and/or listing rules on stock exchanges 
only 

w
ith 

the 
prior 

approval 
of 

other 
governm

ental 
authorities.  Equals zero otherw

ise.   
Id.

The 
supervisor’s 

investigative 
pow

ers 
index 

equals 
the 

arithm
etic m

ean of tw
o factors: (1) D

ocum
ent—

 
[a]n index of the pow

er of the Supervisor to com
m

and 
docum

ents w
hen investigating a violation of securities 

law
s. Equals one if the Supervisor can generally issue an 

adm
inistrative order com

m
anding all persons to turn over 

docum
ents; 

equals 
one 

half 
if 

the 
Supervisor 

can 
generally 

issue 
an 

adm
inistrative 

order 
com

m
anding 

publicly traded corporations and/or their directors to turn 
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over docum
ents; and equals zero otherw

ise 
id. at 8; (2) W

itness—
 

[a]n index of the pow
er of the Supervisor to subpoena the 

testim
ony of w

itnesses w
hen investigating a violation of 

securities 
law

s. 
Equals 

one 
if 

the 
Supervisor 

can 
generally subpoena all persons to give testim

ony; equals 
one half if the Supervisor can generally subpoena the 
directors 

of 
publicly 

traded 
corporations 

to 
give 

testim
ony; and equals zero otherw

ise. 
La Porta et al., W

hat W
orks?,supra note 8, at 8.

Private R
ight 

Private right equals one if private parties have a private right 
of action against parties that have violated the country’s insider 
trading 

law
s. 

I N
SID

ER
T

R
A

D
IN

G:
T

H
E L

A
W

S 
O

F E
U

R
O

PE, 
TH

E 
U

N
ITED

S
TA

TES 
A

N
D

 JA
PA

N,
supra note 152; IN

TER
N

A
TIO

N
A

L 
IN

SID
ER

D
EA

LIN
G,supra note 152.

Efficiency of 
the Judiciary 

Efficiency of the judiciary is a m
easure of the “efficiency and 

integrity of the legal environm
ent as it affects business, particularly 

foreign firm
s.” La Porta et al., Law

 and Finance,supra note 8, at 
1124.  It is recorded as the arithm

etic average betw
een 1980 and 

1983.   
Private

Enforcem
ent 

Pow
er

The product of Private R
ight and Efficiency of the Judiciary.  

C
ontrol V

ariables 
Log of G

D
P 

Logarithm
 of per capita gross dom

estic product in 1995, 
m

easured in constant 1995 U
. S. dollars. W

orld B
ank, W

orld 
D

evelopm
ent R

eport C
D

-R
om

 (2003).  
G

D
P G

row
th 

A
verage annual percentage grow

th rate of per capita G
D

P for 
the years 1970-1993. W

orld B
ank, W

orld D
evelopm

ent R
eport 

(1995).  
A

nti-director 
R

ights 
A

ggregate index of m
inority shareholder rights. The index is 

the sum
 of “(1) [ability to] vote by m

ail; (2) shares not blocked or 
deposited; (3) cum

ulative voting; (4) oppressed m
inority [rights]; 

(5) pre-em
ptive rights; and (6) capital [required to call a m

eeting].” 
D

jankov et al., Self-D
ealing,supra note 8, tbl. X

I. The index ranges 
from

 zero to six, w
here six signifies the strongest anti-director 

rights. 
Legal O

rigin 
A

n indicator variable that signifies the legal origin of the 
country’s C

om
pany Law

 or C
om

m
ercial C

ode. Legal origin m
ay be 

English com
m

on law
, French civil law

, G
erm

an civil law
 or 

Scandinavian civil law
. La Porta et al., Law

 and Finance,
supra

note 8.
D

isclosure 
The D

isclosure index equals the arithm
etic average of six 

separate indices of inform
ation that firm

s are legally required to 
include in their prospectuses: (1) C

om
pensation; (2) Shareholders; 
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(3) Inside O
w

nership; (4) Irregular contracts; (5) Transactions. La 
Porta et al., W

hat W
orks?,supra note 8.

(1) C
om

pensation is  
[a]n 

index 
of 

prospectus 
disclosure 

requirem
ents 

regarding the com
pensation of the Issuer’s directors and 

key officers. Equals one if the law
 or the listing rules 

require that the com
pensation of each director and key 

officer be reported in the prospectus of a new
ly listed 

firm
; equals one half if only the aggregate com

pensation 
of directors and key officers m

ust be reported in the 
prospectus of a new

ly-listed firm
; and equals zero w

hen 
there is no requirem

ent to disclose the com
pensation of 

directors and key officers in the prospectus for a new
ly 

listed firm
. 

Id. at 6.  
(2) Shareholders are  
[a]n 

index 
of 

disclosure 
requirem

ents 
regarding 

the 
Issuer’s equity ow

nership structure. Equals one if the law
 

or the listing rules require disclosing the nam
e and 

ow
nership stake of each shareholder w

ho, directly or 
indirectly, controls 10%

 or m
ore of the Issuer’s voting 

securities; equals one half if reporting requirem
ents for 

the Issuer’s 10%
 shareholders do not include indirect 

ow
nership or if only their aggregate ow

nership needs to 
be disclosed; and equals zero w

hen the law
 does not 

require disclosing the nam
e and ow

nership stake of the 
Issuer’s 10%

 shareholders. [The index includes both] 
large 

shareholder 
reporting 

requirem
ents 

im
posed 

on 
firm

s and those im
posed [directly] on large shareholders.  

Id.
(3) Inside O

w
nership is  

[a]n 
index 

of 
prospectus 

disclosure 
requirem

ents 
regarding the equity ow

nership of the Issuer’s shares by 
its directors and key officers. Equals one if the law

 or the 
listing rules require that the ow

nership of the Issuer’s 
shares by each of its directors and key officers be 
disclosed in the prospectus; equals one half if only the 
aggregate num

ber of the Issuer’s shares ow
ned by its 

directors and key officers m
ust be disclosed in the 

prospectus; 
and 

equals 
zero w

hen 
the ow

nership of 
Issuer’s shares by its directors and key officers need not 
be disclosed in the prospectus. 

Id.
(4) Irregular contracts are  
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[a]n 
index 

of 
prospectus 

disclosure 
requirem

ents 
regarding 

the 
Issuer’s 

contracts 
outside 

the 
ordinary 

course of business. Equals one if the law
 or the listing 

rules require that the term
s of m

aterial contracts m
ade by 

the Issuer outside the ordinary course of its business be 
disclosed in the prospectus; equals one half if the term

s of 
only som

e m
aterial contracts m

ade outside the ordinary 
course of business m

ust be disclosed; and equals zero 
otherw

ise. 
Id.

(5) Transactions are  
[a]n index of the prospectus disclosure requirem

ents 
regarding 

transaction[s] 
betw

een 
the 

Issuer 
and 

its 
directors, officers, and/or large shareholders (i.e., “related 
parties”). Equals one if the law

 or the listing rules require 
that all transactions in w

hich related parties have, or w
ill 

have, an interest be disclosed in the prospectus; equals 
one half if only som

e transactions betw
een the Issuer and 

related parties m
ust be disclosed in the prospectus; and 

equals zero if transactions betw
een the Issuer and related 

parties need not be disclosed in the prospectus.  
La Porta et al., W

hat W
orks?,supra note 8, at 6. 

A
ccounting

The accounting index is a m
easure of the quality of accounting 

standards. The accounting index assigns a rating to com
panies’ 

1990 annual reports on the basis of their inclusion or exclusion of 
ninety item

s. The ninety item
s are divided into seven categories 

(general inform
ation, incom

e statem
ents, balance sheets, funds flow

 
statem

ent, accounting standards, stock data and special item
s). For 

each country, the index is based on exam
ination of a m

inim
um

 of 
three 

com
panies. 

The 
com

panies 
represent 

a 
cross-section 

of 
various industries. Seventy percent are industrial com

panies, w
hile 

the rem
aining thirty percent are financial com

panies. La Porta et al., 
Law

 and Finance,supra note 8.
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This Table presents the insider trading law
 and enforcem

ent m
easures for the sam

ple 
countries, grouped by their legal origins: English com

m
on law

 versus European civil law
. 

The colum
ns contain the follow

ing variables: (1) Scope equals the sum
 of Tipping and 

Tippee; (2) Sanction equals the sum
 of D

am
ages and C

rim
inal; (3)the aggregate IT Law

 
index

is the sum
 of Scope and Sanction; (4) Enforced by 1994 equals one if the insider 

trading prohibition w
as enforced by 1994, and zero otherw

ise; (5) Public Enforcem
ent 

Pow
er is the m

ean of the indices of the securities m
arket supervisor’s characteristics and 

investigative pow
ers; and (6) Private Enforcem

ent Pow
er is the product of Private Right

and the efficiency of the judiciary. A
ll variables are described in detail in Illustration 4. 

