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Abstract
This paper estimates positive and negative effects of insider trading regulation with aim on the cost of capital and investor utility. The key issue is more information awareness than insider trading ban, particularly disclosure duty, which strongly diminishes possible benefits of illegal insider trading. Paper further compares European general disclosure regime and “abstain or disclose” rule in USA based on legal insider trading cumulated abnormal returns studies and their efficiency which showed up to be the same. This comparison further shows that disclosure duty brings no harm to companies. Another study regarding possible benefits of insider trading moving prices closer to rationally expected equilibrium is considered in the context of disclosure duty analysis. The results shows that current regulation, particularly the disclosure duty and insider trading ban, except market abuse monitoring parallelly performed by market operators, is economically justified. 
Perception in society
First rules banning insider were introduced by U.S. Securities Exchange Act (1934). No serious doubts about these rules occurred till Manne´s book Insider Trading and the Stock Market (1966). He came with, for the time being different point of view - possible benefits of insider trading. Many economic works developing the idea followed. You can see a quite representative summary of the grounds able to possibly influence utility of insider trading and also some part of development in this area for example in work of Bainbridge (1999), who also states the general issue (total effect) is still not resolved convincible, although the defenders of the regulation prevail not only in legislative but also in academic circles as well. 
 In the recent years, calls for total deregulation have been even more diminished. Majority of recent researches are usually more oriented at transaction reporting and disclosure benefits and their regulation than insider trading (ban) itself. Rules became broader and more states begin or better to say become prepared to be able to enforce them. Except USA the regulation is quite young (there was no regulatory ban in France till 1970, Great Britain till 1980, Germany, Netherland and Spain 1989
 and till the same year as well in Japan.
 On the other hand, Europe capital market framework based the Directive on Markets in Financial Instrument 2004/39/EC (MiFID) allowed secondary (MTFs) markets without any obligatory market abuse regulation.
The picture of perception among ordinary people is even clearer than among above mentioned economic and law experts. Media take a very negative stand and pay great attention to cases of insider trading.
1. Arguments against insider trading
Works on this topic, I mean those dealing with the usual issue of insider trading ban (benefits), often begin with arguments against regulation, without regard to the side of author. Should not be chronologically mentioned the arguments for the regulation firstly? Or are they so clear and natural, that they do not to be mentioned at all? The explanation could also be they in comparison to the later emerged arguments they are economically vague or were originally not persuasively economically grounded. 

On U.S. Securities Commission web page is mentioned that the Securities Exchange Act had 2 main objectives: “require that investors receive financial and other significant information concerning securities being offered for public sale; and prohibit deceit, misrepresentations, and other fraud in the sale of securities”.
As otherwise probably little connected issues would have been arisen, I believe, that the Securities Exchange Act was based more on rather common economic philosophical or law presumptions than on hard statistic data and mathematical comparison of utility. However, that is the case of overwhelming majority of law and probably not only the state law but even the private law in broader sense (autonomous law). Then, the first step of a person challenging the necessity of law in effect should be to estimate its contribution.
Let us start with general arguments to get a deeper background for better understanding the following more empirical evidence.

1.1. Market integrity, investor confidence protection
Market integrity and investor protection, declared in article 15 preamble of the Market Abuse Directive (MAD) and taken over by national frameworks, is quite vague. It sounds less effectively or concretely than more socially oriented American justification - fraud and misappropriation theory (which on the other hand struggles with a legal loophole allowing secondary insiders to escape punishment under condition there is no special relationship between an insider and tippie
). MAD, concerned legislation and the concerned reports and preparatory working papers are not more specific about this aim of insider trading regulation.
Damages caused by insider trading for short time investors are without doubts including the critics of regulation. However, it is not known or proved convincingly if the aggregate impacts of insider trading are negative.

We can try to come with some indirect evidence. 
Bainbridges (1999) tries following: “Japan only recently began regulating insider trading and its rules are not enforced. The same appears to be true of India. Hong Kong has repealed its insider trading and its rules are not enforced. Both have vigorous and highly liquid stock market.

