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Abstract

The purpose of this pgoer is to ded with the implications of ingder trading on an
unhampered market and on the regulated market. We argue that indder trading will not
dways be dlowed in dl firms even if the absence of contract banning ingder trading within
the firms tends to confirm this phenomenon. Consequently, we show that market devices exist
to hdp those firns that wish to prohibit to therr ingders the use of indde informetion for ther
transactions Moreover, we argue that indder trading becomes a problem in the reationship
between shareholders and indders when the government meddies with the market. Insder
trading is a problem not because there are "maket falures' but because the government
intervention creates such failures.

" The author thanks Dr. Jorg Guido Hilsmann, Stephan Kinsdla, and Jeffrey Tucker for helpful comments and
suggestions. All remaining errors are the author's,



1 Introduction

Ingder trading occurs if an indder uses materid non-public information about corporation
in a securities trade. ' This trade can generdly be a purchase, sdle, or both. Neverthdless, non
purchases and nontsdes of securities following an awareness of an ingde information are dso
indder trading. Insder trading is genedly prohibited by securities regulation. Its prohibition
isthe subject of an important debate Snce the Sixties.

One of the mogt famous arguments againg the prohibition of this kind of behaviour is that
indder trading represents the most  gopropriate  compensation scheme to reward the
entrepreneurid  activity of indders and that, consequently, we should expect that some
corporations will dlow their indders to use indde informdion in order to Simulate ther
entrepreneuriakinnovatory activity. 2

This argument has been drongly chdlenged. Some authors argue that letting firms dlow
thelr indders to trade on indgde information gives rise to agency problems that shareholders
would be unable to resolve No firm should be authorised to dlow indder trading because
shareholders are not able to control the activity of their insders® This argument is dosdly
related to Berle and Meanss argument tha modern corporations are characterised by the
separation of ownership and contral. In other words, the owners have logt the control of the
corporation and are unable to control the activity of the management.

The purpose of this pgper is to discuss these aguments againg ingder trading. We
compare two economic sysems, the unhampered maket or market economy and the
hampered market or interventionism. The unhampered market is characterised by an absolute
and total private ownership of the means of production.’> The hampered market is adso based
on private ownership but the fundamenta difference is tha it is not totd and absolute® In

! See Calton and Fischel (1983: 860-861). It is necessary to clarify that, even if the legidaion has a different
definition of an indder, most of literature generdly defines an indder as an employee of the corporation, such
corporation manager, who has an access to non-public information. In the same way, the definition of materia
private information is not very clear in the legidation. Usudly, literature defines non-public informetion as
information that disclosure to public would be likely to influence future corporation's share price.

2 See Manne (19668), Manne (1966b), Manne (1969), Manne (1985). See dso Calton and Fische (1983),
Haddock and Macey (1986)

3 See Easterbrook (1981), Easterbrook (1985). See dso Levmore (1982), Menddson (1969), Schotland (1967),
Ross (1979), Leftwich and Verrecchia (1981).

4 See Barle and Means (1932).

® A private ownership is said tota when private individuas own al the mesns of production. The private
ownership is said absolute when the owners can use their property as they see fit insofar as they do not violate
the property right of other individuds. See below for a devdopment of the implications of an absolute and total
private ownership of the means of production.

It is important to understand that we are not making a comparison between a perfect and a less-than-perfect
system in the Neoclasscad definition but between systems that are marked by more or less interventions on the




other words, interventionism "seeks to retain private propety in the means of production, but
authoritative commands, especialy prohibitions, are to regtrict the actions of private owners."’

We inquire whether shareholders have means to dissuade ingders from not respecting
their contract and to sanction ther dissdent activity. We show that, in an unhampered market,
such means exig and dlow shareholders to protect themsdves againg agency problems. We
then demondrate that the government regulations and other interventions in the market
trandform indder trading into an agency problem insofar as (1) shareholders can no longer
effidently control the activity of indders and (2) deficiencies of the regulations result in
perverse effects on the behaviour of insders.