The superscripts a,b, and c denote statistical significance at the 1%
, 5%

, and 10%
 levels, 

respectively. N
/A

 signifies that the relevant inform
ation is not available for the country in 

question. 

Scope 

(1) 

Sanction 

(2) 

IT
Law

(3) 

Enforced
by 1994  

(4) 

Public 
Enforcem

ent 
Pow

er
(5) 

Private
Enforcem

ent 
Pow

er
(6) 

C
om

m
on

L
aw

 
C

ountries 
A

ustralia 
2. 00 

1. 00 
3. 00 

0
0. 88 

10. 00 
C

anada 
2. 00 

2. 00 
4. 00 

1
0. 81 

9. 25 
H

ong K
ong 

2. 00 
1. 00 

3. 00 
1 

0. 75 
0. 00 

India 
1. 00 

1. 00 
2. 00 

0
0. 69 

0. 00 
Ireland 

2. 00 
1. 00 

3. 00 
0

0. 13 
8. 75 

M
alaysia 

1. 00 
1. 00 

2. 00 
0

0. 69 
9. 00 

Singapore 
2. 00 

1. 00 
3. 00 

1
0. 75 

10. 00 
South A

frica 
1. 00 

1. 00 
2. 00 

0
0. 38 

6. 00 
Thailand 

2. 00 
1. 00 

3. 00 
1

0. 88 
0. 00 

U
K

2. 00 
1. 00 

3. 00 
1

0. 63 
0. 00 

U
SA

 
2. 00 

2. 00 
4. 00 

1
1. 00 

10. 00 
C

om
m

on
L

aw
 

A
verage 

1. 73 
1. 18 

2. 91 
0. 54 

0. 69 
5. 73 

C
ivil L

aw
 

C
ountries 

A
ustria 

2. 00 
0. 00 

2. 00 
0

0. 13 
0. 00 

B
elgium

 
2. 00 

1. 00 
3. 00 

1
0. 13 

0. 00 
B

razil 
2. 00 

0. 00 
2. 00 

1
0. 50 

5. 75 
D

enm
ark 

2. 00 
1. 00 

3. 00 
0

0. 38 
0. 00 

Finland 
2. 00 

1. 00 
3. 00 

1
0. 38 

0. 00 
France 

2. 00 
2. 00 

4. 00 
1

0. 94 
0. 00 

G
erm

any 
2. 00 

1. 00 
3. 00 

0
0. 25 

0. 00 
G

reece
2. 00 

0. 00 
2.00

0
0. 38 

0. 00 
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Scope 

(1) 

Sanction 

(2) 

IT
Law

(3) 

Enforced
by 1994  

(4) 

Public 
Enforcem

ent 
Pow

er
(5) 

Private
Enforcem

ent 
Pow

er
(6) 

Indonesia 
1. 00 

1. 00 
2. 00 

0
0. 75 

0. 00 
Italy 

2. 00 
1. 00 

3. 00 
0

0. 50 
0. 00 

Japan 
1. 00 

1. 00 
2. 00 

1
0. 00 

0. 00 
Luxem

bourg 
2. 00 

1.00 
3. 00 

0
N

/A
 

0. 00 
M

exico 
1. 00 

0. 00 
1. 00 

0
0. 25 

0. 00 
N

etherlands 
2. 00 

1. 00 
3. 00 

1
0. 50 

0. 00 
N

orw
ay 

1. 00 
0. 00 

1. 00 
1

0. 13 
0. 00 

Philippines 
1. 00 

1. 00 
2. 00 

0
0. 88 

0. 00 
Portugal 

2. 00 
1. 00 

3. 00 
0

0. 88 
5. 50 

South K
orea 

2. 00 
2. 00 

4. 00 
1

0. 38 
6. 00 

Spain 
2. 00 

1. 00 
3. 00 

0
0. 50 

6. 25 
Sw

eden 
2. 00 

1. 00 
3. 00 

1
0. 25 

0. 00 
Sw

itzerland 
2. 00 

1. 00 
3. 00 

0
0. 25 

0. 00 
Taiw

an 
2. 00 

1. 00 
3. 00 

1
0. 38 

6. 75 
C

ivil L
aw

 
A

verage 
1. 77 

0. 86 
2. 64 

0. 45 
0. 41 

1. 44 

O
verall 

A
verage 

1. 76 
0. 97 

2. 73 
0. 48 

0. 51 
2. 91 

T
-T

est of 
D

ifference 
in M

eans 
(C

om
m

on 
L

aw
 vs. 

C
ivil L

aw
) 

-0. 28 
1. 67

c
0. 97 

0. 48 
2. 86

a
3. 33

a
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This Table presents the averages, m
edians and standard deviations of the three 

dependent variables (O
wnership D

ispersion,
Stock Price Synchronicity and Average 

Stock M
arket Turnover) and the control variables (Log of G

D
P Per C

apita, G
D

P
G

row
th 

Per C
apita, Anti-D

irector Rights,D
isclosure, and Accounting Standards). A

ll variables 
are described in detail in Illustration 4. The superscripts a and b denote statistical 
significance at the 1%

 and 5%
 levels, respectively. 

A
vg. 

M
edian 

Standard 
D

eviation 
C

om
m

on 
Law

 A
vg. 

C
ivil Law

 
A

vg. 
T-Test

Statistic
D

ependent 
V

ariables 
O

w
nership 

D
ispersion 

57. 00 
54. 00 

13. 90 
59. 80 

55. 50 
-0. 82 

Stock Price 
Synchronicity 

66. 25 
66. 60 

4. 34 
65. 76 

66. 52 
0. 46 

A
verage 

Stock M
arket 

Turnover 
58. 90 

44. 85 
46. 22 

44. 54 
63. 49 

1. 12 
C

ontrol 
V

ariables 
Log of G

D
P 

per capita 
9. 31 

9. 89 
1. 32 

9. 13 
9. 63 

1. 12 
G

D
P G

row
th 

per capita 
3. 94 

3. 06 
2. 54 

4. 67 
3. 56 

-1. 18 
A

nti-director 
R

ights 
3. 50 

3. 50 
1. 12 

4. 45 
3. 11 

-4. 24
a

D
isclosure 

0. 66 
0. 67 

0. 21 
0. 88 

0. 55 
-5. 91

a

A
ccounting 

65. 80 
65. 00 

9. 47 
71. 20 

63. 10 
-2. 38

b

B
EN

Y
C

EC
 IN

 PR
O

G.D
O

C 
11/13/2006

1:42:53
PM

 

2007] 
Insider Trading Law

s and Stock M
arkets Around the W

orld 
295 

I LLU
STR

A
TIO

N
 7:C

O
R

R
ELA

TIO
N

 M
A

TR
IX

This Table presents pair w
ise correlation coefficients for the dependent variables, 

the substantive insider trading law
 m

easures and the enforcem
ent m

easures. A
ll variables 

are described in detail in Illustration 4. The num
bers in parentheses are the probability 

levels (p-values) at w
hich the null hypothesis of zero correlation can be rejected in tw

o-
tailed tests. The superscripts a,b, and c denote statistical significance at the 1%

, 5%
, and 

10%
 levels, respectively.  

(1) 
Ownership Dispersion 

(2) 
Stock Price Synchronicity 

(3) 
Average Stock Market Turnover 

(4) 
Scope

(5) 
Sanction

(6) 
IT Law 

(7) 
Enforced by 1994 

(8) 
Public Enforc’t Power 

(9) 
Private Enforc’t Power

D
ependent 

V
ariables

(1) O
w

nership 
D

ispersion
1. 00 

(2) Stock Price 
Synchronicity 

-0. 19 
(0. 31) 

1. 00 

(3) A
verage 

stock m
arket 

turnover 

0. 39
b

(0. 03) 
-0. 15 
(0. 42) 

1. 00 

Insider
T

rading L
aw

 
M

easures

(4) Scope 
0. 13 
(0. 47) 

-0. 39
b

(0. 03) 
0. 37b 
(0. 03) 

1. 00 

(5) Sanction 
0. 53

a

(0. 00) 
-0. 37

b

(0. 04) 
0. 16 
(0. 38) 

0. 32
c

(0. 06) 
1. 00 

(6) IT Law
 

0. 41
b

(0. 02) 
-0. 36

b

(0. 05) 
0. 24 
(0. 17) 

0. 69
a

(0. 00) 
0. 79

a

(0. 00) 
1. 00 

E
nforcem

ent 
M

easures

(7) Enforced by 
1994

0. 52
a

(0. 00) 
-0. 11 
(0. 55) 

0. 19  
(0. 28) 

0. 29
c

(0. 09) 
0. 35

b

(0. 04) 
0. 33

b

(0. 05) 
1. 00 

(8) Public 
Enforcem

ent 
Pow

er

0. 01 
(0. 96) 

-0. 28 
(0. 13) 

-0. 09 
(0. 60) 

0. 08 
(0. 66) 

0. 47
a

(0. 00) 
0. 41

b

(0. 02) 
0. 06 
(0. 76) 

1. 00 

(9) Private 
Enforcem

ent 
Pow

er

0. 19 
(0. 28) 

-0. 05 
(0. 78) 

-0. 01 
(0. 96) 

0. 15 
(0. 40) 

0. 34
c

(0. 06) 
0. 70

a

(0. 00) 
0. 02 
(0. 92) 

0. 33
c

(0. 07) 
1. 00 
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This Table presents ordinary least squares regressions for the dependent variable 
ow

nership dispersion. The variables Scope and
Sanction are centered about their m

eans 
to address m

ulticollinearity. The variable Scope*Sanction is the product of m
ean-

centered Scope and m
ean-centered Sanction. Illustration 4 describes all of the variables in 

detail. R
obust standard errors are reported in parentheses. The superscripts a, b, and c 

denote statistical significance at the 1%
, 5%

, and 10%
 levels, respectively. 

