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Room to Argue, page 963: Is Insider Trading Good or Bad? 

Reading 1 

This reading explains the positive effects of insider trading by analyzing the roles of investment 

analysts.   

INSIDER TRADING AND INVESTMENT ANALYSTS: AN ECONOMIC ANALYSIS OF 

DIRKS V. SECURITIES AND EXCHANGE COMMISSION 
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…II. THE ROLE OF INVESTMENT ANALYSTS AS INFORMATIONAL 

INTERMEDIARIES 

Spectacular frauds are rare events, and thus Dirks is an aberration. Far more common are situations in 

which analysts try to provide their clients with valuable but less dramatic information. The implications 

of the Dirks case for the application of insider trading laws to analysts in these more routine situations 

will depend on future judicial interpretation. It is plausible to assume, however, that insider trading 

prohibitions will continue to be applied to analysts. Indeed, the Court said as much when it emphasized 

that the analyst’s receipt and use of information from an insider who receives a direct or indirect 

“personal benefit” constitutes a violation of law by both the insider and the analyst. But examination of 

the role of the investment analyst demonstrates that there is little logic in subjecting them to insider 

trading laws. 

  

A. The Sale of Securities in the Presence of Asymmetric Information 

The sale of securities, either by the firm to investors or by current to future investors, can be viewed as 

an example of the familiar problem faced by competing sellers of goods of varying quality in the 

presence of asymmetric information. Unless some method exists for investors to distinguish high 

quality from low quality securities, they will tend to view all securities as average in quality. High 

quality securities will sell at prices lower than they would if information about their quality could be 

transmitted costlessly; the opposite would be true for low quality securities. This process will result in 

a “lemons” market, in which low quality securities dominate because firms lack the incentive to offer 

high quality securities.  

  

One method for firms offering high quality securities to distinguish themselves is to disclose the 

information supporting their belief. But, as discussed earlier, there is a serious moral hazard problem 

associated with the disclosure of information because firms offering low quality securities can mimic 

high quality firms by disclosing the same information. In this manner firms offering low quality 

securities can erode the informational content of disclosure, causing investors once again to value all 

securities as average. 

  

Moreover, disclosure may not always be possible. The clearest case occurs if disclosure of information 

would cause it to lose its value. A firm that wants to sell securities at a high price because of an 

anticipated technological breakthrough, for example, must have some method for convincing investors 

to pay a price for the securities without directly disclosing the information about the breakthrough. In 

the absence of such a method investors will view the securities as average, and will calculate the price 



they are willing to pay accordingly. 

  

Firms have developed a wide array of tools for overcoming this problem of asymmetric information. 

Dividend policy, capital structure, and the percentage of shares owned by insiders are all mechanisms 

through which high quality firms can attempt to distinguish themselves from low quality firms. Sale of 

securities through investment bankers and reliance on independent accountants to verify financial 

statements are other methods for achieving this same objective. Allowing insiders to trade also enables 

the firm to communicate information to investors indirectly, and insider trading may also make direct 

disclosures more credible. An announcement that increased earnings are expected is likely to be more 

credible if coupled with a disclosure that insiders have increased their stake in the firm. 

  

Dissemination of information to investment analysts is yet another method for reducing the problem of 

asymmetric information. This kind of selective dissemination has several advantages over public 

disclosure. First, it may be cheaper than public disclosure because there are likely to be economies of 

scale in interpreting and verifying information. Second, the moral hazard problem is reduced. Unlike 

many firms that may resort to capital markets infrequently, investment analysts are repeat players who 

have a strong interest in maintaining a reputation for honesty. Because investors realize that analysts 

have this reputational interest, they will give analysts’ recommendations more weight than disclosures 

by the firm alone. In addition, selective disclosure to analysts may also allow firms to communicate 

valuable information that they could not disclose publicly. Recall the firm that anticipates a 

technological breakthrough and thus want to sell its securities at a high price without disclosing the 

details to competitors. By selective disclosure to analysts who then recommend purchase to their clients, 

the firm can communicate the essence of the information without giving away valuable information to 

competitors. Finally, selective disclosure to analysts enables firms to communicate information about 

quality with less risk of suit than if the information were publicly disclosed. 

  

Selective disclosure to analysts is not a perfect solution to the problem of asymmetric information. 

Analysts may disclose the underlying information to investors, for example, or sell it to competitors. 

For these reasons, firms may refuse to disclose some information to analysts or limit their disclosures 

to analysts with strong reputational credentials. In spite of these constraints, it is plausible to assume 

that the use of analysts will facilitate the transmission of information. 

  

Analysts serve a monitoring function as well as providing a conduit for the transmission of information. 

Because managers may disseminate false information about the firm, or may attempt to conceal 

negative information, analysts have incentives to engage in some search themselves before making 

recommendations to their clients. This monitoring activity is a natural complement to the role of 

analysts in communicating information about the firm to investors. 

  

The use of analysts benefits firms and investors alike. They enable firms to communicate information 

more cheaply than if all information had to be publicly disclosed, and because analysts have a 

comparative advantage over investors in interpreting, verifying and seeking out information, investors 

will engage in less wasteful search if they can rely on analysts’ recommendations. 

  

B. Why Investors Hire Analysts 

One question that has long puzzled financial economists is whether the information possessed by 

analysts and other professional investors can produce superior risk-adjusted portfolio returns, after 

transaction costs, compared to those available from a simple buy and hold strategy. The early efficient 

markets literature answered this question in the negative.  This early literature claimed that capital 

markets are so efficient, precisely because of the efforts of professional investors to identify mispriced 

securities,that these same professional investors could not systematically possess information that stock 

prices did not fully reflect. This claim, however, led to a disturbing paradox. If market professionals 

cannot earn superior portfolio returns, they lack any incentive to expend resources to discover mispriced 

securities. And if investors do no better following analysts’ recommendations than they do with a buy 



and hold strategy, then why are they willing to pay for advice that is, by hypothesis, worthless? The 

early efficient markets literature, in sum, placed great weight on the role of market professionals in 

explaining market efficiency, but offered no explanation for why these professionals or their clients are 

willing to engage in this effort.  

  

More recent developments in the efficient markets literature have addressed this seeming paradox. In 

an important series of articles Sanford Grossman has argued that markets cannot be “efficient” in the 

sense that prices fully reflect all information.  Rather, some information must not be reflected in stock 

prices to ensure that informed traders earn a competitive return for search, in terms of trading profits, 

from possession of superior information. Under the Grossman model, in other words, the efficiency 

paradox disappears: analysts are willing to engage in search, and investors are willing to pay for their 

recommendations. 

  

Whether professional investors can earn superior returns, as the Grossman model predicts, or not, as 

the early efficient markets literature predicts, is, of course, an empirical question. While no definitive 

answer currently exists, recent empirical findings, often without saying so explicitly, tend to support 

the Grossman model.  Under this view the explanation for hiring analysts is simple — to obtain superior 

information and earn abnormal positive returns. 

  

C. The Effect of Applying Insider Trading Laws to Analysts 

The obvious effect of applying insider trading laws to investment analysts is to raise the cost to both 

firms and investors of using analysts to communicate valuable information. This result has important 

implications for the actions of firms, analysts and investors. If legal rules place a “tax” on the use of 

analysts, then firms will use other method of communicating information. It is difficult to know 

precisely what method they will use. They may increase the amount of public disclosure. Alternatively, 

they may increase the amount of debt in their capital structure or increase the percentage of shares 

owned by insiders. 