Pat 2 presents the agency-problem agument and its implications for the problem of
indder trading. We argue that this argument is an emandion of the-separationof-ownership-
and-control theory developed by Berle and Means. In pat 3, we show that in an unhampered
market, shareholders are abdle to protect themsdves againg agency problems. Pat 4 andyses
the consequences of interventionism on the control reaion between shareholders and insders
and the behaviour of insders. Part 5 offers some concluding remarks.

2 Insgder Trading asan Agency Problem

The agency theory deds with problems resulting from the exigence of asymmetric
infformation in a principatagent relaion. A principd-agent relation exits when a principd
wants a task to be carried out ly an agent on the principd's behdf. The typica principa-agent
relaion is the one tha exids between an employer (the principd) and his employee (the
agent). Agency (principatagent) problems aise when there is some kind of conflict of
interest between the principa (the employer) and his agent (the employee) and when the agent
has an informaiond advattage Agency problems have two manifesations mord hazard and
adverse seection.

A mord hazard problem exists when the principd cannot obsarve the actions of the agent.
This gtuation gppears paticulaly when the outcome is not completdy determined by the
actions of a Ingle agent because this agent works in a team, and consequently, the outcome is
a combined result of the actions of many agents. In the context of the corporation, a mord

freedom of owners exercise of property rights. The author's approach wants to be redidic, that is, it does not
dedl with perfect and imperfect system in the Neoclassical terminology.
"Mises (1977:15-16).



hazard problem gppears because "the shareholders as principas cannot certainly observe in
detail whether the management, their agent, is making gppropriate decisons.®

An adverse sdection problem exists when "the agent has made some observation thet the
principa has not mede. The agent uses (and should use) this observation in meking decisons
however the principd cannot check whether the agent has used his or her information in the
way that best serves the principd's interest” ° In the context of a corporation, the typica case
occurs when the employee (the agent) agrees to comply with clauses of his contract and the
employer cannot check whether his employee redlly complies

Now, according to the advocates of the ingder-trading-as-an-agency-problem argument,
ingder trading inherently goes in hand with agency problems Assume that ingder trading is
not subject to public regulaion and that the firms are free ether to dlow or to forbid their
indders to trade on nonpublic information. There will probably be firms that will dlow
indder trading and other firms that will contractudly prohibit ther ingders to trade on ingde
information.’® However, the argument goes, agency problems emerge irrespective of these
contractud sipulations.

Even in firms dlowing ther indders to profit on indder information, ingder trading
cannot but creste a mora hazard problem. Because ingders can profit both from bad news as
from good news, they ae indifferent between working to méeke the firm prosperous and
working to make it bankrupt. They may therefore engage in “discretionary” behaviour™ For
example, indders ae sad to have an incentive to increese the volaility of a corporation's
stock prices:

The opportunity to gain from indder trading aso may induce managers to incresse the
volatility of the firm's stock prices. They may sdect riskier projects than the shareholders

would prefer, because if the risk pays off they can capture a portion of the gains in insider
trading and, if the project flops, the shareholders bear the loss.”

Indders can dso conced or dissaminate fase information in order to profit by buying and
sdling mispriced securities™ Findlly, indders and more paticulaly, lower levd managers
can dday transmitting important corporate information to their superiors in order to trade on it

8 Arrow (1985: 38).

® Arrow (1985; 39-40).

% Here we do not deal with the question why the shareholders would alow or prohibit insider trading. Our
scenario is redligic in the sense that today not al firms contractually prohibit insider trading. See Dooley (1980:
45-47) and Seyhun (1992: 151; 175-176).

" See Levmore (1982: 149), Mendelson (1969: 489-90), Posner (1977: 308), Schotland (1967: 1451).

