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Room to Argue, page 994: Insider Trading  

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 Coase Theory, pursuant to which the “property right” 

of the insider information is assigned to the highest valuing user.   

THE REGULATION OF INSIDER TRADING 

35 Stan. L. Rev. 857 

Dennis W. Carlton Daniel R. Fischel 
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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 

Copyright © 2005, University of Iowa (The Journal of Corporation Law) 
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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 

                                                         
1 Henry G. Manne, Insider Trading and the Stock Market (1966). 

http://advance.lexis.com/api/document?collection=analytical-materials&id=urn:contentItem:4K7F-TNN0-00CW-D04J-00000-00&context=1000516
http://advance.lexis.com/api/document?collection=analytical-materials&id=urn:contentItem:4K7F-TNN0-00CW-D04J-00000-00&context=1000516


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 

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… 

 

 

 

 

 