  

The difficulty with forcing firms to use other methods of communicating information is that those 

methods may be more costly. That firms voluntarily transmit information to analysts suggests that the 

use of analysts is an efficient method of communicating information. Increasing public disclosure, by 

contrast, may subject the firm to possible legal liability and cause public investors to incur needless 

interpretation and verification costs. Similarly, increasing the amount of debt in the firm’s capital 

structure may help to distinguish high quality firms but also increase potential bankruptcy costs; 

enlarging the percentage of shares owned by insiders also may communicate information about quality 

but at the cost of requiring insiders to bear more risk, for which they must be compensated. Making it 

more difficult for firms to use one mechanism of transmitting information will cause them to rely on 

higher cost substitutes. 

  

From the perspective of analysts, the conclusion is similar. Analysts, according to current legal rules, 

may search for information themselves and analyze publicly available information, but they may not 

receive “inside” information unless they publicly disclose it. Public disclosure, of course, is not a 

realistic possibility, because it will cause the information to lose its value. Nobody will pay an analyst 

for information that he must publicly disclose before selling it to his clients. Firms might not 

communicate information to analysts, moreover, if analysts must disclose it, since the desire to avoid 

disclosure might be the firm’s reason for using an intermediary. 

  

In practical terms, then, legal rules try to deny analysts access to the most efficient source of information: 

the firm itself. It is irrelevant whether the firm wants the analyst to have the information. Legal rules 

require the analyst to engage in costly search in an attempt to duplicate the information that the firm 

would have provided voluntarily. Just as insider trading laws have the effect of forcing firms to utilize 

more costly methods of communicating information, they also have the effect of forcing analysts to use 

more costly methods of acquiring information. 



  

This effect of making the process of transmitting information more costly operates to the detriment of 

investors, the supposed beneficiaries of insider trading laws. Application of such laws does not 

eliminate the problem of asymmetric information; rather, the effect is to make it more difficult (costly) 

to reduce the informational disparity. Investors will have to pay more to obtain the same information. 

Alternatively, they may engage in wasteful search themselves, to distinguish between high and low 

quality firms. These are real cash outflows that will decrease the net return on investment. 

  

The magnitude of this effect is difficult to predict. It depends on such variables as the efficiency of 

insider trading laws in deterring the transmission of information and how close other methods of 

communicating information are as substitutes for use of analysts. It may be, for example, that because 

of the materiality requirement, legal rules have only a minimal deterrent effect.  Similarly, the increased 

costs that the use of other methods of communicating information impose may be trivial. The relevant 

conclusion, however, is that any increased costs that investors incur in obtaining information about 

firms makes them worse off. 

  

D. Fairness 

The proponents of insider trading laws might concede everything up to this point and argue that it is all 

irrelevant. After all, the discussions concerning the legal prohibition against insider trading have never 

focused on efficient methods of compensating corporate managers or of communicating information to 

investors. Rather, the focus has been on considerations of fairness, particularly the perceived unfairness 

of one group of investors having access to valuable information in advance of others. 

  

At least in the context of investment analysts, however, this is a very strange notion of fairness. We can 

view the hiring of an analyst as the purchase of superior product-information. Other market participants 

may decline to purchase superior information and simply accept the market price as given. They earn 

lower returns, but they also save the costs of becoming informed. Neither group of participants is better 

off than the other.  

  

By what theory of fairness are these two classes of investors, one that has paid for superior information 

and one that has not, entitled to equal treatment? A more intuitively compelling theory of fairness would 

treat these two classes of investors differently rather than allowing those who are free riders to obtain 

the same benefit from information as those who pay for it. If using analysts is an efficient method for 

the firm to communicate information, then no plausible theory of fairness prohibits their use. 

  

Reading Two 

This reading analyzes insider trading based on the Coarse Theory, in which the “property right” of the 

insider information is assigned to the highest valuing user.   

THE REGULATION OF INSIDER TRADING 
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… Although no one has conducted rigorous empirical research in this area, it is generally believed that 

firms have made little, if any, attempt to prohibit insider trading, at least until very recently and then 

perhaps only a response to regulation.  Today the area is federally regulated, but the federal insider 

trading prohibitions are limited, have rarely been enforced, and have had little observable effect on 

insider trading.  Indeed, numerous empirical studies have demonstrated that insider trading is 

widespread and is highly profitable-insiders systematically outperform the market.  Critics of insider 



trading have offered no explanation for why firms have made so little attempt to prohibit insider trading. 

  

Critics of insider trading also should predict that insiders who outperform the market reduce their 

compensation in labor markets. Just as a manager who is known to shirk or to make poor investment 

decisions will consequently command lower compensation, so should a manager who is known to trade 

on inside information and earn abnormal positive returns, as revealed by his reported trades.  Yet no 

evidence even suggests that managers who report profitable trades thereby decrease the value of their 

human capital. 

  

Also puzzling is the common law which, in the main, permitted insider trading.  Because capital is 

highly mobile, firms, in order to attract investors, have strong incentives to incorporate in states that 

have efficient corporation laws.  Because incorporations are profitable to the state, the states in turn 

have strong incentives to provide a set of legal rules that maximize shareholders’ welfare. If eliminating 

insider trading produced gains, states that prohibit insider trading would have a comparative advantage 

over other states, and firms that incorporated in such states would have a comparative advantage over 

other firms. Yet no evidence suggests that this has occurred. 

  

Similarly, insider trading in the capital markets of many other countries historically has been subject 

either to regulations that have not been enforced or to no regulation at all.  This phenomenon, like the 

absence of domestic private and state prohibitions, suggests that the question of the desirability of 

insider trading is far more complex than commonly assumed. 

  

Finally, insider trading in this country, despite the widespread perception to the contrary, is generally 

permitted. A fundamental difference exists between the legal and economic definitions of insider 

trading. Insider trading in an economic sense is trading by parties who are better informed than their 

trading partners. Thus, insider trading in an economic sense includes all trades where information is 

asymmetric. This definition includes all trades, whether or not in securities, where one of the parties 

has superior information. By contrast, federal law has focused on purchases or sales by certain insiders 

within a 6-month period or on trading on the basis of “material” information by a broader, more 

amorphous group of insiders or their tippees. Insider trading in an economic sense need not be illegal.17 

The law never has attempted to prohibit all trading by knowledgeable insiders. 

  

…  

I. INSIDER TRADING AND THE COASE THEOREM  

… Whether insider trading is beneficial depends on whether the property right in information is more 

valuable to the firm’s managers or to the firm’s investors. In either case, the parties can engage in a 

value-maximizing exchange by allocating the property right in information 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 information to the firm’s 

investors. 

  

It is important to recognize that this mutual incentive to allocate the property right in information to its 

highest-valuing user does not depend on actual negotiations between insiders and investors. As long as 

investors understand the possibility of insider trading, both share price and managers’ compensation 

will be higher if the efficient allocation is reached than if it is not.  

… 

  

The notion that the dispute concerning insider trading is really a dispute about which party more highly 

values a property right and that whatever bargain is reached can be enforced (albeit imperfectly) by the 

parties themselves undermines the case for regulatory prohibition of insider trading. Such a prohibition 

could be justified only if it were clear that the parties themselves had attempted to deter insider trading 

by contract and that the government had a comparative advantage in enforcing such contracts.  But the 

comparative advantage in enforcement is irrelevant without a showing that firms generally have 



attempted to limit insider trading by contract. Without such a showing, a regulatory prohibition will 

likely displace efficient private arrangements with inefficient regulatory solutions, much in the same 

way that regulation of salaries, bonuses, office size, leisure time, and all other terms of employment 

would be inefficient. 