12 Eagterbrook (1981: 312). See ds0 Brudney (1979: 356) and Leftwich and Verrecchia (1981).

'3 See Posner (1977: 308) and Ross (1979: 185).



and make profit’* Hence, shareholders may have no interest in dlowing their insiders to trade
on ingde information because they will not be abe to prevent indders from engaging in
discretionary behaviours™

Moreover, firms that contractudly prohibit their indders from trading on non-public
information are confronted with an adverse sdection problem. They will not be adle to know
whether their job gpplicants are truthful when they say they will respect their contract.
Because, indder trading is difficult to detect, the firms that wish to ban ingder trading will be
the prey of unscrupulousinsders. In the words of Easterbrook (1985: 94):

Whenever firms write contracts that they do not plan to (or cannot) enforce, however, they
face a serious problem of adverse sdection. Dishonest agents will find employment with
the firm especidly dttractive. They will get their sdaries and be ale to engage in indde
trades as well; they will be overcompensated. To avoid overcompensating the dishonest
agents, the firm must reduce saaries across the board. Now the honest agents — those who
do not trade on materia insde information — will be underpaid and will leave. Bad agents
drive out the good.

Hence, the mgor problem with indder trading is that, whether or not shareholders
contractudly prohibit ther agents from using indde information to ther persond advantage,
the shareholders face agency problems. These problems result from the ingbility to control the
activity of their agents.

Interegtingly, there is no fundamenta difference between the agency argument and the-
separdion-of-ownership-and-control  argument.  The andyds of indder trading from an
agency perspective is only an extenson of the separation problem. Berle and Means argue
that with the emergence of the modern corporation, characterised by diffused ownership, the
firm is no longer controlled by its ownes the shareholders but by the managers. The
managers have interests different from the shareholders, and consequently they will engage in
perverse behaviours, againg which the shareholders cannot protect themselves because they
lack enforcement devices.

These [agency problems] suggest that granting insiders property rights in their knowledge
about the firm is not necessarily beneficid. ... Michael Dooley asked the right question: If
indder trading is undesirable, why do not firms voluntarily curtail the pratice? ... One
possble explanation of the firms falure to do away with insders trading on materid
information — assuming that would be beneficid — is that they lack adeguate
enforcement devices. (Easterbrook 1981: 333-334) [Emphasis added]

14 See Haft (1982; 1051).
1> See Eagterbrook (1981: 333).



However, these arguments ae untenable. We show bdow that, in an unhampered
economy, shareholders do have devices, which protect them againgt indders intending to
engage in discretionary  behaviour. Control problems gppear however when the government
dats intervening into the market. It is these government interventions that maeke insder
trading an agency problem. ¢

3Indder Tradingin the Unhampered Market

The unhampered maket or market economy defines “"that form of socid cooperation
which is based on private ownership of the means of production”*’ We undersand socid
cooperation as a system based on the division of |abour and the respect of property rights.*®

In the unhampered market, there is a whole set of devices dlowing shareholders to control
the activity of insders'® Advocates of insder trading prohibition and in particular defenders
of the indde-trading-as-anagency-problem agument completdly overlooked the crucid role
of the property rights and other devices, which enable shareholders to exercise their property
rights and put a pressure on the behaviour of indders

3.1 Indder Trading and Property Rights

One of the most important overlooked aspects of property rights in the literaiure on insder
trading is the control function of property rights. It is the nature of a property right to enable
individuds to exercise control over goods they own. To have a property right to a good means
to contral this good® It means to control the use, the dlocation, and the disposa of goods
owned. In the unhampered market, this control is exdusve and absolute? In other words,
contralling the goods owned means that the owner has the right to supremey decide how his
goods will be used, to keep the proceeds and returns that could result from their use, and to

® We do not more dea with the conceptual  problems of agency theory, that is, we do not ded with its
hypotheses of the agency theory, such asthe existence of informational asymmetries, but with itsimplications.

Y Mises (1998: 1).

'8 See Mises (19980: 258-260) for acomplete description of the characteristics of the market economy.