Independent and C
ontrol  

V
ariables 

M
odel 1 

M
odel 2 

M
odel 3 

Scope  
-0. 06 
(0. 08) 

-0. 08
(0. 06) 

-0. 10
c

(0. 07) 
Sanction 

0.15
a

(0. 05) 
0. 15

a

(0. 05) 
0. 16

b

(0. 06) 
Scope*
Sanction 

0. 08 
(0. 11) 

0. 06 
(0. 09) 

0. 06 
(0. 10) 

D
isclosure 

-0. 13
(0. 19) 

-0. 23 
(0. 20) 

-0. 26 
(0. 24) 

A
nti-D

irector R
ights 

0. 03 
(0. 02) 

0. 02 
(0. 02) 

0. 02 
(0. 02) 

French C
ivil Law

  
-0. 10 
(0. 08) 

-0. 13 
(0. 09) 

-0. 14 
(0. 10) 

G
erm

an C
ivil Law

 
0. 03 

(0. 08) 
0. 01 

(0. 09) 
0. 01 

(0. 10) 
Scandina-vian C

ivil Law
 

0. 02 
(0. 10) 

-0. 02 
(0. 09) 

-0. 03 
(0. 12) 

Log of G
D

P per capita 
0. 02 

(0. 03) 
0. 01 

(0. 02) 
0. 01 

(0. 03) 
G

D
P G

row
th per capita 

-0. 01 
(0. 01) 

-0. 01 
(0. 01) 

-0. 01 
(0. 01) 

Enforced by 1994  
0. 09

b

(0. 04) 
0. 09

b

(0. 04) 
Public Enforcem

ent Pow
er 

0. 02 
(0. 12) 

Private Enforcem
ent Pow

er 
-0. 00 
(0. 01) 

C
onstant  

0. 39 
(0. 39) 

0. 61
b

(0. 32) 
0. 58

(0. 38) 
N

o. of O
bs.  

31
31

31
R

2
0. 58 

0. 65 
0. 67 
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This Table presents ordinary least squares regressions for the dependent variable 
stock price synchronicity. The variables Scope and Sanction are centered about their 
m

eans to address m
ulticollinearity. The variable Scope*Sanction is the product of m

ean-
centered Scope and m

ean-centered Sanction. Illustration 4 describes all of the variables in 
detail. R

obust standard errors are reported in parentheses. The superscripts a,b, and c
denote statistical significance at the 1%

, 5%
, and 10%

 levels, respectively. 

Independent and C
ontrol  

V
ariables  

M
odel 1 

M
odel 2 

M
odel 3 

Scope  
0. 27 

(2. 58) 
0. 58 

(2. 47) 
2. 49 

(2. 39) 
Sanction 

-5. 39
a

(1. 54) 
-5. 44

a

(1. 52) 
-5. 28

a

(1. 37) 
Scope*Sanction 

-4. 55
(3. 30) 

-4. 30 
(3. 20) 

-5. 48
c

(3. 02) 
D

isclosure 
16. 53

a

(5. 84) 
17. 56

a

(6. 25) 
24. 14

a

(5. 51) 
A

nti-D
irector R

ights 
0. 04 

(0. 90) 
0. 11 

(0. 85) 
0. 23 

(0. 64) 
French C

ivil Law
  

5. 30
b

(2. 13) 
5. 66

b

(2. 14) 
7. 61

a

(1. 93) 
G

erm
an C

ivil Law
 

5. 16
(3. 15) 

5. 47
c

(3. 20) 
5. 52

b

(2. 39) 
Scandinavian C

ivil Law
 

6. 29
b

(2. 61) 
6. 72

b

(2. 92) 
8. 09

a

(2. 57) 
Log of G

D
P per C

apita 
-0. 52 
(0. 72) 

-0. 41 
(0. 77) 

-1. 35
c

(0. 76) 
G

row
th of G

D
P  

0. 78
b

(0. 33) 
0. 81

b

(0. 34) 
0. 75

b

(0. 29) 
Enforced by 1994  

-0. 78 
(1. 56) 

-0. 44 
(1. 58) 

Public Enforcem
ent Pow

er 
-7. 30

a

(1. 90) 
Private Enforcem

ent Pow
er 

0. 25 
(0. 18) 

C
onstant  

53. 82
a

(8. 27) 
51. 93

a

(9. 42) 
59. 85

a

(9. 14) 
N

o. of O
bs.  

30
30

30
R

2
0. 62 

0. 63 
0. 74 
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This Table presents ordinary least squares regressions for the dependent variable log 
of average stock m

arket turnover betw
een 1991 and 1995. The variables Scope and

Sanction are centered about their m
eans to address m

ulticollinearity. The variable 
Scope*Sanction is the product of m

ean-centered Scope and m
ean-centered Sanction.

Illustration 4 describes all of the variables in detail. R
obust standard errors are reported in 

parentheses. The superscripts a,b, and c denote statistical significance at the 1%
, 5%

, and 
10%

 levels, respectively. 

Independent and C
ontrol  

V
ariables  

M
odel 1 

M
odel 2 

M
odel 3 

Scope  
0. 87

*

(0. 40) 
0. 84 c
(0. 42) 

0. 58 
(0. 36) 

Sanction 
0.01 

(0. 25) 
0. 01 

(0. 26) 
-0. 06 
(0. 29) 

Scope*Sanction 
1.26

a

(0. 48) 
1. 24

b

(0. 49) 
1. 33

a

(0. 48) 
D

isclosure 
0.09 

(0. 94) 
-0. 02 
(1. 04) 

-0. 77 
(1. 03) 

A
nti-D

irector R
ights 

0. 08 
(0. 14) 

0. 07 
(0. 15) 

0. 09 
(0. 14) 

French C
ivil Law

  
0. 10 

(0. 39) 
0. 06 

(0. 40) 
-0. 12 
(0. 41) 

G
erm

an C
ivil Law

 
0. 94

c

(0. 47) 
0. 92

c

(0. 50) 
1. 03

c

(0. 59) 
Scandinavian C

ivil Law
 

0. 14 
(0. 36) 

0. 09 
(0. 41) 

0. 04 
(0. 52) 

Log of G
D

P per C
apita 

0. 00 
(0. 14) 

-0. 01 
(0. 14) 

0. 10 
(0. 14) 

G
row

th of G
D

P  
-0. 06 
(0. 05) 

-0. 06 
(0. 05) 

-0. 05 
(0. 05) 

Enforced by 1994  
0. 10 

(0. 25) 
0. 08 

(0. 23) 
Public Enforcem

ent Pow
er 

1. 04 
(0. 93) 

Private Enforcem
ent Pow

er 
-0. 02 
(0. 03) 

C
onstant  

3. 35
b

(1. 62) 
3. 57

b

(1. 84) 
2. 43 

(2. 16) 
N

o. of O
bs.  

31
31

31
R

2
0. 60 

0. 60 
0. 66 

* Significant at the 11%
 level only. 
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This Table presents ordinary least squares regressions for the dependent variables: 

ow
nership dispersion, stock price synchronicity, and the log of average stock m

arket 
turnover. In colum

ns 1, 3, and 5, the insider trading law
 variables are only Scope and 

Public Enforcem
ent Pow

er*Sanction. The regressions in colum
ns 2, 4 and 6 contain the 

sam
e independent variables as M

odel 3 presented in Illustrations 8-10, respectively, and 
Public Enforcem

ent Pow
er*Sanction. In colum

ns 2, 4 and 6, the insider trading law
 

variables and Public Enforcem
ent Pow

er are centered around their m
eans to address 

m
ulticollinearity. A

ll variables are described in detail in Illustration 4. R
obust standard 

errors are reported in parentheses. The superscripts a,
b, and c denote statistical 

significance at the 1%
, 5%

, and 10%
 levels, respectively. 