  

Our conclusion that a regulatory prohibition of insider trading (which would involve a substantial 

extension of existing regulations) is unwarranted has relied heavily on the apparent lack of widespread 

attempts by firms to prohibit insider trading. Insider trading in an economic sense continues to be 

widespread. (Curiously, the proponents of regulation have failed to cite any evidence of private 

prohibitions to support their contention that firms desire to ban insider trading.) Of course, the allocation 

of the property right in valuable information to managers might not be optimal in all circumstances for 

every firm. But even if some firms would attempt to ban insider trading in the absence of regulation, 

other firms should nonetheless be able to opt out of the regulations if they so desire. No justification 

exists for precluding firms from contracting around a regulatory prohibition of insider trading. 

  

II. WHY FIRMS MIGHT WANT TO ALLOCATE THE PROPERTY RIGHTS IN 

VALUABLE INFORMATION TO MANAGERS AS OPPOSED TO SHAREHOLDERS  

…  

A. Information Effects 

  

… Since the firm’s shareholders value the ability to control information that flows to the stock market, 

they may also value insider trading because it gives the firm an additional method of communicating 

and controlling information. If insiders trade, the share price will move closer to what it would have 

been had the information been disclosed. How close will depend on the amount of “noise” surrounding 

the trade. The greater the ability of market participants to identify insider trading, the more information 

such trading will convey.  At the extreme, trading by insiders is as fully revealing as complete disclosure. 

But since insiders will limit the size of their positions because of risk aversion and will camouflage 

their trading to some degree, they convey less information by trading than that conveyed by (credible) 

full disclosure. 

  

Several reasons explain why communicating information through insider trading may be of value to the 

firm. Through insider trading, a firm can convey information it could not feasibly announce publicly 

because an announcement would destroy the value of the information, would be too expensive, not 

believable, or-owing to the uncertainty of the information-would subject the firm to massive damage 

liability if it turned out ex post to be incorrect. Conversely, firms also could use insider trading to limit 

the amount of information to be reflected in price.37 Controlling the number of traders who have access 

to information may be easier than controlling how much information gets announced over time. In other 

words, announcement of information need not be continuous, while trading on inside information can 

be.  Thus, insider trading gives firms a tool either to increase or to decrease the amount of information 

that is contained in share prices. 

  

B. Efficiency Effects 

  

… The unique advantage of insider trading is that it allows a manager to alter his compensation package 

in light of new knowledge, thereby avoiding continual renegotiation. The manager, in effect, 

“renegotiates” each time he trades. This in turn increases the manager’s incentive to acquire and develop 

valuable information in the first place (as well as to invest in firm-specific human capital).  If a manager 

observes a possible valuable investment for the firm-such as a potential value-increasing merger or a 

possible new technology-he will be more inclined to pursue this opportunity if he is rewarded upon 

success.  Insider trading is one such reward. The alternative is to tell others of the opportunity, explain 

that it can be realized with extra effort, and hope to be compensated by some form of ex post settlement. 

The insider trading alternative reduces the uncertainty and cost of renegotiation and thus increases the 

incentives of managers to produce valuable information.  Moreover, because managers themselves 



determine the frequency of “renegotiations,” they can tailor their compensation scheme to their 

particular attitudes towards risk. 

  

A related advantage of insider trading is that it provides firms with valuable information concerning 

prospective managers. It is difficult for firms to identify those prospective managers who will work 

hard and not be overly risk averse in their choice of investment projects. Basing compensation in part 

on insider trading is one method for sorting superior from inferior managers. Because insider trading 

rewards those managers who create valuable information and are willing to take risks, managers who 

most prefer such compensation schemes may be those who are the least risk averse and the *872 most 

capable.  Thus, with insider trading, self-selection minimizes the costs of screening potential managers, 

the monitoring costs created by risk-averse managers, and the opportunity costs resulting from 

suboptimal investment decisions. 

  

Critics of insider trading correctly point out that compensation schemes that allow insider trading could 

backfire, particularly if short selling is permitted, since managers would have incentives to reduce the 

value of the firm. We think that the force of this argument has been exaggerated, a view which we 

develop in the next section. For present purposes, we wish to emphasize that allowing managers to 

profit by a decrease in the value of the firm may increase their incentive to increase the value of the 

firm. Insiders are worried about the value of their human capital. If a project succeeds, the insider’s 

value as a manager is increased. But if the project fails, even if the investment was optimal ex ante, the 

manager will suffer a loss in the value of his human capital because he may be blamed for the failure 

(the usual monitoring problem).  To avoid this loss, managers will tend to accept investment projects 

that reduce volatility of cash flows even if they do not maximize the value of the firm. By permitting 

managers to sell short and thereby profit from investment projects that are optimal ex ante, even if they 

do not turn out well ex post, insider trading may induce managers to take on projects with a high 

expected return even if they are riskier.  The ability to profit by selling, therefore, as well as the ability 

to profit by buying, may reduce divergence of interests between managers and shareholders by causing 

managers to behave in a less risk-averse manner.    

 Reading Three 

This reading summarizes the positive effects of insider trading with an emphasis on its advantages in 

employee incentives.   

INSIDER TRADING: HAYEK, VIRTUAL MARKETS, AND THE DOG THAT DID NOT BARK 

31 Iowa J. Corp. L. 167 

Henry G. Manne 
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… 

II. Background 

 It has been almost forty years since the publication of my book, Insider Trading and the Stock Market,1 

and the topic still has the ability to engender heated argument as well as seemingly unending efforts at 

analytical explication.  I apologize at the outset for continuing the debate, especially since I myself 

thought that it had about run its course. Nonetheless, the topic refuses to die, and it continues to 

stimulate new hypotheses, one of which is about to be offered. 

This taxing of the intellectual tolerance of critics of insider trading may have a redeeming feature for 

many. In the process of developing this new idea, I have had to reexamine and substantially modify 

                                                         
1 Henry G. Manne, Insider Trading and the Stock Market (1966). 
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perhaps the most vigorously criticized claim I made for the positive benefits of unregulated insider 

trading. That claim was the notion that insider trading can be used as an important component of 

executive compensation. I hope that I am about to offer a much stronger substitute argument. 

Fundamentally, my book made only three basic economic arguments.  One was that the practice of 

insider trading did no significant harm to long-term investors. The other two were claims of positive 

benefits from the practice: one, the compensation argument, and the other, the idea that insider trading 

contributed importantly to the efficiency of stock market pricing. 

By and large the idea that there is no direct harm from the practice has held up very well, especially the 

point that no real damage is caused to an investor who engages anonymously on an exchange in a trade 

with an insider on the other side of the transaction. However, one "harm" argument of feasible merit 

has dominated the academic literature for some time.  This is the so-called "adverse selection" 

argument. Basically the argument is that since specialists on the floor of stock exchanges (or other 

market makers) systematically lose money when insiders are trading, they will 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 with whom they deal, the so-called "insider trading 

tax."   

The first part of this argument is really just a variant of the idea in my book that short-term traders 

would indeed frequently lose to insiders (a warning against using the stock market as a gambling 

casino). I suggested that long-term investors had little to worry about quantitatively because of insider 

trading, and the same thing remains true regardless of the existence of some adverse selection. 

Furthermore, there is considerable evidence that the harm to market makers exists more in the 

theoretical world of finance literature than it does in the actual play of the market. Though the argument 

is theoretically feasible, it seems to be practically irrelevant in the real world.   

