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SHOULD WE LEARN TO LOVE
INSIDER TRADING?

by TiMOTHY REEB

he American notion that insider trading should be punished civilly was

established over one hundred years ago.' In 1934, a federal statute made
insider trading punishable criminally, and ever since United States enforce-
ment agencies have considered insider trading violations a top priority.”

Despite the traditional American stance, many countries do not punish insider
trading.” Even in the United States, some scholars believe that insider trading
can have a positive impact on financial markets.* For example, Donald Bou-
dreaux, Economics Professor at George Mason University, has outlined reasons
for not only de-criminalizing, but also encouraging insider trading.’

In his article, Boudreaux explains that when insiders buy or sell stock based on
inside information, the price of the stock quickly changes.® The positive result,
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according to Boudreaux, is stock prices that accurately reflect corporate
realities.”

While consistent with the views of at least two leading economists,® Bou-
dreaux’s stance has received scholarly criticism and is in sharp contrast to that
of the U.S. Securities & Exchange Commission (SEC) and the U.S. Depart-
ment of Justice (DOJ).” University of California Los Angeles Law Professor
Stephen Bainbridge, for example, specifically dismisses Boudreaux’s approach.
Bainbridge argues that insider trading affects prices much more slowly than
Boudreaux suggests.'’

Boudreaux’s views appear irreconcilable with those of scholars such as Bain-
bridge. However, the two professor’s contrasting stances highlight the reality
that American views on insider trading may not be as clearly defined as history
suggests.

INSIDER TRADING LAws: AN AMERICAN TRADITION

According to the SEC, illegal insider trading “refers generally to buying or
selling a security, in breach of a fiduciary duty or other relationship of trust
and confidence, while in possession of material, nonpublic information about
that security.”!!

In a 1998 speech, Thomas C. Newkirk, then Associate Director of the SEC’s
Enforcement Division, described the history of insider trading laws in the
United States.'? “The American notion that insider trading is wrong goes back
over one hundred years.”'> Newkirk explained that insider trading was
criminalized in the United States after the stock market crash of 1929.'

“In response to the crash, Congress enacted the Securities Act of 1933 and the
Securities Exchange Act of 1934, aimed at controlling the abuses believed to
have contributed to the crash. The 1934 Act addressed insider trading directly
through Section 16(b) and indirectly through Section 10(b).”"*> According to
Newkirk, “ever since [the enactment of the 1934 Act], courts and regulators
[have] struggled to refine prohibitions on insider trading.”'®

The 1934 Act also grants the SEC the power to enforce civil violations of
insider trading laws and grants the DOJ the authority to seek criminal sanc-
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tions.'” Linda Chatman Thomsen, Director of the SEC’s Division of Enforce-
ment, described the SEC’s approach to insider trading violations over the past
80 years during her September 2006 testimony before the U.S. Senate Com-
mittee on the Judiciary.'® “The Division pursues these cases day in and day out
and has developed unparalleled expertise in this area,” Thomsen explained."”

“Indeed, a long list of prominent and not so prominent individuals would
undoubtedly testify that the Enforcement Division does not pull its punches,”
Thomsen continued.?® “The respective histories of the SEC and DOYJ, as well
as those of state attorneys general and securities regulators, demonstrate our
collective commitment to prosecuting insider trading, civilly and criminally,

under federal and state law.”?!

Love It?

Despite the SEC and DOJ’s strong stance against insider trading violations,
not all Americans share the same sentiment. In his October 2009 article,
“Learning to Love Insider Trading,” Boudreaux lays out his argument in favor
of insider trading.** “Time to stop telling horror stories,” Boudreaux begins.?

“Insider trading is impossible to police and helpful to markets and investors.”**

The cornerstone of Boudreaux’s argument revolves around the efficiency of
market prices: “Prohibitions on insider trading prevent the market from adjust-
ing as quickly as possible to changes in the demand for, and supply of, corpo-

rate assets.”?> “The result,” Boudreaux explains, “is prices that lie.”*¢

On a subsequent television appearance on CNBC’s “Kudlow Report,” Bou-
dreaux discussed his position further.”” “If insiders can trade on non-proprie-
tary information, they drive those prices more quickly to their correct levels,”
he explained.”® “And that means that the millions of stock traders out there,
who are not insiders, are able to buy and sell at prices that more closely reflect

their true values.”??

Boudreaux is not alone in his stance. Henry Mann, Dean Emeritus at George
Mason University School of Law, has argued forcefully against the criminaliza-
tion of insider trading.”® In addition, Milton Friedman, American economist
and Nobel Prize laureate, said in a 2003 interview, “You want more insider
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dealing, not less; you want to give people most likely to have knowledge about

deficiencies of the company an incentive to make the public aware of that.”?!

Or HaTe IT?

Other scholars disagree with the suggestion that insider trading should be de-
criminalized.’® Specifically, Bainbridge addresses Boudreaux’s stance, stating
that “insider trading simply does not have the effects Boudreaux ascribes to

it.”33 «

If insider trading is to affect the price of securities,” Bainbridge begins,
“it is through the derivatively informed trading mechanism of market effi-
ciency.”** Bainbridge explains that when those individuals possessing material
nonpublic information begin trading, their trading has only a small effect on
price.”® He believes that, after the insider trading occurs, some uninformed
traders become aware of the insider trading and react to that information.*®
Finally, according to Bainbridge, “the market reacts to the insiders’ trades and

gradually moves towards the correct price.””

“Given the inefficiency of [insider trading],” Bainbridge concludes, “the mar-

ket efficiency justification for insider trading loses much of its force.”?®

Loyola University Chicago School of Law Professor Steven Ramirez agrees with
Bainbridge.>® “Boudreaux is in really weak territory here,” Ramirez begins.*°
“If you take out the insider trading laws, investors will lose confidence and that
could take out 15 percent of the equity in our financial markets on a perma-

nent basis.”4!

Not so CLEAR AFTER ALL

Boudreaux and Bainbridge pose viewpoints that appear irreconcilable: Bou-
dreaux argues insider trading quickly adjusts the price of stocks** while Bain-
bridge argues it does so very slowly.*? Perhaps, however, the mere fact that
such differing viewpoints exist is noteworthy. Considering the United States’
long tradition of punishing insider trading, Boudreaux and Bainbridge high-
light the reality that American views on the topic may not be as clear cut as
history suggests.
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