Independent 
and C

ontrol 
V

ariables 

O
w

nership 
D

ispersion 

(1) 

O
w

nership 
D

ispersion 

(2) 

Stock
Price

Synchro-
nicity 

(3) 

Stock
Price

Synchro-
nicity 

(4) 

Log of 
A

verage 
Stock

M
arket 

Turnover 
(5) 

Log of 
A

verage 
Stock

M
arket 

Turnover 
(6) 

Scope  
-0. 03 
(0. 07) 

-0. 12 
(0. 07) 

1. 02 
(2. 06) 

2. 02 
(2. 54) 

0. 45 
(0. 36) 

0. 69
�

(0. 44) 
Sanction 

0.15
b

(0. 06) 
-5. 35

a

(1. 38) 
-0. 05 
(0. 29) 

Scope*
Sanction 

0. 12 
(0. 13) 

-4. 43 
(3. 37) 

1. 09
¥

(0. 64) 
D

isclosure 
0. 07 

(0. 20) 
-0. 35 
(0. 29) 

14. 35
a

(4. 90) 
22. 74

a

(5. 69) 
-0. 27 
(0. 70) 

-0. 43 
(1. 41) 

A
nti-D

irector 
R

ights 
0. 02 

(0. 02) 
0. 01 

(0. 02) 
-0. 04 
(0. 68) 

-0. 36 
(0. 71) 

0. 05 
(0. 14) 

0. 12 
(0. 16) 

French C
ivil 

Law
-0. 03 
(0. 09) 

-0. 18 
(0. 12) 

3. 78
b

1. 83 
6. 98

a

(2. 11) 
0. 13 

(0. 34) 
0. 03 

(0. 56) 
G

erm
an C

ivil 
Law

0. 11 
(0. 09) 

-0. 01 
(0. 11) 

2. 20 
(2. 18) 

5. 17
b

(2. 41) 
0. 95

b

(0. 43) 
1. 12

c

(0. 62) 
Scandinavian 
C

ivil Law
 

0. 10 
(0. 10) 

-0. 07 
(0. 14) 

3. 32 
2. 26 

7. 47
a

(2. 49) 
0. 39 

(0. 38) 
0. 19 

(0. 64) 
Log of G

D
P 

per C
apita 

0. 03 
(0. 03) 

0. 02 
(0. 03) 

-1. 20
b

(0. 52) 
-1. 23 
(0. 80) 

0. 12 
(0. 13) 

0. 08 
(0. 15) 

G
row

th of 
G

D
P  

-0. 00 
(0. 01) 

-0. 02 
(0. 01) 

0. 46 
(0. 28) 

0. 70
b

(0. 31) 
-0. 03 
(0. 04) 

-0. 04 
(0. 06) 

Enforced by 
1994  

0. 10
b

(0. 04) 
-0. 30 
(1. 61) 

0. 04 
(0. 24) 

Public 
Enforcem

ent 
Pow

er

0. 09 
(0. 16) 

-6. 22 b
(2. 54) 

0. 79 
(1. 05) 

� Significant at the 13%
 level only.  

¥ Significant at the 11%
 level only. 
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(0. 01) 

0. 25 
(0. 18) 

-0. 02 
(0. 03) 

Public 
Enforcem

ent 
Pow

er*
Sanction 

0. 11
b

(0. 05) 
-0. 16 
(0. 19) 

-6. 66
a

(1. 06) 
-2. 74 
(3. 66) 

0. 52
c

(0. 26) 
0. 64

(0. 97) 

C
onstant  

0. 09 
(0. 34) 

0. 61
(0. 40) 

66. 07
a

(6. 65) 
60. 23

a

(9. 37) 
1. 42 

(1. 27) 
2. 33 

(2. 25) 
N

o. of O
bs.  

31
31

30
30

31
31

R
2

0. 49 
0. 68 

0. 68 
0. 74 

0. 57 
0. 67 
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’s secu

rities. If th
e w

o
u

ld
-b

e trad
er’s fid

u
ciary

 d
u

ties 

p
reclu

d
ed

 h
im

 fro
m

 d
isclo

sin
g

 th
e in

fo
rm

atio
n

 p
rio

r to
 trad

in
g

, ab
sten

tio
n

 w
as th

e o
n

ly
 

o
p

tio
n

. 

In
 C

hiarella v. U
S

,
7 th

e U
n

ited
 S

tates S
u

p
rem

e C
o

u
rt rejected

 th
e eq

u
al access p

o
licy

. 

In
stead

, th
e C

o
u

rt m
ad

e clear th
at liab

ility
 co

u
ld

 b
e im

p
o

sed
 o

n
ly

 if th
e d

efen
d

an
t w

as 

su
b

ject to
 a d

u
ty

 to
 d

isclo
se p

rio
r to

 trad
in

g
. In

 tu
rn

, th
e req

u
isite d

u
ty

 to
 d

isclo
se arises 

o
u

t o
f a fid

u
ciary

 relatio
n

sh
ip

 b
etw

een
 th

e in
sid

e trad
er an

d
 th

e p
erso

n
s w

ith
 w

h
o

m
 h

e 

trad
es. C

hiarella
 th

u
s m

ad
e clear th

at th
e d

isclo
se o

r ab
stain

 ru
le is n

o
t trig

g
ered

 m
erely

 

b
ecau

se th
e trad

er p
o

ssesses m
aterial n

o
n

p
u

b
lic in

fo
rm

atio
n

. W
h

en
 a secu

rities frau
d

 

actio
n

 is b
ased

 u
p

o
n

 n
o

n
d

isclo
su

re, th
ere can

 b
e n

o
 frau

d
 ab

sen
t a d

u
ty

 to
 sp

eak
, an

d
 n

o
 

su
ch

 d
u

ty
 arises fro

m
 th

e m
ere p

o
ssessio

n
 o

f n
o

n
p

u
b

lic in
fo

rm
atio

n
. 

C
. T

ip
p

in
g
 

C
hiarella su

b
stan

tially
 lim

ited
 th

e sco
p

e o
f th

e in
sid

er trad
in

g
 p

ro
h

ib
itio

n
. A

s su
ch

, it 

p
o

sed
 

th
e 

q
u

estio
n

 
w

h
eth

er 
an

y
o

n
e 

o
th

er 
th

an
 

classical 
in

sid
ers 

su
ch

 
as 

d
irecto

rs, 

o
fficers, an

d
 p

erh
ap

s larg
e sh

areh
o

ld
ers co

u
ld

 b
e h

eld
 liab

le fo
r d

ealin
g

 o
n

 th
e b

asis o
f 

in
sid

er in
fo

rm
atio

n
. In

 D
irks v. SEC

,
8 th

e S
u

p
rem

e C
o

u
rt co

n
firm

ed
 th

at th
e p

ro
h

ib
itio

n
 

                                                                                                                                                 
4 S

ee, e.g
., S

p
eed

 v
. T

ran
sam

erica C
o

rp
., 9

9
 F

. S
u

p
p

. 8
0

8
 (D

. D
el. 1

9
5

1
) (o

m
issio

n
s in

 co
n

n
ectio

n
 

w
ith

 w
h

at am
o

u
n

ted
 to

 ten
d

er o
ffer).  

5 In
 re C

ad
y

, R
o

b
erts &

 C
o

., 4
0

 S
.E

.C
. 9

0
7

 (1
9

6
1

). 

6 4
0

1
 F

.2
d

 8
3

3
 (2

d
 C

ir. 1
9

6
8

), cert. d
en

ied
, 3

9
4

 U
.S

. 9
7

6
 (1

9
6

9
). 

7 4
4

5
 U

.S
. 2

2
2

 (1
9

8
0

). 

8 D
irk

s v
. S

E
C

, 4
6

3
 U

.S
. 6

4
6

 (1
9

8
3

). 
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ex
ten

d
ed

 b
ey

o
n

d
 classical in

sid
ers an

d
 b

eg
an

 flesh
in

g
 o

u
t th

e ru
les ap

p
licab

le to
 th

em
. 

T
h

e co
u

rt b
eg

an
 b

y
 reaffirm

in
g

 its rejectio
n

 o
f th

e eq
u

al access stan
d

ard
: 

W
e w

ere ex
p
licit in

 C
hiarella

 in
 say

in
g

 th
at th

ere can
 b

e n
o

 d
u

ty
 to

 d
isclo

se w
h

ere th
e p

erso
n

 

w
h

o
 h

as trad
ed

 o
n

 in
sid

e in
fo

rm
atio

n
 “w

as n
o

t [th
e co

rp
o

ratio
n

’s] ag
en

t, . . . w
as n

o
t a fid

u
ciary

, 

[o
r] w

as n
o

t a p
erso

n
 in

 w
h

o
m

 th
e sellers [o

f th
e secu

rities] h
ad

 p
laced

 th
eir tru

st an
d

 co
n

fid
en

ce.” 