¥ We define a control device as a device that acts as a deterrent and as a sanction to an individual who intends
engaging in a breach-of-contract behaviour. In other words, a control device dissuades and pendises insders
intending to act againg shareholders interest. This clarification is necessary because one could argue that to
deter is not enough, there will aways be somebody who will not respect the contract. However, we do not argue
that, under a free market system, there is no breech-of-contract behaviour. We do not argue these devices always
prevent insders from engaging in behaviours going agangt the interest of shareholders. We argue that these
devicesminimizerisks of breach-of-contract behaviour and at any rate sanction insders for their behaviour.

“ Property rights are in fact a necessary condition for human action. The human action is the use of means to
satisfy ends either directly (consumer goods) or indirectly (means of production). The use of means presupposes
a the outset that the acting person be the owner of these means or, if he is not, that he be authorised to use them
b%/ their owner(s). See Menger (1981: 96-98). See dso Campan (1999: 24-26).

! See L epage (1985: 13-14).



trander willingly to a third paty the whole or party of the spedific rights which follow from
the property right??

Therefore, and due to the very nature of property rights, the shareholders of a corporation,
a owners of the means of production, have an exdusve and absolute control over the
corporation and not the managers Misss and Rothbard have wel percaved this control
function of ownes. To be sure, the owners can contractudly delegate al or pat of this
control to managers, and the later may hold conddereble autonomy over the day-to-day
operations of the firm. However, ultimately the owners decide:

The manageria function is adways subservient to the entrepreneuria function [exercised
by the ownerg]. It can relieve the entrepreneur of a part of his minor duties; it can never
evolve into a substitute for entrepreneurship. ... The function of the entrepreneur cannot
be separated from the direction of the employment of factors of production for the
accomplishment of definite tasks. The entrepreneur controls the factors of production. ...
A successful corporation is ultimetely never controlled by hired managers [but by its
stockholders]. (Mises 1998: 302-304) [Emphasis added)]

Hired managers may successfully direct production or choose production processes. But
the ultimate responsbility ad control of production rests inevitably with the owner, with
the businessman whose property the product is until it is sold. It is the owners who make
the decison concerning how much capital to invest and in what particular processes. And
partticularly, it is the owners who must choose the managers. The ultimate decisions
concerning the use of their property and the choice of the men to manage it must therefore
be made by the owners and by no one dse. (Rothbard 1995 538)

In the context of indder trading, the dStudtion is not different. The shareholders decide
who is entitted to trade on ingde information and who is not. If manegers (indders) do not
comply with shareholder decisons, shareholders or their dected mandataries, the directors,
will dicharge them.” Moreover, shareholders will dways have the possihility to sdl their
shaes on no account, indders (managers) have ultimaey the control of corporatiion. The
property right is the ultimate control device for shareholders. On an unhampered maket,
shareholders congantly control the corporaion and therefore the activity of their managers

(insiders).

2 Henri Lepage explains that this definition of property rights goes back to Renaissance students of Roman law
who intended to recondruct the Roman law in the light of the problems of their own time. According to them,
gropeny rightsimply atrilogy of rights: jus ustendi, fruendi, and abutendi. See L epage (1985: 16-17).

3 See Mises (1998b: 303).




3.2 Contract and the Contract Law

In an unhampered economy, contract and contract law are important devices to control the
activity of indders The advocates of insider-trading prohibition seem to ignore this®* The
ingder-trading-as-an-agency-problem argument seems to be based on a tecit premise, namdy,
on the theory of exploitaion implied the Montagne dogma. According to this doctrine

maket exchanges are zerosum games in which one paty benefits a the expense of the
other® In other words, any contract is an exploitation of one party by another. In the context
of the corporation, losers are employees (insders) and winners (or exploiters) are employers
(shaeholders). Because they ae exploited, indders will seek to profit from ther
informationd advantage in order to retrieve their losses. Thus the exploitation resulting from
the contract between shareholders and ingders gives ingders an incetive to systematicaly
breek their contract. However, this theory suffers from two mgor fdlacies.