Czech Republic waited on its first case from 1992 till 2002 (first serious case detected and till 2009 for first punishment). It does not mean the laws were not enforced, as it is very difficult just to detect insider trading and even harder to prove it. There was a big media case around 2005 in Japan. Hong Kong certainly continued its insider trading regulation from 1996 till 2001 without any signals of later repealing. India applied the regulation from 1992, insider trading rules applied also in neighboring Pakistan, Ceylon and Malaysia in the year 2001
 without any signal of later repealing.
There are probably no developed capital markets without insider trading regulations since 2000. Most significant newly coming companies definitively prefer to be admitted to the regulated market to MTF
. However, it could be just due to social “stigmatization” of insider trading or some fashion to be listed on a market with the highest level of investor protection. Thus, although these facts are not to be omitted, should be considered critically.
1.2. Liquidity and other not widely recognized arguments
There are no discrepancies, that long-time investors are less affected by insider trading. Thus we could suppose that more touched short time-, small-traders and speculators - these liquidity providers – would be discouraged from trading “against insiders” under no regulations and liquidity would decrease. However this has no to be necessarily truth, as insider trading could move prices closer to rationally expected equilibrium (see later) and thus lover the risk of future losses allowing a risk aversive investor to invest more.
 Thus, the relatively lesser liquidity could be eventually higher in absolute numbers. This issue can be assessed in the context of further findings (see in the summary).
Higher bid-ask spreads of market makers as their insurance against better informed insiders are sometimes mentioned, however the empirical evidence does not support such theories.
 The same case is with possible insider’s manipulation. You can find a study proving no relevance in Seyhun.
 It was based on reported insider transactions which can differ with illegal ones. There are also realistic presumptions confirming these empirically proved counterarguments. Bid-ask spreads are driven by competitiveness of market makers and market participants trading needs. As manipulation is concerned, insider would not be probably willing to go against market respectively against inside information.

1.3. Cost of Capital - CAR computing, direct MTF data
Cost of capital is the most significant and probably best computable benefit of insider trading regulation. In this study it is presumed that abnormal cumulated returns of insiders – how insiders outperform the rest of the market, equals the higher cost of capital, i.e. how less will the company seeking whole or usually additional capital on the market get for the subscription in case there is no insider trading regulation? We can use 2 methods – CARs (cumulated abnormal returns) and direct measuring based on MTFs´ data. Results of the both methods should be decreased by the number that insider is able to reach by legal insider trading (see in section 3 below).

How to count illegal insider trading CARs?

Dubow, Monteiro (2006)
 used several keywords to look up important company announcement
 for FTSE350
 companies. Counted normal CARs during the period -240 to -10 days before the announcement, filtered market driven movements
 and compared it to the 2 trading day returns before the announcements (thereafter statistically significant total CARS – 2 days before and 2 days after and from it further statistically significant 2 days pre-CAR were selected
). It is not known how big deviation occurs by insider trading outside the observed 2-day preannouncement period.
Dubow, Monteiro focused on assessment of regulatory change impact (how many significant announcement were preceded by insider trading – before a after the change). For the 350 largest LSE companies, they recorded 55 significant announcements (19 accompanied by insider trading) during the period 1998-2000 and 54 significant announcements (20 accompanied by insider trading) during the period 2002-2003.
 

From the number above, we can btw. observe part of dissuasive effect of insider trading regulation, which itself seems to be quite high (around 65% announcements without statistically significant sign of insider trading). Note that it can give no information about the extent of volumes that would have been traded by insiders, had insider trading been legalized. However, the figure 0,062 material information per company a year could be enough to proportionally measure market cleanliness but not enough to compute insiders gains, as it is clearly
 too small to fit the reality.
We can see, even is we use very sophisticated statistical method it still does not mean we are able to measure such latent activity as illegal insider trading. May be it is time to try something less difficult – to work with MTF  markets where all insider trading is legal. For a market operator it is possible to map those company executives transaction (main executives are named in company registrars) and count the cumulated abnormal returns of insiders, i.e. how much such insiders outperforms annual share price change.

I have not discovered any such computations and suppose they have probably not been done yet, as in Europe
 insider trading was not an issue till late 80s and then only regulated markets existed there (till MiFID). It changed with the existence of European MFTs such as Turquoise (from 2008, under the roof of London Stock Echange) or Freiverkehr (10/2005) by Deutsche Boerse. Many listed companies are duals listed also on other markets under certain kind of Market abuse (insider trading) regulations. However e.g. on Freiverkehr (Free Market), there are around 300 German companies, some of them pretty liquid, under no insider trading regulation.
 
2. Arguments for insider trading
The critic started to be seriously taken with Manne’s book Insider Trading and the Stock Market (1996). He identified 2 principals in which insider trading benefits society - moving prices closer to the level, they would be at when information is disclosed and as a way of compensating managers.
 Others followed with several other however not widely recognized reasons.

2.1. Insider Trading Moves Prices Closer to Reality

It is a logical statement. However, how to measure the benefits, and how to compare them with advantages of regulation probably not yet evaluated? 

There is an approach used by Bhattacharya, Nicodano (1999)
. They compared utility of insider trading bringing the market prices closer to Rational Expectations Equilibrium (and thus decreasing risks stemming  from wrong evaluation) to losses of outsiders. 
They modeled tree scenarios: A) ideal - everybody disposes with inside information B) illegal insider trading banned C) insider allowed), in 3 time stages (initial, interim, final). The modeled agents (with randomly assigned time-consumption preferences) were allowed to chose between riskless investment and risky long term investment under a set of future expected values combinations (lower-higher), possibly to consume (sell) in interim stage. To filter gains or losses due to liquidity shocks caused by unpredictable market movements caused by “noise traders” all scenarios were also computed under different set of liquidity shocks probabilities. From the context can be assumed, there was no insider regulation at all taken into consideration the scenario C and insider has only limited budget - can not borrow or sell short, does not cooperate with other investors
 and thus her/his trades are small.