Of the two arguments that I offered for positive benefits from insider trading, the argument for a strong 

positive relationship between market efficiency and insider trading has proved to be very robust. I 

missed the very important and related advantage pointed out by Harold Demsetz that access to valuable 

trading information may allow controlling shareholders to be compensated for the additional risk they 

assumed by not being well diversified.  This is an especially important factor in corporate governance, 

since, without a controlling shareholder, agency costs in large corporations, normally dealt with through 

an exogenous market for corporate control, will be much higher. 

There is almost no disagreement that insider trading does always push the price of a stock in the correct 

direction.  This is not to gainsay that there are also other mechanisms that play a significant role in stock 

pricing, such as the explicit public disclosure of new information, sanctioned transmittal of information 

to financial analysts, and the so-called "derivative" trading that occurs after some form of market 

"signaling."  A vast literature has developed examining the relative impact of these various mechanisms 

on stock market pricing, but it is fair to say that none of this has seriously damaged the argument of the 

stock-pricing benefit of insider trading. This is not the right time or place to review that literature, and 

for present purposes we merely need to understand that insider trading does have the price vector 

claimed for it, even though this mechanism alone may play less than an exclusive role in making stock 

market pricing as efficient as it is.  The crucial point for present purposes is that, even if only on a few 

occasions and either by itself or in tandem with other forces, insider trading may be sufficient to move 

the price of a company's stock. 

My second "positive" argument for insider trading, that it could perform well as a part of an executive 

compensation package, has been the more forcefully attacked, and it is perhaps less robust than I and 

other proponents had originally assumed. The insider trading compensation argument has become 

especially relevant in recent years, as a great debate has swirled through business, regulatory, and legal 

circles about the proper way to compensate corporate executives. Much of this discussion has focused 

recently on stock options, since they were so heavily relied upon to compensate employees of the firms 

that figured heavily in the market collapse of the early 2000s… 



… Insider trading, on the other hand, does not have these disadvantages. It, in effect, allows insiders to 

meticulously craft their own reward for innovations almost as soon as they occur and to trade without 

harm to any investors.  The incentive is immediate and precise and is never confounded with stock price 

changes that are not of the managers' making. 

If insider trading were legal and used to replace stock options, there would be no "tragedies" of 

employees being left high and dry with options way out of the money. There would be no loss of reward 

when an innovation merely resulted in a reduction of an expected loss. There would be no unearned 

gain because a company's stock appreciates in line with a market or industry rise. There would be no 

disappointments about the number of shares optioned or granted to particular employees. There would 

be none of this absurd business of renegotiating the option plan every time the stock takes a nose dive. 

And there would be no peculiar problems of accounting, since there would be no reason to put the right 

of employees to trade on undisclosed information on the company's balance sheet at all; such trading 

would be entirely extraneous to the company's accounts. 

The SEC's notoriously ineffective, but highly publicized and politicized, efforts to enforce insider 

trading laws have merely shifted the identity of the people who may trade first on undisclosed 

information.  In the process, they have perhaps prevented the development of an innovative and useful 

compensation device and unduly encouraged a problematic second best. 

Having said that, however, it must be recognized that insider trading cannot be a perfect form of 

incentive compensation. While many of the criticisms of the practice are vacuous or even tendentious, 

there are significant problems with the scheme, which many of my critics hastened to elaborate. 

Valuable information will undoubtedly get into the hands of individuals inside and outside the company 

who in no sense should be compensated, usually because they will have done nothing to produce the 

valuable new information.  Another problem is that the value of the information cannot be metered to 

the value of the contribution of a particular individual. And, as was also pointed out, the value of new 

information will, in many cases, be a function of the financial ability of someone to trade on the 

information or of their ability to evaluate new knowledge.   

Perhaps the most common objection to insider trading as compensation is that it cannot be metered in 

advance as part of a compensation plan.  It is in its very nature a kind of all-or-nothing proposition, 

since efforts by a given corporation to police its rules about who can trade, and to what extent, will 

necessarily involve the company in exactly the kind of post hoc compensation calculations that the 

practice is argued by its supporters to avoid.  It is not too surprising then that even before 1968, in the 

heyday of insider trading in the United States, no company ever announced that certain executives, but 

not other employees, would be allowed to engage in the practice.   

Indeed it is not surprising that there is no evidence that any company ever tried to develop insider 

trading as an explicit and integral part of an optimal compensation package… 

… 

V. The Wrap-Up 

 There are arguments against this new hypothesis in support of legalized insider trading. First, there is 

the practical point that the stock market is notoriously volatile, and a manager may be hard pressed at 

any given moment to know whether the stock price change witnessed is a result of informed trading or 

of so-called "noise" trading.  "Noise" significantly complicates the task of ferreting valuable insights 

out of a stock's price, and on occasion noise makes it impossible to infer any valuable information from 

a stock price. But the ability to analyze stock price changes should probably be seen as another desirable 

skill for managers. The fact that "noise" may create some uncertainty with this kind of information and 

on occasion make it useless certainly does not imply that this information should never be available to 

managers as well enforced insider trading laws in effect propose to do. 



Similarly, stock markets are always subject to manipulation, and managers relying on stock price to 

gain new information will regularly be "confused" by others trying to convey false information.  While 

this observation seems plausible, it fails to note that alternative schemes of transmitting information are 

equally, if not more, subject to the same risks. Even more to the point, however, this argument does not 

integrate the possibility of "counter manipulators," who can profit by trading on the truth regardless of 

what their colleagues are up to. All indications are that significant stock price  manipulation is extremely 

difficult to manage, and, ironically, it may actually improve the functioning of the market.  This mirrors 

the point made earlier about the value of insider trading on bad news. In both cases allowing an 

unfettered market in information creates salutary effects unheard of in connection with regulatory 

"disclosure." 

Virtual markets possess a special advantage over real markets powered by informed trading. They can 

be carefully tailored to a very specific query such as, "How will a particular new product fare in the 

market?" A generalized market for all information, like the stock market, cannot normally perform with 

this degree of specificity, but on occasion its message will be specific and clear. The fact that this is not 

always the case is simply one of the conditions of the marketplace; it is not a drawback to insider trading 

as such. 

… 

VI. Conclusion 

 Stock trading by informed individuals can produce information that may be extremely valuable to 

managers of publicly held companies. Such information could result in benefits that are even greater 

than those stated in favor of insider trading as a device to improve stock market efficiency. That older 

argument related efficiency of capital markets almost entirely to stock market activities such as 

investing, stock trading, or transactions in control… 

There is ample evidence that insider trading simply went underground and there is no need for a 

substitute. SEC rule enforcement is a mess. SEC policies are arbitrary, capricious, political, and 

extremely inefficient. Nonetheless, illegal insider trading, no matter how robust, is bound to be more 

expensive and less efficient than the legalized variety. Thus, it is not surprising that other devices might 

arise for surmounting the SEC's effort to slow insider trading. If the stock market cannot itself be used 

to gain certain information because of insider trading restrictions, then managers (though, alas, not 

outside investors) can create a virtual market to provide some of that same information. Virtual markets 

even have some benefits the actual stock market does not, such as the ability to segregate specific causes 

of share-price changes. However, virtual markets will never be a complete substitute for the stock 

market because of the design and motivational problems mentioned earlier. But, these markets can 

ameliorate some of the costs of the SEC's campaign against insider trading, and we can expect them to 

flourish… 

 

More to the Story, page 967:  Secondary Liability 

Exchange Act §20 provides that controlling persons are jointly and severally liable for any 

violation of the Exchange Act or its rules committed by the company or other persons they 

control, “unless the controlling person acted in good faith and did not directly or indirectly 

induce the act or acts constituting the violation or cause of action.” This section also prohibits 

various other actions, including hindering, delaying, or obstructing an Exchange Act filing, 

without just cause, by a director, officer, or security owner of the filer. 