Fird, it overlooks the fact that, in a market economy, dl contract are voluntary, that is,
both parties agree on the terms of the contract. Therefae, there is no reason why the insder
would not respect his contract. Whether indders are dlowed to trade on insde information
does not change anything of the maiter. It is a driking argument to say that because there is
inequdity of information between shareholders and indders, the latter will sysemdticdly be
inclined to breek ther contract. Yet, no dgnificant evidence exigts that proves such tendency
in humen behaviour. In the market economy, contracts and exchanges are voluntary, and since
both parties agree on the terms of the exchange. Both parties bdieve that they will benefit by
the exchange-contract. The contract is not a zero-sum game but is dways a pogtive-aum

game®

Second, the argument that indder trading inherently involves agency problems overlooks
the importance of the contract law as a deterrent and a sanction device. Contract law deters
breaches of contract, that is to say, thefts of property rights. Because a contract is an exchange
of propety rights between shareholders and indders, any breach of contract amounts to a
theft.?” The perspective to be sued for breach of contract will certainly deter indders from

# At least, it seemsthat they do not allow for any protection against breaches of contract.

% 0On the Montaigne dogma, see Mises (1998b: 660). See aso Rothbard (1993 769) who talks about Montaigne
fdlacy .

% See Rothbard (1993: 77). Note that when we argue that dl contrects are dways a postive-sum game in the
sense that paties dways benefit from the exchange, we mean that parties will increase their utility ex ante This
does not mean that, from an ex pog point of view, they did not have made an eror. See Rothbard (1993 768;
772) and Rothbard (1977: 13; 18-19).

*"In the context of insider trading, shareholders do not have a property right to insde information but to the
means of production that enable insders to get inside information from their activity. For example, the means of
production can be funds of the company, computers, financid reports, or project reports issued during business



engaging in socdled discretionary behaviour. It is undeniable that contract and contract law
are control devices that alow shareholders to prevent any insders breach of contract.

3.3 Reputation, Blacklist, and Boycott

Reputation is another important control device, which is underrated in the agency theory
and a fortiori in the literature on indder trading as an agency problem. It is important because
it acts as a deterent and as a sanction. Moreover, it provides shareholders with a signd about
ingders rdiability (honesty). Reputation is paticulaly efficent to prevent managers
(ingders), who have contrectudly agreed not to trade on indde information, from not
respecting their agreement. However, it dso works for indders who are dlowed to trade on
indde information. In this case, it prevents them from engaging in behaviours going agand
shareholder's interest.

Reputation is the expresson of vaue judgements of others® In the context of business,
these vdue judgements result from others appreciation of the manager-indder's competence
and rdiability. For example, the shareholders or ther mandaaies will be ade to publidy
criticise the indder a fault for not having respected his contract®® As a consequence, this
ingder will not only be sued under contrect law, but dso will probably see his reputation
auffer from his falure, and he will not be ade to do something againg thet. This ingbility to
fight agang a bad reputation following a breach of contract results from the fact that the
individud is not owner of his reputation. The implication of the individud not being the
owner of his reputation is that blacklis and boycott are legitimate on the unhampered market
and dlow shareholdersto protect themsdlves againgt breaches of contract by insders.

Following a breach of contract, shareholders may publidly diffuse a "black lig" thet ligs
maregers (indders) who have broken ther contract ether by engaging in discretionary
behaviour or by trading on ingde information even though they were forbidden to do it.

meeting. Therefore, the breach of contract does not result from the use of insde information but from the misuse
of shareholders means of production. In other words, there is a breach of contract or theft, not because insiders
have used insde information to get persona profits, but because they have misgppropristed the property of the
shareholders. See Rothbard (1993: 77-78) and Rothbard (1995: 133-134). See ds0 Kinsdla (2000b: 6-7) for a
different view on contract and breach of contract. According to Kinsdla, "when a contract to do something is to
be formed, the parties smply contract for a conditiond transfer of title to a specified or determinable sum of
monetary damages, where the transfer is conditional upon the promisor's failure to perform.” The author thanks
Stephan Kinsdla for having drawn his dtention on this point. See dso Kinsdla (2000a 1525) on the
illegitimacy of propety rights in information applied to intellectud property. The author thanks Dr. Jorg Guido
Hulsmann for having drawn his attention to this problem.