We are free to doubt if the last condition would fit reality without insider trading ban as really strong inside information multiplies the average daily trading volume significantly (multiplication by 4 or more is not rare under such circumstances, in 2005 multiplication by 25 could be observed at Unipetrol - one of the Prague Stock Exchange blue chips).
 
Even so, the result that losses of outsider are more then compensated by addition information provided due to insider trading in certain modeled situation (without any clear winner), is interesting from the regulatory point of view. Firstly it shows that that information awareness is more important that than possible connected moral or social issues. Second, insider trading (with the reservation of disclosure duty impact below) could be beneficial only at lower level, so it would be suitable to hold it on such lower level - the proper task for insider trading ban. Those insiders who are not discouraged by the threatening punishment (there always be such) could help to decrease risk connected with interim price inaccuracy.

Probably even more “disqualifying” for the result of the study above is  general disclosure duty in Europe and the finding that inside information are not withheld from public by the US companies, even if it is possible under their disclosure regime (see section 3 below), which shifts the real markets close to pareto-optimal scenario A – everybody dispose with inside information. Thus extent that insider trading could benefit is much more limited in practice and the final results compared to losses of outsiders would be much more negative. Note that vast majority of inside information stems from company acts, certain share have state authorities (courts, competition, patent authorities), which publish their decision immediately and only small part is left for other external inside information (such as take-over bids, where also quite detailed information schedule has to be followed). Thus, insider trading ban has a second purpose, to take away the motive to keep inside information undisclosed.
There is a study proving the opposite, i.e. insider trades raise volatility,
 which in other words means prices further from Rationally Expected Equilibrium. It states “more insider trading is found to be associated with higher market volatility even after one controls for the volatility of monetary and fiscal policies, and maturity of the stock market”. It uses data of 27 countries from 1985-95, (by some of them the period starts later, as their regulations were passed meantime). However, works based on rather soft
 comparative statistic could be tricky.
Such studies and ideas probably led (MAD directive in 2003) to more robust legal framework in Europe – particularly transaction reporting (according to US example), and compulsory disclosure duties contrary to US framework (see later section 3).


2.2. Insider Trading as Partial Compensation to Managers

Manne´s second argument for insider trading as compensation to managers has 2 bases - company savings on manager’s salary and performance motivation – i.e. to create events which can be traded on. This argument is not widely recognized.
 Bainbridge (1999) sums up a couple of counterarguments – difficulty to restrict the trading to persons, who produced the information, hard estimation of returns from insider and manager’s future performance and small utility of such compensation for risk averse managers.
 Moral hazard (risky projects resulting in losses) also uses to be mentioned often. Finally, we can also include the 7,3 % legal insider trading premium … (see legal insider trading in section 3) as a next reason to regard the extent to which a company may benefit from insider trading as compensation to managers not significant.


2.3. Costs of regulation
This reason is rarely motioned, which could hint something about its significance. The costs are really marginal. The arguments provided here are rather vague, as I am not in a position to disclose how much people and equipment are engaged at issuers, brokerages, market operators, CNB and what damages were detected or refunded in the Czech Republic. Under very rough estimates around 10% yearly insider regulation costs were refunded and 20% refund is in progress during the last 8 years. Note, effect is limited by damages detected and it accounts of course, only marginal part of total savings due to dissuasive effects.
Originally I did not want to deal with the issue if the enforcement or its part – detection for example - can be entrusted to private sphere. As trading is internationalized and many dual listings exist, often it is necessary to reach behind the boarder of your jurisdiction. To reveal insider trading circles it is necessary to have an approach to databanks under duty of confidentiality or personality right protection. To ascertain the extent of insider trading or distinguish it from ordinary hedging access to data from several brokers and markets throughout the world is necessary. This area is full of legal obstacles and thus not a very good one to start with anarcho-capitalism or free environmentalism or similar things. However to turn it upside down, taking into consideration that it is proper and effective to entrust this task to state there is no reason why market abuse monitoring should be performed parallelly by market operator as article 26.1. MiFID directive requires, the same applies even more to manipulation. Simple suspicious transactions reporting (compare article 4.9. MAD) would do nicely.

3. Information Efficiency - Legal and Illegal Insider Trading, Disclosure Regime

The MAD directive (2003) also directive also established different European disclosure regime. While in the U.S. disclose or abstain rule is applied and disclosure is recommended only when information evades
, in Europe all information must be disclosed unless a competent authority approves delay (it happens very rarely, for around 30 Czech listed companies approval is asked once or twice a year).
 Disclosure duty brings material information to the market without delay
 and thus no doubts increases information awareness of investors. However, does disclosure duty bring all material information?