N
o

t to
 req

u
ire su

ch
 a fid

u
ciary

 relatio
n

sh
ip

, w
e reco

g
n

ized
, w

o
u

ld
 “[d

ep
art] rad

ically
 fro

m
 th

e 

estab
lish

ed
 d

o
ctrin

e th
at d

u
ty

 arises fro
m

 a sp
ecific relatio

n
sh

ip
 b

etw
een

 tw
o

 p
arties” an

d
 w

o
u

ld
 

am
o

u
n

t to
 “reco

g
n

izin
g

 a g
en

eral d
u

ty
 b

etw
een

 all p
articip

an
ts in

 m
ark

et tran
sactio

n
s to

 fo
rg

o
 

actio
n

s b
ased

 o
n

 m
aterial, n

o
n

p
u

b
lic in

fo
rm

atio
n

.” 

T
h

e co
u

rt th
en

 ex
p

lain
ed

 th
at th

e p
ro

h
ib

itio
n

 ap
p

lied
 n

o
t o

n
ly

 w
h

en
 su

ch
 a p

erso
n

 trad
ed

 

b
u

t also
 w

h
en

 su
ch

 a p
erso

n
 tip

p
ed

 in
sid

e in
fo

rm
atio

n
 to

 so
m

eo
n

e w
h

o
 th

en
 trad

es. 

T
h

e co
u

rt h
eld

 th
at a tip

p
ee’s liab

ility
 is d

eriv
ativ

e o
f th

at o
f th

e tip
p

er, “arisin
g

 fro
m

 

[th
e tip

p
ee’s] ro

le as a p
articip

an
t after th

e fact in
 th

e in
sid

er’s b
reach

 o
f a fid

u
ciary

 

d
u

ty
.” A

 tip
p

ee th
erefo

re can
 b

e h
eld

 liab
le o

n
ly

 w
h

en
 th

e tip
p

er b
reach

ed
 a fid

u
ciary

 

d
u

ty
 b

y
 d

isclo
sin

g
 in

fo
rm

atio
n

 to
 th

e tip
p

ee, an
d

 th
e tip

p
ee k

n
o

w
s o

r h
as reaso

n
 to

 k
n

o
w

 

o
f th

e b
reach

 o
f d

u
ty

.  

W
h

at D
irks p

ro
scrib

es th
u

s is n
o

t m
erely

 a b
reach

 o
f co

n
fid

en
tiality

 b
y

 th
e in

sid
er, 

b
u

t 
rath

er 
th

e 
b

reach
 

o
f 

a 
fid

u
ciary

 
d

u
ty

 
o

f 
lo

y
alty

 
to

 
refrain

 
fro

m
 

p
ro

fitin
g

 
o

n
 

in
fo

rm
atio

n
 en

tru
sted

 to
 th

e tip
p

er. L
o

o
k

in
g

 at o
b

jectiv
e criteria, co

u
rts m

u
st d

eterm
in

e 

w
h

eth
er th

e in
sid

er-tip
p

er p
erso

n
ally

 b
en

efited
, d

irectly
 o

r in
d

irectly
, fro

m
 h

is d
isclo

su
re. 

T
h

e m
o

st o
b

v
io

u
s case is th

e quid pro quo settin
g

, in
 w

h
ich

 th
e tip

p
er g

ets so
m

e fo
rm

 o
f 

p
ecu

n
iary

 g
ain

. N
o

n
p

ecu
n

iary
 g

ain
 can

 also
 q

u
alify

, h
o

w
ev

er. S
u

p
p

o
se a co

rp
o

rate C
E

O
 

d
isclo

ses in
fo

rm
atio

n
 to

 a w
ealth

y
 in

v
esto

r n
o

t fo
r an

y
 leg

itim
ate co

rp
o

rate p
u

rp
o

se, b
u

t 

so
lely

 to
 en

h
an

ce h
is o

w
n

 rep
u

tatio
n

. D
irks w

o
u

ld
 fin

d
 a p

erso
n

al b
en

efit o
n

 th
o

se facts. 

F
in

ally
, D

irks in
d

icated
 th

at liab
ility

 co
u

ld
 b

e im
p

o
sed

 w
h

ere th
e tip

 is a g
ift, b

ecau
se it 

is an
alo

g
o

u
s to

 th
e situ

atio
n

 in
 w

h
ich

 th
e tip

p
er trad

es o
n

 th
e b

asis o
f th

e in
fo

rm
atio

n
 an

d
 

th
en

 g
iv

es th
e tip

p
ee th

e p
ro

fits. 

B
ecau

se D
irks 

req
u

ires 
th

at 
th

e 
tip

p
er 

receiv
e 

so
m

e 
p

erso
n

al 
b

en
efit, 

it 
d

id
 

n
o

t 

p
ro

h
ib

it co
rp

o
rate in

sid
ers fro

m
 selectiv

ely
 d

isclo
sin

g
 in

fo
rm

atio
n

 to
 certain

 an
aly

sts so
 

lo
n

g
 as th

ere w
as a co

rp
o

rate p
u

rp
o

se fo
r d

o
in

g
 so

. In
 2

0
0

0
, th

e S
E

C
 ad

o
p

ted
 R

eg
u

latio
n

 

F
D

 to
 create a n

o
n

in
sid

er trad
in

g
-b

ased
 m

ech
an

ism
 fo

r restrictin
g

 selectiv
e d

isclo
su

re. If 

so
m

eo
n

e 
actin

g
 

o
n

 
b

eh
alf 

o
f 

a 
p

u
b

lic 
co

rp
o

ratio
n

 
d

isclo
ses 

m
aterial 

n
o

n
p

u
b

lic 

in
fo

rm
atio

n
 to

 secu
rities m

ark
et p

ro
fessio

n
als o

r “h
o

ld
ers o

f th
e issu

er’s secu
rities w

h
o

 

m
ay

 
w

ell 
trad

e 
o

n
 

th
e 

b
asis 

o
f 

th
e 

in
fo

rm
atio

n
,” 

th
e 

issu
er 

m
u

st 
also

 
d

isclo
se 

th
at 

in
fo

rm
atio

n
 to

 th
e p

u
b

lic. W
h

ere th
e issu

er in
ten

tio
n

ally
 p

ro
v

id
es su

ch
 d

isclo
su

re, it m
u

st 

sim
u

ltan
eo

u
sly

 d
isclo

se th
e in

fo
rm

atio
n

 in
 a m

an
n

er d
esig

n
ed

 to
 co

n
v

ey
 it to

 th
e g

en
eral 

p
u

b
lic. H

en
ce, fo

r ex
am

p
le, if th

e issu
er h

o
ld

s a b
riefin

g
 fo

r selected
 an

aly
sts, it m

u
st 

sim
u

ltan
eo

u
sly

 an
n

o
u

n
ce th

e sam
e in

fo
rm

atio
n

 th
ro

u
g

h
, say

, a p
ress release to

 “a w
id

ely
 

d
issem

in
ated

 n
ew

s o
r w

ire serv
ice.” T

h
e S

E
C

 en
co

u
rag

ed
 issu

ers to
 m

ak
e u

se o
f th

e 

In
tern

et an
d

 o
th

er n
ew

 in
fo

rm
atio

n
 tech

n
o

lo
g

ies, su
ch

 as b
y

 w
eb

castin
g

 co
n

feren
ce calls 

w
ith

 an
aly

sts. W
h

ere th
e d

isclo
su

re w
as n

o
t in

ten
tio

n
al, as w

h
ere a co

rp
o

rate o
fficer “let 
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so
m

eth
in

g
 slip

,” th
e issu

er m
u

st m
ak

e p
u

b
lic d

isclo
su

re “p
ro

m
p

tly
” after a sen

io
r o

fficer 

learn
s o

f th
e d

isclo
su

re. 

D
. T

h
e M

isa
p

p
ro

p
ria

tio
n

 T
h

eo
ry

 a
n

d
 R

u
le 1

4
e-3

 

 D
irks d

id
 n

o
t reso

lv
e th

e sig
n

ifican
t q

u
estio

n
 p

o
sed

 b
y

 C
hiarella

; n
am

ely
, to

 w
h

at 

ex
ten

t d
o

es th
e in

sid
er trad

in
g

 p
ro

h
ib

itio
n

 ap
p

ly
 w

h
ere th

e d
efen

d
an

t trad
ed

 o
n

 th
e b

asis 

o
f m

ark
et in

fo
rm

atio
n

 d
eriv

ed
 fro

m
 so

u
rces o

th
er th

an
 th

e issu
er. T

h
e classic case is 

w
h

ere an
 in

sid
er o

f a tak
eo

v
er b

id
d

er trad
es in

 sto
ck

 o
f th

e targ
et co

m
p

an
y

 o
n

 th
e b

asis 

o
f 

in
fo

rm
atio

n
 

ab
o

u
t 

th
e 

b
id

d
er’s 

p
lan

s. 
S

u
ch

 
a 

p
erso

n
 

is 
n

o
t 

o
n

e 
in

 
w

h
o

m
 

th
e 

sh
areh

o
ld

ers o
f th

e targ
et h

av
e p

laced
 th

eir tru
st an

d
 co

n
fid

en
ce. A

cco
rd

in
g

ly
, u

n
d

er 

C
hiarella n

o
 liab

ility
 sh

o
u

ld
 arise. (In

d
eed

, C
hiarella in

v
o

lv
ed

 ju
st su

ch
 facts.) 