%8 See Block (1976: 59-62).

% See Rothbard (1993: 157).




In the same way, shareholders can urge other corporations shareholders not to hire in the
future the indder in the wrong. The boycott is a way to sanction indders for having broken
their contract®

Therefore, indders have an interest in not bresking their contract by engaging in perverse
behaviour or by not complying with the contractud prohibition of trading on indde
informetion. Reputation, blacklists, and boycotts ae powerful deterrent, and important means
of sanction against agency problems®

3.4 The Market for Corporate Control

The maket for corporate control is certanly the most discussed control device in the
relevant literature.® Henry Manne (1965) is widely considered the pioneer in emphasising the
important role of the market for corporate control in the market economy.® His objective was
to reply both to advocates of merger regulaion and to Berle and Means theory of separation
of property and control. Manne argues that mergers avoid the wasteful function "performed
by bankruptcies and liquidations' by “shifting assts from faling to rising firms"** The core
of his argumert is that there exists a market for corporate control, which plays a crucid role in
dgdplining the eactiviies of managers and mergers, as wel as proxy fights and direct
purchase of shares, are devices for taking over the control of corporations. It fdlows that on
an unhampered maket "the market for corporate control gives to the shareholders both power
and protection” aganst mismanagement™. Thus the market for corporate control provides
shareholders with power and protection because of its important deterrent effect. It represents
a srong menace of displacement for managers who intend to engage in a discretionary
behaviour.

Even if its deterent effect is not enough powerful to deter managers from engaging in
such behaviour, the market for corporae control ss immediatdy in motion. The drop in

% See Rothbard (1993 154). See dso Rothbard (1998: 131-132) for a defence of blacklist and boycott from a
property rights perspectivein the libertarian tradition.

* In the red business world, some forms of blacklist and boycott exist. For example, it is not unusud for an
employer cdls previous employers or individuas who know the job applicant to have an opinion about the latter.
It is a fact of real world that employers do not only rely upon the job applicant's resume and its oratorical skills
during interview sessonsto judge the latter. Reputation plays an important rolein the labour market at all levels.

% |n the "Market for Corporate Control" section, the Encyclopaedia of Law & Economics (1992; 351-358),
bibliography lists no lessthan 201 entries.

¥ Actudly, as Foss (1997: 46) and Klein (1999 31) argue, we can find in the Austrian economics literature, and
more particularly in Mises works, an embryonic theory of the market for corporate control that anticipates
Manne's works.

* Ibid, 112,

% |bid, 112 (emphasis added).
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share price resulting from ther discretionary behaviour represents a potential capital gain for
others competing firm shareholders and their managers:

[When the company] is poorly managed — in the sense d not making as great a return for
the shareholders as could be accomplished under other feasible managements — the market
price of the shares declines reative to the shares of other companies in the same industry
or relative to the market as a whole. ... The lower the stock price, relative to what it could
be with more efficient management, the more atractive the takeover becomes to those
who bdlieve they can manage the company more efficiently. And the potentia return from
the successful tekeover and revitdization of a poorly run company can be enormous.

(Manne 1965: 112, 113)*

[The shareholders and the] managers of a competing firm ... amost automaticaly know a
great ded of the kind of information crucial to a tekeover decison. Careful andysis of
cost conditions in their own firm and the market price of shares of other corporations in
the same industry will provide information that can be relied upon with some degree of
confidence. (Manne 1965: 118)*
Even if managers are not deterred from engaging in a discretionary behaviour, the market
for corporate control always places dtrict limits on their behaviour.®®
The maket for corporate control therefore plays an essentid role for shareholders in
contralling the activity of indders As soon as indders engage in breaches of contract, this
results in a drop of corporation share price, which sets in motion the market for corporate
governance and leads to the replacement of corporation ingders.