      In criminal actions, there has been no question but that aiding-and-abetting liability exists 

for §10(b) violations, because a general statute provides for such liability in connection with 



all federal crimes. Uncertainty about whether the SEC could bring actions for aiding and 

abetting was resolved by an amendment to Exchange Act §20 providing that it could. 

Supreme Court jurisprudence has established, however, that a private plaintiff cannot 

maintain an aiding-and-abetting action under §10(b). Thus, private plaintiffs are forced to 

characterize defendants as primary violators (or controlling persons). Their ability to do so 

successfully is subject to limits. In Stonebridge Investment Partners, LLC v. Scientific-

Atlanta, Inc., 552 U.S. 148 (2008), the Court held that only if a defendant has engaged in 

deceptive acts that have been communicated to the plaintiff (or, presumably, if the fraud-on-

the-market theory is applicable, the public) may the action proceed. It subsequently held in 

Janus Capital Group, Inc. v. First Derivative Traders, 131 S. Ct. 2296 (2011), that, in the 

context of a private lawsuit, Rule 10b-5 liability for a misleading statement will attach only to 

those with “ultimate control” over the statement. The Court indicated that, in the ordinary 

case, attribution will be critical in determining ultimate control. Participation in drafting and 

dissemination of misleading statements attributed to others generally will not suffice to 

sustain a private right of action under Rule 10b-5. 

□ Think about this: 

( L)   Laura is a lawyer who represents Hypoxico in various financial matters. She is 

present at a negotiation session between Hypoxico and a prospective private 

investor at which Hypoxico's chief financial officer materially misstates the 

company's most recent quarterly earnings. If the transaction goes through, will 

Laura have any liability under Rule 10b-5? 

( M)   How about the CFO? 

( N)   How about Hypoxico? 

( O)   Would it make any difference if the misrepresentation were contained in a news 

release? 

( P)   Would it make any difference if the misrepresentation were contained in a filing 

with the SEC? 

 

Room to Argue, page 982: the ECMH   

Reading One  

This reading provides a summary of the efficient capital markets hypothesis.   

FRAUD ON THE MARKET MEETS BEHAVIORAL FINANCE 

31 Del. J. Corp. L. 455 

Frederick C. Dunbar; Dana Heller 

Copyright © 2006, Widener University School of Law; Frederick C. Dunbar; Dana Heller 

… 

B. Invocation of the Efficient Market Hypothesis as a Solution to Proving Classwide Reliance 

1. The Efficient Market Hypothesis as of 1988 



The efficient market hypothesis started as an academic attempt to answer a question of interest not only 

to economists but also to virtually all investors: is it possible to beat the stock market? Initial research 

on the subject focused on the stochastic nature of stock prices, finding them to follow a random walk 

with a drift equal to the average return. The implication of this is that an investor using only past price 

data to forecast the future prices of stocks, would do no better than selecting on the basis of throwing 

darts at a listing of actively traded stocks. There was more than a suspicion, however, that this research 

did not actually answer the question because it was obvious that stock price movements were caused 

by events such as dividend changes, earnings announcements and so forth. Another question then, is 

whether an investor with access to all publicly-available information about the firm and its markets, in 

addition to past prices, and with sufficient analytical prowess could outperform the market. 

  

Explorations along these lines led to the conclusion that stock market efficiency should be defined in 

several ways. At the time of Basic, there were three forms of the efficient market hypothesis commonly 

proposed.  Each form asks whether the current price of the stock incorporates accurately all past 

information falling into various categories. If so, then an investor cannot find a stock that is undervalued 

using that category of information. This, in turn, would prevent investors from earning higher than a 

market return by analyzing stocks with that information. 

  

The results of research on the three forms of the efficient market hypothesis can be briefly summarized 

are as follows: 

 

1. Weak Form. This is the earliest version of the hypothesis and is tested using only data on past returns 

on the stock itself. This test is commonly described as determining whether technical analysis (e.g., 

chart patterns and moving averages) is useful for buy and sell decisions. The techniques used to analyze 

this form of the hypothesis include rather advanced time series analyses-tools used in econometrics and 

sophisticated statistical inference. This form of the hypothesis has gained widespread acceptance. That 

is, data on past prices do not provide an investor with enough information to earn a higher than market 

return when transaction costs are also taken into account.  

  

2. Semi-Strong Form. This version asks whether an analyst can use all publicly available information 

to do better than the market. If that were possible, fundamental analysis (using information on the firm, 

its markets and macroeconomic conditions) would help investors. To analyze the effects of this type of 

information on stock returns, the event study technique was developed. (This is described in more detail 

below.) Although there had been respected opposition as well as observed anomalies, this form of the 

hypothesis was also widely accepted at the time of Basic.  

  

3.Strong Form. Finally, there is the question of whether all information, public and otherwise, is 

incorporated into stock prices. The research on this form of the hypothesis has focused on the 

performance of several groups who, it is believed, may have access to more information than is publicly 

available: portfolio managers, investment analysts, stock exchange specialists and insiders. At the time 

of Basic, the findings from this research had been mixed. Portfolio managers and investment analysts 

had been shown to yield only modest (if any) higher returns than the market. Alternatively, stock 

exchange specialists and insiders did significantly better than the market.  Primarily on the basis of the 

latter findings, this form of the efficient markets hypothesis was rejected.  

2. Academic and Judicial Acceptance 

The efficient market hypothesis is the basis of the fraud-on-the-market theory that the Supreme Court 

established as a rebuttable presumption of liability for the majority of securities fraud cases. First 

introduced in law review articles in 1974, by the time the Supreme Court ruled, the Justices could rely 

on a large body of academic literature exploring the potential impact of the efficient market on securities 

litigation and regulation.  Also, judicial acceptance of the efficient market hypothesis had been nothing 

short of phenomenal; with an initial favorable court decision in 1975, it became law in most circuits 

within ten years.  

__________________________________________________________________________________ 



Reading Two 

This reading addresses both the theory of the efficient capital markets hypothesis and the reality of 

the stock market.   

SECURITIES MARKETS AS SOCIAL PRODUCTS: THE PRETTY EFFICIENT CAPITAL 

MARKET HYPOTHESIS 

28 J. Corp. L. 551 

William T. Allen 

Copyright © 2003, University of Iowa (The Journal of Corporation Law); William T. Allen 

…  

II. Rich Legal Institutions and Elegant Law and Economics Theories 

…  

 

Unlike agency theory or transaction costs economics, the ECMH was not a product of the economists 

that strove for greater realism in economic understanding. It was largely the work of financial 

economists, with its great popularizing work appearing in 1970.3 The [efficient capital markets 

hypothesis] (ECMH) represents a powerful and mysterious claimed fact: it tells us that our existing 

markets for securities produce prices that (1) rapidly, if not instantaneously, reflect all available 

information; and (2) absorb this information in a rational way in producing trading prices. The first 

element of the claim is intuitively surprising only when the periods involved get very short. One would 

expect prices to respond to (impound is the word often used) information and at a certain point 

information is old news and irrelevant. Over how long a period information will affect price, one might 

suppose, would be a function of a large number of variables, but for those who accepted that our 

securities markets were efficient, this time generally was measured in minutes or hours, not days or 

weeks. The second aspect of the ECMH claim--that market prices represent a rational distillation of the 

meaning of the information--is more surprising. Importantly, under this view of securities markets, there 

generally can be no difference between the price of a widely traded security and the fundamental value 

of the security. 