R
u

le 1
4

e-3
 p

ro
h

ib
its in

sid
ers o

f th
e b

id
d

er an
d

 targ
et fro

m
 d

iv
u

lg
in

g
 co

n
fid

en
tial 

in
fo

rm
atio

n
 ab

o
u

t a ten
d

er o
ffer to

 p
erso

n
s th

at are lik
ely

 to
 v

io
late th

e ru
le b

y
 trad

in
g

 o
n

 

th
e b

asis o
f th

at in
fo

rm
atio

n
. T

h
is p

ro
v

isio
n

 (R
u

le 1
4

e-3
(d

)(1
)) d

o
es n

o
t p

ro
h

ib
it th

e 

b
id

d
er fro

m
 b

u
y

in
g

 targ
et sh

ares o
r fro

m
 tellin

g
 its leg

al an
d

 fin
an

cial ad
v

isers ab
o

u
t its 

p
lan

s. In
stead

, it p
ro

h
ib

its tip
p

in
g

 o
f in

fo
rm

atio
n

 to
 p

erso
n

s w
h

o
 are lik

ely
 to

 b
u

y
 targ

et 

sh
ares 

fo
r 

th
eir 

o
w

n
 
acco

u
n

t. 
R

u
le 

1
4

e-3
 
also

, 
w

ith
 
certain

 
n

arro
w

 
an

d
 
w

ell-d
efin

ed
 

ex
cep

tio
n

s, p
ro

h
ib

its an
y

 p
erso

n
 th

at p
o

ssesses m
aterial in

fo
rm

atio
n

 relatin
g

 to
 a ten

d
er 

o
ffer 

b
y

 
an

o
th

er 
p

erso
n

 
fro

m
 
trad

in
g

 
in

 
targ

et 
co

m
p

an
y

 
secu

rities 
if 

th
e 

b
id

d
er 

h
as 

co
m

m
en

ced
 o

r h
as tak

en
 su

b
stan

tial step
s to

w
ard

s co
m

m
en

cem
en

t o
f th

e b
id

.  

U
n

lik
e b

o
th

 th
e d

isclo
se o

r ab
stain

 ru
le an

d
 th

e m
isap

p
ro

p
riatio

n
 th

eo
ry

 u
n

d
er R

u
le 

1
0

b
-5

, R
u

le 1
4

e-3
 liab

ility
 is n

o
t p

rem
ised

 o
n

 b
reach

 o
f a fid

u
ciary

 d
u

ty
. T

h
ere is n

o
 n

eed
 

fo
r a sh

o
w

in
g

 th
at th

e trad
in

g
 p

arty
 o

r tip
p

er w
as su

b
ject to

 an
y

 d
u

ty
 o

f co
n

fid
en

tiality
, 

an
d

 n
o

 n
eed

 to
 sh

o
w

 th
at a tip

p
er p

erso
n

ally
 b

en
efited

 fro
m

 th
e tip

.  

M
isa

p
p

ro
p

ria
tio

n
. In

 resp
o

n
se to

 th
e set-b

ack
s it su

ffered
 in

 C
hiarella an

d
 D

irks, 
th

e S
E

C
 b

eg
an

 ad
v

o
catin

g
 a n

ew
 th

eo
ry

 o
f in

sid
er trad

in
g

 liab
ility

: th
e m

isap
p

ro
p

riatio
n

 

th
eo

ry
. U

n
lik

e R
u

le 1
4

e-3
, th

e S
E

C
 d

id
 n

o
t in

ten
d

 fo
r th

e m
isap

p
ro

p
riatio

n
 th

eo
ry

 to
 b

e 

lim
ited

 
to

 
ten

d
er 

o
ffer 

cases 
(alth

o
u

g
h

 
m

an
y

 
m

isap
p

ro
p

riatio
n

 
d

ecisio
n

s 
h

av
e 

in
 
fact 

in
v

o
lv

ed
 tak

eo
v

ers). A
cco

rd
in

g
ly

, th
e C

o
m

m
issio

n
 p

o
sited

 m
isap

p
ro

p
riatio

n
 as a n

ew
 

th
eo

ry
 o

f liab
ility

 u
n

d
er R

u
le 1

0
b

-5
.  

In
 U

S v. O
’H

agan
,
9 th

e S
u

p
rem

e C
o

u
rt en

d
o

rsed
 th

e m
isap

p
ro

p
riatio

n
 th

eo
ry

 as a 

v
alid

 
b

asis 
fo

r 
in

sid
er 

trad
in

g
 
liab

ility
. 

A
 
fid

u
ciary

’s 
u

n
d

isclo
sed

 
u

se 
o

f 
in

fo
rm

atio
n

 

b
elo

n
g

in
g

 to
 h

is p
rin

cip
al, w

ith
o

u
t d

isclo
su

re o
f su

ch
 u

se to
 th

e p
rin

cip
al, fo

r p
erso

n
al 

g
ain

 co
n

stitu
tes frau

d
 in

 co
n

n
ectio

n
 w

ith
 th

e p
u

rch
ase o

r sale o
f a secu

rity
 an

d
 th

u
s 

v
io

lates R
u

le 1
0

b
-5

. 

T
h

e co
u

rt ack
n

o
w

led
g

ed
 th

at m
isap

p
ro

p
riato

rs h
av

e n
o

 d
isclo

su
re o

b
lig

atio
n

 ru
n

n
in

g
 

to
 

th
e 

p
erso

n
s 

w
ith

 
w

h
o

m
 

th
ey

 
trad

e. 
In

stead
, 

it 
g

ro
u

n
d

ed
 

liab
ility

 
u

n
d

er 
th

e 

                                                                                                                                                 
9 5

2
1

 U
.S

. 6
4

2
 (1

9
9

7
). 
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m
isap

p
ro

p
riatio

n
 

th
eo

ry
 

o
n

 
d

ecep
tio

n
 

o
f 

th
e 

so
u

rce 
o

f 
th

e 
in

fo
rm

atio
n

: 
th

e 
th

eo
ry

 

ad
d

resses th
e u

se o
f “co

n
fid

en
tial in

fo
rm

atio
n

 fo
r secu

rities trad
in

g
 p

u
rp

o
ses, in

 b
reach

 

o
f 

a 
d

u
ty

 
o

w
ed

 
to

 
th

e 
so

u
rce 

o
f 

th
e 

in
fo

rm
atio

n
.” 

U
n

d
er 

th
is 

th
eo

ry
, 

“a 
fid

u
ciary

’s 

u
n

d
isclo

sed
, self serv

in
g

 u
se o

f a p
rin

cip
al’s in

fo
rm

atio
n

 to
 p

u
rch

ase o
r sell secu

rities, in
 

b
reach

 o
f a d

u
ty

 o
f lo

y
alty

 an
d

 co
n

fid
en

tiality
, d

efrau
d

s th
e p

rin
cip

al o
f th

e ex
clu

siv
e u

se 

o
f th

at in
fo

rm
atio

n
.” S

o
 d

efin
ed

, th
e m

ajo
rity

 h
eld

, th
e m

isap
p

ro
p

riatio
n

 th
eo

ry
 satisfies §

 

1
0

(b
)’s req

u
irem

en
t th

at th
ere b

e a “d
ecep

tiv
e d

ev
ice o

r co
n

triv
an

ce” u
sed

 “in
 co

n
n

ectio
n

 

w
ith

” a secu
rities tran

sactio
n

. 

In
 m

an
y

 resp
ects, O

’H
agan

 p
o

sed
 m

o
re n

ew
 q

u
estio

n
s th

an
 it an

sw
ered

 o
ld

 o
n

es. F
o

r 

ex
am

p
le, is th

ere liab
ility

 fo
r so

-called
 b

razen
 m

isap
p

ro
p

riato
rs? B

ecau
se th

e O
’H

agan
 

m
ajo

rity
 m

ad
e clear th

at d
isclo

su
re to

 th
e so

u
rce o

f th
e in

fo
rm

atio
n

 is all th
at is req

u
ired

 

u
n

d
er R

u
le 1

0
b

-5
, ifa b

razen
 m

isap
p

ro
p

riato
r d

isclo
ses h

is trad
in

g
 p

lan
s to

 th
e so

u
rce, 

an
d

 th
en

 trad
es o

n
 th

at in
fo

rm
atio

n
, R

u
le 1

0
b

-5
 is n

o
t v

io
lated

, ev
en

 if th
e so

u
rce o

f th
e 

in
fo

rm
atio

n
 refu

sed
 p

erm
issio

n
 to

 trad
e an

d
 o

b
jected

 v
ig

o
ro

u
sly

. 