% Compare Mises (1981: 121-22):

Under Capitdism, the capitdist decides to whom he will entrust his own capital. The beliefs of the
managers of joint stock companies regarding the future prospects of their undertakings and the hopes of
project-makers regarding the profitability of their plans are not in any way decisve. The mechanism of the
money market and the capitd market decides. This indeed is its task: to serve the economic sysem as a
whole, to judge the profitability of aternaive openings and not blindly to follow what the managers of
particular concerns, limited by the narrow horizon of their own undertakings, are tempted to propose.

And Mises (1998b: p. 303):

[T]he changes in the prices of common and preferred stock and of corporate bonds are the means applied by
cpitdists for the supreme control of the flow of capitd. The price sructure as determined by the
speculations on the capitd and money markets and on the big commodity exchanges not only decides how
much capitd is available for the conduct of each corparation's business; it creates a state of affairs to which
the managers must adjust their operationsin detail.

37 Compare with Mises (1981: 122):

[1]t is essential to redlise that the capitalist does not just invest his capitd in those undertakings which offer
high interest or high profit; he attempts rather to strike a balance between his desire for profit and his
edimate of the risk of loss. He must exercise foresight. If he does not do s0 then he suffers losses — losses
that bring it about that his dispostion over the factors of production is transferred to the hands of others who
know better how to weigh the risks and the prospects of business speculation.

¥ Klein (1999: 30).
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Moreover, the maket of corporate control fulfils another important function: the
enforcement of efficient contracts. In other words, it operates a sdection between good and
bad contracts, between contracts thet incite ingders to work in the shareholder's interests and
those that incite indders to enter into a bresch-of-contract behaviour. If contractud schemes
incdine indders to engage in behaviour going againg the interest of shareholders, the market
for corporate control will lead to a replacement of bad contracts by better contracts™

The fundamenta result of the andysis of market for corporate control device is tha there
is no difference between managers engaged in a discretionary behaviour and insders engaged
in breaches of contract. Both types of behaviour run counter to the interes of shareholders
and in a cetan sense, poor managers bresk aso ther contract because they did not fulfil their
task, thet is to increase the vaue of the corporation. The subsequent drop of corporation share
price, resulting from their behaviour, will dways leed to a sanction of the maket for
corporate control.

3.5 Internd Managerid Competition

Compstition underdood as a rivary process plays an important role in contralling the
activity of indders. Managers have career concerns that compel them not to engage in
breaches of contract. These career concerns result in competitive behaviours, which plays at
two levels competition between managers and competition between firms.

The managerid competition is one aspect of the competition, which has been often
ovealooked by the critics of indder trading as an agency problem. However, Mises hed

dready shown in 1944 that the career concerns play an important role in deterring managers
discretionary  behaviour®® This managerid competition plays itsdf a two leves within and
outsde the firm.

Internal  managerid  competition, which results from career concerns®, express itsdf by
the manager's will to accede to higher-level position, or a leat, to keep the position.”” Lower-

¥ This does not mean that new contractswill aways be better or that errors areimpossible.

“ See Misss (1983: 31-39). See dso Mises (1981 302). Much later, Fama (1980; 292-293) has dso shown that
the manageriad competition acts as a deterent to discretionary manegerid behaviour. Neverthdess, it should be
noted that Famas purpose was to demongtrate that the separation of ownership and control is an efficient form of
organizetion. Fama has correctly seen the control device exerted by the interna managerid competition.
However, he has completely overlooked the fact that there is no firm without property rights. The very notion of
contract impliesthat there exist property rights. Property rights are the crux of the matter.

“ These career concerns vay according the preference scde of the manager. They can be monetary income,
prestige, glamour, and so on.