  

The implications of the ECMH were several, but two had special pertinence. First, any investor without 

relevant private information would be unable systematically to outperform the market. Second, any 

offer to buy all of the issuers equity at a price above the market price offered a potential Pareto superior 

transaction: it would create value. Thus the old story told by managers under attack that the market did 

not correctly value the target company’s stock was seen from this perspective, as stuff and nonsense--

an agency cost--designed solely to preserve private benefits. 

III. How Do Securities Markets Do It? 

Were the ECMH true, it would reflect a mystery because it seems quite impossible to deny that the 

human actors who ultimately comprise the markets in securities are, individually, fallible creatures. 

Each of them to a greater or lesser degree has limited information, limited cognitive power, and each 

can be distracted by emotions (fear and greed being the emotions de jour in the bustling precincts of 

capital markets). How then do markets in securities carry off this striking accomplishment to quickly 

take all available new information and absorb it into a price that rationally assesses the meaning of that 

information for the fundamental value of the security? In fashioning an answer to this mystery, one 

might simply assume (analogously to the move of the legal academics who interpreted the Coase 

Theorem’s meaning for law) that, for at least some of the traders in the market, the degree of their 

deviation from strict rationality was not very great. This may seem like a plausible assumption in this 

context, since buying and selling stocks is a professional activity for some people that carries large 

consequences. We can expect some traders to try quite determinedly to act rationally.4 In any event, 



assuming that at least some traders are rational is a first step in explaining how aggregation of boundedly 

rational actors produces rational prices. Step two posits that, in the long run, the rational actors will 

drive the irrational traders out of the rational market. The irrational actors (called “noise traders” 

because the signal that their actions send is not informative but is like noise in a signal transmission 

line) will, over time, lose their capital while the rational ones will not (or will do so more slowly). Yet 

what about the short-term? How come the noise traders will not affect prices in that period before the 

Darwinian market forces eliminate them (and while new noise traders spring from the ground)? Well, 

we might say two things about short-term noise trading effects. First (and less persuasive), we might 

associate noise-trading activity with randomness. If one assumes these traders are irrational, their 

activity could only be modeled in a stochastic process. Thus, the assumed random nature of noise 

trading activity reduces or eliminates its systematic significance for price setting. Second (and more 

plausible), to the extent that temporary noise trader sentiment did drive a security’s price above or below 

the rational estimate of fundamental value, an immediate profit potential would be created. The crazier 

this sentiment might get temporarily, the greater the profit potential it would create for rational investors. 

Thus, the greater the countervailing force it would generate. Through shorting of an overvalued stock 

or buying an undervalued one, rational investors would restore order to a universe that threatened for a 

short period to spin out of control. Thus it did not seem plausible to believers in the ECMH that irrational 

sentiment could overwhelm rational analysis for substantial periods. 

  

It was, however, not for Gilson and Kraakman to ask whether our securities markets are able to attain 

what the ECMH claimed for them. They worked from the premise that this much had been effectively 

shown. The questions that interested them related to how it did so: how legal institutions and practices 

assisted security markets to achieve these effects. 

  

The most heroic claim for the ECMH--that stock price and changes in stock price accurately measure 

fundamental value and changes in value--has not aged well.5 Today, few people talk about the ECMH 

with anything like the confidence in it that it commanded among some scholars in 1984. The market 

break of October 1987 was a serious problem for believers. How could the fundamental value of the 

stocks on the New York Stock Exchange fall almost twenty-five percent in two days when no significant 

macroeconomic event could be identified? In a way, the grander aspirations of the ECMH never 

publicly recovered from this event, but among financial economists, the ECMH continued to provide a 

framework and a set of tools that are widely used. But the pricing of internet stocks and the crash that 

followed should be a fatal blow to the idea that security markets could effectively segregate the effects 

of noise traders and thus should be the end to the claim that market price and fundamental value are 

synonymous in an active securities market. Even financial economists now customarily use the term 

“bubble” to refer to the late 1990s stock market or elements of it. And while asset bubbles present 

mysteries of their own, they are of course quite incompatible with the supposed fact that prices in 

securities markets result from a rational incorporation of all available information bearing on value. 

  

…  

IV. What Do We Mean When We Speak of Efficiency in Securities Markets? 

A measure of the efficiency of a securities market must contemplate all elements of cost associated with 

allocation of capital. Obviously, a system that reduces the costs of allocation by making that allocation 

faster and less costly will move from a less efficient to a more efficient state, ceteris parabis. But cost 

of this sort cannot be the only desideratum of efficiency, since these costs could be reduced by a central 

command, for example, to allocate all capital to Saddam’s relatives immediately. Yet certainly no 

economist would claim (I suppose) that such an allocation was efficient. Thus, among the costs that 

must be reduced is the opportunity cost associated with making allocations that are sub-optimal (i.e., 

allocating capital to an inferior use). The great contribution of the market system to efficiency is the use 

of prices (fixed indirectly by some decentralized or aggregate view of future productivity of the uses to 

which the capital will be put) to effectuate allocation. For convenience, let me call the costs associated 

with a market that operates sub-optimally to allocate resources the economic cost of the market and the 

other costs--the costs of information including assurance, costs of time, and costs of execution--as the 



financial costs of a market. Net reduction in both sources of costs move a market towards greater 

efficiency; net increase moves it toward less efficiency. 

  

Markets differ in the degree of their efficiency, of course. I say, “of course” here, but it is not clear that 

those holding to the ECMH would agree. As I understand this view, it hypothesizes a single capital 

market (existing in the present and inferentially in the U.S., albeit embedded in international capital 

flows), and this market seems to exist at the end of history. In this view there does not seem to be room 

(or necessity) for further efficiency gains. This market does what you hope a capital market could ever 

do. This perfection seems suspicious to one who sees markets as human institutions-- capable, like all 

human institutions, of flaws and improvements. 

 

… 

 

The relative efficiency of any segment of a capital market will depend upon the social infrastructure 

that allows participants in that market to reduce the financial costs associated with trading in that market. 

As financial costs are reduced, we move towards an efficient allocation and thus absent other forces 

(such as coercive government directives, systematic false disclosure, fraud or coordinated 

manipulation), economic costs should fall as well. This depends on the social infrastructure of the 

market. The principle sources of costs are costs associated with becoming reliably informed and the 

costs associated with locating a counter-party and executing a trade. In many markets the costs of 

execution entail substantial negotiation costs but, in security markets, the legal infrastructure essentially 

eliminates negotiation costs except for block trades. 

  

[Certain scholars] (Gilson and Kraakman) rightly focus us on these “mechanical” elements of market 

efficiency. They recognize the fundamental importance of information and the reliability risk that 

information necessarily entails. They were, perhaps, the first academics to note the function of the 

investment banker’s reputation as an assurance device that could reduce the costs of information by 

reducing this risk of unreliability. Certainly a similar role is played by the threat of SEC enforcement. 

Of course, many elements not mentioned in this early piece also affect the relative degree of efficiency 

of a securities market. Indeed much of the social structure in which securities markets are embedded 

affect their functioning and their efficiency: from property rights to courts, from auditing firms and their 

reputations to restrictions on lending to finance securities purchases. One who has experience as a 

gardener understands this intuitively. The same plant when planted in two (or twenty) different locations 

will mature in two (or twenty) different ways. Exposure to sunshine that a particular location offers 

(infinitely variable), quality of the soil (highly variable), rain, drainage, care and nourishment or 

abandonment to nature, etc., all cause identical seedlings to mature into quite different looking mature 

plants. Securities markets are precisely the same, albeit the variables are different. The interaction 

between a host of variables will produce a market with higher or lower total costs of allocation of capital. 