W
o

u
ld

 th
ere b

e liab
ility

 fo
r au

th
o

rized
 trad

in
g

? S
u

p
p

o
se a p

ro
x

y
 co

n
test in

su
rg

en
t 

au
th

o
rized

 an
 arb

itrag
eu

r to
 trad

e in
 a targ

et co
m

p
an

y
’s sto

ck
 o

n
 th

e b
asis o

f m
aterial 

n
o

n
p

u
b

lic 
in

fo
rm

atio
n

 
ab

o
u

t 
th

e 
p

ro
sp

ectiv
e 

in
su

rg
en

t’s 
in

ten
tio

n
s. 

T
h

e O
’H

agan 
m

ajo
rity

 
at 

least 
im

p
licitly

 
v

alid
ated

 
su

ch
 

tran
sactio

n
s. 

It 
ap

p
ro

v
in

g
ly

 
q

u
o

ted
, 

fo
r 

ex
am

p
le, th

e statem
en

t o
f th

e g
o

v
ern

m
en

t’s co
u

n
sel th

at “to
 satisfy

 th
e co

m
m

o
n

 law
 ru

le 

th
at a tru

stee m
ay

 n
o

t u
se th

e p
ro

p
erty

 th
at [h

as] b
een

 en
tru

sted
 [to

] h
im

, th
ere w

o
u

ld
 

h
av

e to
 b

e co
n

sen
t.” H

en
ce, assu

m
in

g
 su

ch
 co

n
sen

t is fo
rth

co
m

in
g

, th
e arb

itrag
eu

r w
o

u
ld

 

escap
e R

u
le 1

0
b

-5
 liab

ility
. N

o
te th

at R
u

le 1
4

e-3
 w

o
u

ld
 n

o
t ap

p
ly

 b
ecau

se th
e tran

sactio
n

 

is a p
ro

x
y

 co
n

test rath
er th

an
 a ten

d
er o

ffer. 

T
h

ese 
an

d
 

th
e 

v
ario

u
s 

o
th

er 
d

o
ctrin

al 
q

u
estio

n
s 

th
at 

p
erv

ad
e 

th
e 

in
sid

er 
trad

in
g

 

p
ro

h
ib

itio
n

 are a d
irect co

n
seq

u
en

ce o
f th

e ad
 h

o
c p

ro
cess o

f co
m

m
o

n
 law

 ad
ju

d
icatio

n
 

b
y

 w
h

ich
 th

e p
ro

h
ib

itio
n

 h
as ev

o
lv

ed
 in

 th
e U

S
. D

irectiv
e 2

0
0

3
/6

/E
C

 g
iv

es th
e E

U
;s 

m
em

b
er states a v

alu
ab

le o
p

p
o

rtu
n

ity
 to

 av
o

id
 th

ese p
ro

b
lem

s b
y

 w
ritin

g
 o

n
 a m

o
re-o

r-

less b
lan

k
 slate. 

II. E
lem

en
ts o

f th
e M

o
d

ern
 P

ro
h

ib
itio

n
 

 In
sid

e v
ersu

s m
a

rk
et in

fo
rm

a
tio

n
: N

o
n

p
u

b
lic in

fo
rm

atio
n

, fo
r p

u
rp

o
ses o

f R
u

le 

1
0

b
-5

, tak
es tw

o
 p

rin
cip

al fo
rm

s: “in
sid

e in
fo

rm
atio

n
” an

d
 “m

ark
et in

fo
rm

atio
n

.” In
sid

e 

in
fo

rm
atio

n
 

ty
p

ically
 

co
m

es 
fro

m
 

in
tern

al 
co

rp
o

rate 
so

u
rces 

an
d

 
in

v
o

lv
es 

ev
en

ts 
o

r 

d
ev

elo
p

m
en

ts 
affectin

g
 

th
e 

issu
er’s 

assets 
o

r 
earn

in
g

s. 
M

ark
et 

in
fo

rm
atio

n
 

ty
p

ically
 

o
rig

in
ates 

fro
m

 
so

u
rces 

o
th

er 
th

an
 

th
e 

issu
er 

an
d

 
in

v
o

lv
es 

ev
en

ts 
o

r 
circu

m
stan

ces 

co
n

cern
in

g
 

o
r 

affectin
g

 
th

e 
p

rice 
o

r 
m

ark
et 

fo
r 

th
e 

issu
er’s 

secu
rities 

an
d

 
d

o
es 

n
o

t 

co
n

cern
 th

e issu
er’s assets o

r earn
in

g
 p

o
w

er. U
n

d
er U

S
 law

, th
e u

se o
f eith

er so
rt is 

p
ro

h
ib

ited
. 
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M
a

teria
lity

: L
iab

ility
 arises o

n
ly

 w
ith

 resp
ect to

 trad
in

g
 o

n
 th

e b
asis o

f m
aterial 

in
fo

rm
atio

n
. 

M
ateriality

 
is 

d
efin

ed
 
fo

r 
th

is 
p

u
rp

o
se 

as 
w

h
eth

er 
th

ere 
is 

a 
su

b
stan

tial 

lik
elih

o
o

d
 

th
at 

a 
reaso

n
ab

le 
in

v
esto

r 
w

o
u

ld
 

co
n

sid
er 

th
e 

o
m

itted
 

fact 
im

p
o

rtan
t 

in
 

d
ecid

in
g

 w
h

eth
er to

 b
u

y
 o

r sell secu
rities.

1
0 

N
o

n
p

u
b

lic 
In

fo
rm

a
tio

n
: 

W
h

en
 

ca
n

 
in

sid
ers 

tra
d

e?
 

In
sid

ers 
m

ay
 

n
o

t 
trad

e 

w
h

en
ev

er 
th

ey
 

are 
in

 
p

o
ssessio

n
 

o
f 

m
aterial 

n
o

n
p

u
b

lic 
in

fo
rm

atio
n

. 
W

h
en

 
th

e 

in
fo

rm
atio

n
 in

 q
u

estio
n

 is d
isclo

sed
, in

sid
ers m

ay
 trad

e b
u

t o
n

ly
 after th

e in
fo

rm
atio

n
 in

 

q
u

estio
n

 
h

as 
b

een
 
effectiv

ely
 
m

ad
e 

p
u

b
lic. 

T
h

e 
in

fo
rm

atio
n

 
m

u
st 

h
av

e 
b

een
 
w

id
ely

 

d
issem

in
ated

 an
d

 p
u

b
lic in

v
esto

rs m
u

st h
av

e an
 o

p
p

o
rtu

n
ity

 to
 act o

n
 it. A

t a m
in

im
u

m
, 

in
sid

ers th
erefo

re m
u

st w
ait u

n
til th

e n
ew

s co
u

ld
 reaso

n
ab

ly
 b

e ex
p

ected
 to

 ap
p

ear o
v

er 

th
e m

ajo
r b

u
sin

ess n
ew

s w
ire serv

ices. 

W
h

o
 is a

n
 in

sid
er?

 T
h

e term
 in

sid
er trad

in
g

 is so
m

eth
in

g
 o

f a m
isn

o
m

er. T
o

 b
e su

re, 

th
e m

o
d

ern
 fed

eral in
sid

er trad
in

g
 p

ro
h

ib
itio

n
 p

ro
scrib

es a co
rp

o
ratio

n
’s o

fficers an
d

 

d
irecto

rs fro
m

 trad
in

g
 o

n
 th

e b
asis o

f m
aterial n

o
n

p
u

b
lic in

fo
rm

atio
n

 ab
o

u
t th

eir firm
, b

u
t 

it also
 casts a far b

ro
ad

er n
et. 