Many current works regarding this topic, especially those studying the insider gains, were done on the base of insider trading transactions reporting, i.e. legal transaction of insiders, which of course can give only a part of the picture – how insiders best the rest without inside (material
) information. Nevertheless, it is another significant source of information. Moreover, with the comparison of insider gains under both US and European regimes their efficiency also can be assessed.

Seyhun (1998) used US data from legal insider trading transaction reporting from 1975-1994 and calculated insider best the rest of the market by 7,2% (4,5% purchases, 2,6% sales) in average
. Jeng, Matrick, Zeckhauser used the same data from 1975-1996 and his result is 7,4% (and that 7,4, for purchases and 0 for sales, as was considered that sales are mostly liquidity transactions – i.e. to get liquidity not to profit). They also mention following: “Eckbo and Smith (1998) use performance-evaluation methods on monthly data for the complete sample of value-weighted insider holdings in Norway from 1985-1992. In contrast on he results on U.S. data, they find that insiders do not earn abnormal returns. The difference may stem from differences in a variety of institutional and methodological sources.”
 The reason could also be that Scandinavians simply more obey laws. Thus I decided to use more representative study below.
Ausenegg, Ranzi (2009) calculated CARs from transaction reporting from Austria, Belgium, France, Germany, Italy, Netherlands and Switzerland in the period 2002-2007: the average CAR during the 20 trading days following the transaction was 0,40% for purchases and 1,61% for sales (note also quoted result according to the company size).
  Thus the total CAR is the sum and counts 2,01%. To compare this 20 days CAR with Jeng, Seyhun and Metrick, Zeckhauser, the fact that third of the yearly CARs was reached in the first month after the transaction is taken into account.
 We can see that 1/3 of 7,4 % for first month is quite close to 2,01% for first 20 days. The quoted results by the way also confirm a presumption that legal insider trading (based on better insider ordinary acquaintance with the company) does not generate such as straightforward returns as illegal insider and its main power lies in middle term.

We can see outsiders are informed quite the same under both US and European disclosure regime and insider can do by around 7,3 % better than the rest of the market anyway, without using (material) inside information. 
From the fact that US insider has the same abnormal returns as the European it can be assumed that he is not better informed. That means the US companies do not withheld more inside information from the public compared to European companies even if they are allowed to. Information are published anyway in the same extent as by European companies either for marketing, reputation or insider rules compliance reasons.
Seeing it upside down European companies are not forced to publish more than they would have been without disclosure duty and do not suffer from any disadvantages by the general disclosure duty compared to companies under US framework. These facts with the possibility to ask for delay approval and the rarity of such approval petitions also shows the damages from disclosure duty could be marginal at the worse (when a company would like to keep the information private under US regime or is approved delay under European regime, but it is forced to publish due to unintended partial exposure, which however happens rarely and which would also mean the information reaches the markets anyway in quite a short period. Thus, the resulting savings on the lower cost of company capital gathered from risk aversive (better informed) investors largely exceed the marginal losses suffered from unwilling disclosures.

Summary
Current legislation, at least its fundamental parts, is economically justified, except market abuse monitoring parallelly performed by market operators.

The key issue does not seem insider trading ban, but information awareness. Disclosure duty brings with marginal exception all material information to the market without delay and thus no doubts increases information awareness of investors. It has the same efficiency under both different US and European framework. Lower costs of capital due to higher information awareness more than compensate company limitations and possible damages resulting from such duty.
Insider trading ban holds it extent at a lower level, where it is less injuring or possibly beneficial in total effect (what is, however, very improbable under current disclosure duty) as additional price information/correction moving prices closer to rationally expected equilibrium. It also supports fulfillment of disclosure duty, as there is no motive to keep it secret.
Published insider trading transaction reporting provides information on legal insider trades and thus further strengthens information awareness.

Based on the findings above we can also conclude that absence of regulation or weak enforcement also decreases liquidity, as the liquidity providers are discouraged to trade against better informed insiders.

To find out performance of an illegal insider, probably the most precise data about insider trading can be reached by comparing MTF companies´ insider trading CARs on a liquid European MTF (decreased of gains from legal insider trading transaction – 7,3%) with the yearly average share performance, as there is no insider regulation.

More complicated situation can occur in case of MTFs, where companies (investors) are allowed to be admitted and traded under relatively low regulation requirements. So far, MTF were accepted as a “jungle” compared to regulated markets, but a place allowing trading investment instruments under some formal structure. If similar regulation is applied to them it could dissuade issuers and make it impossible for other person than issuer to ask for listing on MTF. Relevant research is in progress at EU level.
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