… 

VI. Does it Matter If the ECMH is Not Quite True? 

In some respects it may not matter very much if the ECMH is not strictly valid, that is, if prices on 

contemporary U.S. stock exchanges rapidly adjust to reflect fundamental value. For most investors who 

do not possess non-public information about a firm, it would be best to act as if the ECMH is sound, 

whether or not it is. It is quite unlikely that any such investor will be able to profitably pursue an 

investment strategy premised on an  ability to detect differences between price and value. The presence 

of a systematic overconfidence and the relatively high costs of transaction on these markets creates a 

high likelihood that such an investment strategy over the long-term will be a losing one. Thus for an 

individual investor, a strategy that assumes the ECMH is true is a prudent one. As Jack Bogel, the 

founder of Vanguard, is fond of pointing out, investors will have, on average, no more than an average 

return and, in fact, will have a lower return since their returns will be net of non-trivial trading costs. 

Thus, indexation is a rational and popular investment strategy. Yet even as indexation is a prudent 

strategy for many, recent academic work suggests that there may be some investors (twenty percent of 

a large database covering six years) who systematically are able to substantially outperform market 



returns when adjusted for risk of their investments.10 Whether this result is skill or represents a statistical 

consequence of momentum investing (winners continue to outperform losers because others see the 

pattern and join in) over a particular period is not clear. That a period of market exuberance could last 

six years seems conceivable in light of our recent experience. In all events, indexation is certainly the 

rational strategy for most investors. 

  

In other respects, it is sensible for us to act as if the ECMH is a reasonable approximation of the truth 

as well. For example, in designing the institutions of the economy, the structure that allocates savings 

to investment, whether or not the ECMH is correct, it seems clear that market prices, if not manipulated, 

are a far superior technique than any other alternative that is likely to be dreamed up. Indeed, it is quite 

clear that any technique for allocating capital that does not assume that market prices are accurate 

signals of value would involve very serious social problems. Consider the “all capital to Saddam’s 

relatives” rule mentioned above. This example is not so unrealistic. In default of market signals, it is 

rather likely that savings would be allocated disproportionately to political friends of the powerful. Thus, 

even if securities markets are not efficient in the ECMH sense, in certain contexts we may be better off 

acting as if they are. To say that in certain ways we may be better off acting as if the ECMH is true does 

not mean that in all respects that is necessarily true. As I touch upon below, it would be a mistake to 

found takeover law on such an assumption.11 

 … 

IX. The Pretty Efficient Capital Market Hypothesis 

Anyone who has tried without success to convince a relative of an obvious fact understands that humans 

can be impervious to rationality. In truth, we are all boundedly rational, trying more or less often, with 

more or less success, to act rationally. With this fact in mind, the assumption that there are rational 

traders acting in securities markets is a plausible supposition, but the argument that trading activities of 

such persons regularly or normally set prices unaffected by the noise of more excitable traders seems 

implausible. It is refuted by recent history. Prices in our markets can and do diverge from fundamental 

value. They do not achieve the wished-for state of pure rationality. Yet, how bad are these markets? 

Can we say anything non-empirical that is meaningful on that topic? 

  

We note first that our capacity for rational action can be affected by social institutions. Through 

education and other means of indoctrination, through the availability and reliability of information, and 

in other ways we can affect the ways in which our inborn properties are expressed. Market structures 

constitute one set of constraints that can affect the ways in which our bounded rationality is expressed. 

Markets are created through deliberations or more often evolve through social practice. In all events, 

the nature of market structures is of fundamental importance to economic activity. It seems highly 

unlikely that we can ever construct markets that can succeed in removing entirely from the effects of 

our buying and selling (price setting) all of our full human qualities, as was dreamed of in the ECMH. 

But surely some market structures and practices may give human rationality a better opportunity to be 

expressed than others. Our existing capital markets constitute a great accomplishment. They are almost 

certainly the best in the world. The prices that they generate often represent a useful approximation of 

fundamental value, but nevertheless, the meaning of these prices (the potential deviation from 

fundamental value) requires interpretation. The degree and means of required interpretation will depend 

on the plans of the person involved. For an arbitrageur who will hold for a short period less 

consideration will be required than for an investor who will hold for a long time frame, but in either 

case a realistic picture of the world requires us to admit some degree of ambiguity in the meaning of 

the price signal. Yet it is not in the make-up of most epistemological materialists to feel comfortable in 

a world of admitted ambiguity. The ECMH offers an attractive alternative, a world in which ambiguity 

has been removed by rapid and rational absorption of information. 

  

The extent to which we regard market prices as representing our best evaluation of fundamental value 

should depend on circumstances--on what the user plans to do with the information. In all events, 

because we believe that our capital markets, while not capable of wholly constraining the excesses 

arising from embedded limits in human rationality, are far better generally than alternative allocative 



mechanisms, the prices that they produce are deserving of substantial deference from courts and 

investors alike. But the efficiency of our markets can be improved (and they can be impaired as well) 

by social action. Because of the fundamental importance of capital markets to our economic 

performance, the study of how mechanisms of market efficiency can be designed, implemented and 

measured remains, as Professors Gilson and Kraakman recognized in 1984, a task of great public 

importance. 

__________________________________________________________________________________ 

Reading Three  

This short reading summarizes the courts’ interpretations and applications of market efficiency. 

PROVING MARKETS INEFFICIENT: THE VARIABILITY OF FEDERAL COURT 

DECISIONS ON MARKET EFFICIENCY IN CAMMER V. BLOOM AND ITS PROGENY 

10 U. Miami Bus. L. Rev. 303 

Geoffrey Christopher Rapp 

Copyright © 2002, Business Law Review of the University of Miami School of Law; Geoffrey 

Christopher Rapp 

In his scathing dissent from the Supreme Court’s 1988 Basic v. Levinson decision, which adopted a 

rebuttable fraud-on-the-market theory of reliance for Section 10(b) securities litigation, Justice Byron 

White warned that “the pitfalls of [the fraud-on-the-market theory] are revealed by previous uses by the 

lower courts of the broader versions of the theory. Confusion and contradiction are inevitable when 

traditional legal analysis is replaced with economic theorization by the federal courts.”  Justice White 

cautioned that federal courts “are not well equipped to embrace novel constructions of a statute based 

on contemporary microeconomic theory” because they have “no staff economists, no experts schooled 

in the ‘efficient-capital-market hypothesis,’ and no ability to test the validity of empirical market 

studies.”  

  

Since Basic, federal courts have sought to evaluate Section 10(b) cases without living up to Justice 

White’s prognostication. Assisted by Special Masters and expert witnesses, federal courts have taken a 

detailed, methodical approach to evaluating the economic theory underlying the fraud-on-the-market 

rule. This is particularly evident in a line of recent cases in which defendants sought orders from federal 

judges denying class certification on the grounds that the market for the predicate security was not 

efficient.  In so doing, defendants seek to arrest litigation through class decertification without engaging 

in the difficult task of rebutting the presumption of reliance by demonstrating that plaintiffs traded or 

held securities for reasons other than their faith in the integrity of the market price.  

  

This article evaluates the performance of federal courts in assessing market efficiency.  While Justice 

White feared that courts’ subpar economic analysis would lead them to approve too many Section 10(b) 

actions, courts’ decisions as to the efficiency of particular security markets have turned out to be highly 

variable. Given remarkably similar facts, courts’ assessment of market efficiency range from findings 

of inefficiency to findings of efficiency.  If anything, courts seem to be approving too few Section 10(b) 

actions, exactly the opposite of what Justice White predicted. 