A
t co

m
m

o
n

 law
, th

e in
sid

er trad
in

g
 p

ro
h

ib
itio

n
 fo

cu
sed

 o
n

 co
rp

o
rate o

fficers an
d

 

d
irecto

rs. T
h

e sh
o

rt-sw
in

g
 p

ro
fit in

sid
er trad

in
g

 restrictio
n

s p
ro

v
id

ed
 b

y
 §

1
6

(b
) sim

ilarly
 

are lim
ited

 to
 o

fficers, d
irecto

rs, an
d

 sh
areh

o
ld

ers o
w

n
in

g
 m

o
re th

an
 1

0
 p

ercen
t o

f th
e 

co
m

p
an

y
’s sto

ck
. In

 th
e sem

in
al Texas G

ulf Sulphur d
ecisio

n
, so

m
e o

f th
e d

efen
d

an
ts 

w
ere m

id
d

le m
an

ag
ers an

d
 field

 w
o

rk
ers. T

h
e co

u
rt h

ad
 little d

ifficu
lty

 fin
d

in
g

 th
at su

ch
 

m
id

-lev
el co

rp
o

rate em
p

lo
y

ees w
ere in

sid
ers fo

r p
u

rp
o

ses o
f §

 1
0

(b
). S

u
b

seq
u

en
t co

u
rts 

h
av

e ag
reed

 th
at em

p
lo

y
ees an

d
 ag

en
ts are co

v
ered

 ju
st as are d

irecto
rs an

d
 o

fficers. 

In
 D

irks, th
e S

u
p

rem
e C

o
u

rt m
ad

e clear th
at th

e p
ro

h
ib

itio
n

 also
 ex

ten
d

s to
 a v

ariety
 

o
f 

n
o

m
in

al 
o

u
tsid

ers 
w

h
o

se 
relatio

n
sh

ip
 

to
 

th
e 

issu
er 

is 
su

fficien
tly

 
clo

se 
to

 
ju

stify
 

treatin
g

 th
em

 as “co
n

stru
ctiv

e in
sid

ers.” T
h

e C
o

u
rt o

ffered
 as ex

am
p

les: “an
 u

n
d

erw
riter, 

acco
u

n
tan

t, law
y

er o
r co

n
su

ltan
t w

o
rk

in
g

 fo
r th

e co
rp

o
ratio

n
.” M

o
re g

en
erally

, th
e co

u
rt 

h
eld

 th
at an

 o
u

tsid
er b

eco
m

es a co
n

stru
ctiv

e in
sid

er w
h

ere h
e o

b
tain

s m
aterial n

o
n

p
u

b
lic 

in
fo

rm
atio

n
 fro

m
 th

e issu
er w

ith
 an

 ex
p

ectatio
n

 o
n

 th
e p

art o
f th

e co
rp

o
ratio

n
 th

at th
e 

o
u

tsid
er w

ill k
eep

 th
e d

isclo
sed

 in
fo

rm
atio

n
 co

n
fid

en
tial an

d
 th

e relatio
n

sh
ip

 at least 

im
p

lies su
ch

 a d
u

ty
. 

P
o

ssessio
n

 
o

r 
u

se?
 

T
h

e 
S

E
C

 
lo

n
g

 
h

as 
arg

u
ed

 
th

at 
trad

in
g

 
w

h
ile 

in
 

k
n

o
w

in
g

 

p
o

ssessio
n

 o
f m

aterial n
o

n
p

u
b

lic in
fo

rm
atio

n
 satisfies R

u
le 1

0
b

-5
’s scien

ter req
u

irem
en

t. 

In
 U

nited States v. Teicher,
1

1 th
e S

eco
n

d
 C

ircu
it ag

reed
, alb

eit in
 a p

assag
e th

at ap
p

ears 

                                                                                                                                                 
1

0 B
asic In

c. v
. L

ev
in

so
n

, 4
8

5
 U

.S
. 2

2
4

, 2
3

1
-3

2
 (1

9
8

8
). 

1
1 9

8
7

 F
.2

d
 1

1
2

 (2
d

 C
ir. 1

9
9

3
). S

ee g
en

erally
 A

llan
 H

o
rw

ich
, P

o
ssessio

n
 V

ersu
s U

se: Is th
ere a 

C
au

satio
n

 E
lem

en
t in

 th
e P

ro
h

ib
itio

n
 o

n
 In

sid
er T

rad
in

g
?
 5

2
 B

u
s. L

aw
. 1

2
3

5
 (1

9
9

7
); D

o
n

n
a M

. N
ag

y
, T

h
e 

“P
o

ssessio
n

 v
s. U

se” D
eb

ate in
 th

e C
o

n
tex

t o
f S

ecu
rities T

rad
in

g
 b

y
 T

rad
itio

n
al In

sid
ers: W

h
y
 S

ilen
ce C

an
 

N
ev

er B
e G

o
ld

en
, 6

7
 U

. C
in

. L
. R

ev
. 1

1
2

9
 (1

9
9

9
). 
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to
 b

e d
ictu

m
. In

 SEC
 v. Adler,

1
2 h

o
w

ev
er, th

e E
lev

en
th

 C
ircu

it rejected
 Teicher in

 fav
o

r 

o
f a u

se stan
d

ard
. U

n
d

er Adler, “w
h

en
 an

 in
sid

er trad
es w

h
ile in

 p
o

ssessio
n

 o
f m

aterial 

n
o

n
p

u
b

lic in
fo

rm
atio

n
, a stro

n
g

 in
feren

ce arises th
at su

ch
 in

fo
rm

atio
n

 w
as u

sed
 b

y
 th

e 

in
sid

er in
 trad

in
g

. T
h

e in
sid

er can
 attem

p
t to

 reb
u

t th
e in

feren
ce b

y
 ad

d
u

cin
g

 ev
id

en
ce 

th
at th

ere w
as n

o
 cau

sal co
n

n
ectio

n
 b

etw
een

 th
e in

fo
rm

atio
n

 an
d

 th
e trad

e—
i.e., th

at th
e 

in
fo

rm
atio

n
 w

as n
o

t u
sed

.”  

In
 an

 attem
p

t to
 reso

lv
e th

e d
isp

u
te, th

e S
E

C
 ad

o
p

ted
 R

u
le 1

0
b

5
-1

, w
h

ich
 states th

at 

R
u

le 1
0

b
-5

’s p
ro

h
ib

itio
n

 o
f in

sid
er trad

in
g

 is v
io

lated
 w

h
en

ev
er so

m
eo

n
e trad

es “o
n

 th
e 

b
asis 

o
f” 

m
aterial 

n
o

n
p

u
b

lic 
in

fo
rm

atio
n

. 
B

ecau
se 

o
n

e 
is 

d
eem

ed
, 

su
b

ject 
to

 
certain

 

n
arro

w
 ex

cep
tio

n
s, to

 h
av

e trad
ed

 “o
n

 th
e b

asis o
f” m

aterial n
o

n
p

u
b

lic in
fo

rm
atio

n
 if o

n
e 

w
as aw

are o
f su

ch
 in

fo
rm

atio
n

 at th
e tim

e o
f th

e trad
e, R

u
le 1

0
b

5
-1

 fo
rm

ally
 rejects th

e 

Adler p
o

sitio
n

. In
 p

ractice, h
o

w
ev

er, th
e d

ifferen
ce b

etw
een

 Adler an
d

 R
u

le 1
0

b
5

-1
 m

ay
 

p
ro

v
e 

in
sig

n
ifican

t. 
W

h
ile Adler 

created
 
a 

p
resu

m
p

tio
n

 
o

f 
u

se 
w

h
en

 
th

e 
in

sid
er 

w
as 

aw
are o

f m
aterial n

o
n

p
u

b
lic in

fo
rm

atio
n

, R
u

le 1
0

b
5

-1
 p

ro
v

id
es affirm

ativ
e d

efen
ses fo

r 

in
sid

ers w
h

o
 trad

e p
u

rsu
an

t to
 a p

re-ex
istin

g
 p

lan
, co

n
tract, o

r in
stru

ctio
n

s. A
s a resu

lt, 

th
e tw

o
 ap

p
ro

ach
es sh

o
u

ld
 lead

 to
 co

m
p

arab
le o

u
tco

m
es in

 m
o

st cases. 

Is 
th

ere 
lia

b
ility

 
fo

r 
tra

d
in

g
 
in

 
d

eb
t 

secu
rities?

 O
n

e o
f th

e areas in
 w

h
ich

 th
e 

S
u

p
rem

e C
o

u
rt’s failu

re ad
eq

u
ately

 to
 sp

ecify
 th

e so
u

rce an
d

 n
atu

re o
f th

e fid
u

ciary
 

o
b

lig
atio

n
 u

n
d

erly
in

g
 th

e d
isclo

se o
r ab

stain
 ru

le h
as p

ro
v

en
 esp

ecially
 p

ro
b

lem
atic is 

in
sid

er trad
in

g
 in

 d
eb

t secu
rities. Y

et, th
e p

ro
h

ib
itio

n
’s ap

p
licatio

n
 to

 d
eb

t secu
rities h

as 

receiv
ed

 su
rp

risin
g

ly
 little ju

d
icial atten

tio
n

. O
n

e co
u

rt h
as h

eld
 th

at in
sid

er trad
in

g
 in

 

co
n

v
ertib

le d
eb

en
tu

res v
io

lates R
u

le 1
0

b
-5

,
1

3 b
u

t th
is case is clearly
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