  

I explore several candidate explanations for courts’ inability to consistently adjudicate market 

efficiency. First, I consider whether the courts’ lack of economic expertise leads them to apply poorly 

a test which, applied more rigorously, might produce accurate results. I suggest that while the courts in 

question may appear to be sufficiently sophisticated to discern the level of efficiency in a securities 

market, in fact they are not. The courts embrace a laundry list of factors economists have suggested as 

indicators of market efficiency, but fail to show an aptitude for considering these factors in a deeper, 

contextual fashion. On a related level, courts’ insecurity about their own aptitude may lead them to rely 

excessively on special masters and experts. Variability could result from reliance on the opinions of 

such individuals, in no small part because such individuals bring their own particular biases to the table. 



__________________________________________________________________________________ 

 

Reading Four 

This reading summarizes the efficient capital market hypothesis and post-Basic market efficiency 

theory.   

REVISITING “TRUTH IN SECURITIES”: THE USE OF THE EFFICIENT CAPITAL 

MARKET HYPOTHESIS 

20 Hofstra L.Rev. 687 

Michael W. Prozan; Michael T. Fatale 

Copyright © 1992, the Hofstra Law Review Association; Michael W. Prozan and Michael T. Fatale 

I. INTRODUCTION 

One focus of securities regulation in the United States is to ensure that purchasers and sellers possess 

all necessary information when making investment decisions. The Securities Act of 1933 (“Securities 

Act” or “′33 Act”) and the Securities Exchange Act of 1934 (“Exchange Act” or “′34 Act”) seek to 

accomplish this informational adequacy with a two-pronged approach. The registration provisions of 

the Securities Act and the reporting provisions of the Exchange Act respectively ensure that issuers 

using the capital markets provide adequate, timely information to initial purchasers of those securities 

and continually to the markets. Rule 10b-5 and other insider trading laws declare the use of certain 

types of information off-limits to market participants.  These laws deny the use of information not 

generally available to the market and obtained through a special duty to a company to prevent use of an 

advantage not available to other market participants. Additionally, the use of Rule 10b-5 has been 

expanded to remedy material misstatements or omissions, absent insider trading. The use of 10b-5 as a 

remedy for disclosure violations thrusts it into a critical role in the regulatory process.  

  

The Efficient Capital Market Hypothesis (“ECMH”) has substantially impacted the development of 

these areas of securities regulation.  Application of the ECMH to these areas of securities law has 

occurred unevenly, creating an imbalance in its operation. This Article examines the incorporation of 

that theory in the ′33 Act registration provisions for domestic issuers and Rule 10b-5 case law. The 

discussion shows that the Securities and Exchange Commission (“SEC” or “Commission”) applies the 

ECMH restrictively to the ′33 Act registration provisions; however, the courts espouse expansive 

interpretations in finding reliance in Rule 10b-5 cases. In particular, the courts have often applied the 

fraud-on-the-market presumption of reliance in situations where the issuer in question would not have 

qualified for the reduced disclosure provisions of the integrated disclosure system in a primary equity 

offering.  This dichotomy occurs despite the fact that both results are premised on the existence of an 

efficient capital market. Even the securities of Basic, Inc., the subject of the Supreme Court decision 

validating the fraud-on-the-market presumption, would not have qualified for reduced disclosure in the 

event of a primary equity offering.  

  

Stating the assumptions behind the two approaches helps one understand the differences between them. 

The SEC incorporated the ECMH into the registration provisions on the premise that brokerage house 

and other industry research on an issuer means that the issuer’s securities trade in an efficient market. 

On the other hand, courts take the position that issuers listed on the NYSE or the AMEX, as well as 

those widely traded in the over-the-counter (“OTC”) market, trade in an efficient market, for purposes 

of establishing the reliance element in a Rule 10b-5 cause of action. 

  

Some may prefer the present system because it assures the most information provided to the market 

through the disclosure system and the greatest liability in court actions. This Article posits that the 

incorporation of the ECMH in the registration provisions and Rule 10b-5 actions should be done 

consistently.  Applying the theory consistently will result in either increasing the ability of issuers to 

use the integrated disclosure system in the registration process, decreasing the courts’ use of the fraud-



on-the-market theory, or both.  In any event, a more consistent application of the theory will reduce the 

costs to issuers and their investors without diminishing investor protection. 

  

We take the position that the ability to use the integrated disclosure system should be increased. We 

take this approach for four reasons. First, since the last substantial amendment to the integrated 

disclosure system in 1982, speed and access to information has increased, ensuring that market 

professionals receive more information and receive it faster.  Second, the courts have been expanding 

the definition of when a stock trades in an efficient market and are unlikely to reverse this trend. Third, 

making more issuers eligible for integrated disclosure increases the reliability of and accountability 

for ′34 Act reporting.  Fourth, the present system requires that issuers and investors “pay,” through 

increased registration costs, for additional information not needed by investors under the expansive 

court holdings. 

  

We also take the position that the fraud-on-the-market rulings of the federal courts have been too 

expansive. These rulings burden issuers and their investors with substantial costs and ideally would be 

restricted by either Commission rulemaking, congressional legislation, or further Supreme Court 

clarification of the pertinent issues. 

… 

 

III. DEVELOPMENT OF THE FRAUD-ON-THE-MARKET THEORY 

…  

B. In Summary: The Efficient Capital Market Cases Post-Basic 

While Basic states that an efficient market must be alleged and proved for the [Fraud on the Market 

theory] FOTM presumption to apply, it does not define the term.  Moreover, neither the Sixth Circuit 

Court of Appeals opinion affirmed in Basic, nor other cases relied upon by the Supreme Court, define 

the term “efficient market.” For example, in Levinson v. Basic, Inc., the Sixth Circuit concluded that 

the stock in question was traded on an efficient market. Therefore, one of the elements required for 

application of the FOTM presumption was met. However, in a subsequent opinion the Sixth Circuit 

acknowledged that it did not define in its Basic opinion the qualities that characterize an efficient market, 

since that was not an issue in the case.  

  

The only fact recited in the Sixth Circuit’s opinion which supports the conclusion that Basic’s stock 

traded in an efficient market is that the stock traded on the NYSE.  The Supreme Court’s affirmance of 

this opinion does not provide any additional relevant facts. Therefore, Basic suggests that stocks traded 

on the NYSE per se trade in an efficient capital market.  

  

Basic’s reliance on FOTM cases involving securities traded on the AMEX likewise suggests that 

AMEX securities per se trade in an efficient capital market. For example, Basic quoted extensively 

from Peil v. Speiser, which concluded that the FOTM presumption was applicable to a security traded 

on the AMEX without discussing the characteristics of the market. Cases decided subsequent to Basic 

generally assume that securities traded on the NYSE or AMEX trade in an efficient market.  Consistent 

with this view, very few of these cases involve claims that securities traded on either the NYSE or 

AMEX do not trade in an efficient capital market.  

  

Most of the recent cases focusing on the efficient capital market question involve either securities 

traded OTC or revenue bonds.  Where the cases involve revenue bonds, the courts find that the 

securities do not trade on an efficient capital market.  On the other hand, where the cases involve OTC 

securities, they generally hold either that the securities do trade in an efficient capital market 

warranting application of the FOTM theory, or alternatively, that the issue is to be decided at trial.  As 

previously mentioned, using either approach to OTC securities results in the same outcome. 
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