“2 Even if we can admit that not everybody wishes to accede to higher-level postions for persona motives (for
example, because they are adverse to shoulder greeter responshilities), it is hardly thinkable that people would
prefer to occupy alower-level position.



levdl managers want to accede to top-levd pogtion and topleved managers want to accede to
the highes-level position, to become the "boss of bosees™® The fulfilment of ther plan is
dependent on their performance. Either they want to accede to higher-level podtion or they
wish to keep ther pogtion. Probably ther current peformance does not affect immediady
ther current podtion, but it impacts on ther future podtion. As we have dready sad, the
ownes, the utimate decison-mekers, will not hedtate to discharge managers if they ae
unproductive. Consequently, it isin the manager's interest to be successful.

However, a manager's peformance is dependant of his subordinates performance. In
other words, the higher-leve manager will be consdered successful if he has been adle to
"diat" productive lower-levd manegers, that is profit-meking maenagers If he fals he will
have to answer to his superior, who will have dso to answer to his superior. At the top of the
hierarchicd sysem of the corporation, the directors will have to answer for ther results to the
shareholders. If directors fall, they will be discharged and replaced by other directors that
owners expect to be more successful*’. Therefore, because it is in higher-levd managers
interest that his subordinates are profit-makers, they will monitor lower-leve managers in
order to avoid that the latter engage in discretionary behaviour.

[Slo there is a natural process of monitoring from higher to lower levels of management.
(Fama 1980: 293) [Emphasis added]

The internd managerid competition dso creates a control process from bottom to top.
The managers will to accede to highe-levd postion gives them an interet in monitoring
higha-levd managers. Sub-managers have interest in monitoring  higher-levd  managers
because if the latter prove to be unsuccessful, they have the opportunity to teke their place
Therefore, they must be dert to these career opportunities.

Comptition operates among the workers when they compete for higher postions and for
promotion to higher ranks. ... But for the workers themselves this is an important matter.
Each is in competition with others. Of course each is interested to see every other
foreman's job shadl be occupied by the most suitable man and the best. But each is anxious
that that one job which comes within his reach shdl fdl to him, even though he is not the
most suitable man for the job; and the advantage to him outweighs the fraction of the
generd disadvantages which may eventudly aso come hisway. (Mises 1981: 302)

Less wdl appreciaed, however, is the monitoring that takes place from bottom to top.
Lower managers perceive that they can gain by stepping over shirking or less competent
managers above them. (Fama 1980: 293)

“3 Fama (1980: 293).
“ See Mises (1983: 33-34). See also Mises (1998h: 302).
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There is ds0 one another important reason to explain this monitoring process as explained
by Mises. It is in the interes of sub-managers to monitor the activity of higher-level managers
because if the later engage in discretionary behaviour; not only, they hurt their own interests
but dso the interests of sub-managers.®

The double-sense contralling process prevents managers from engaging in - perverse
behaviours. This process dso operates in the case of ingder trading. It is irrdevant whether
indders are ade to trade on indde information. In dl cases this monitoring process works
Indder's interest is to make as profit as possble. At any rate, if he fals he will be sanctioned
ather by higher-levd managers or directly by owners of the firm, the shareholders.

3.6 The Externd Managerid Compstition

Along with reputation’®, we find externa managerid competiion as a control device
Externd managerid competition is closdy connected with reputation because the later is
often a determining factor in the sdection of managers The externd managerid competition
puts pressure on managers within the firm not to engage in breachof-contract behaviour. As
we have dready sdd, the career interedts of indders involve competition between managers
within the firm; career interests adso entall competition between managers within the firm and
managers outsde the firm.

Comptition as a rivary process "compds' managers (indders) to give their best. The
ingder has an interes in honouring his contrect, that is to say, in avoiding discretionary
behaviour and in respecting the ingder trading prohibition; for if he fals shareholders or top
managers will replace him by another manager whom they expect to be more successful. This
rivdry process has an important incentive effect on the peformance of indders. It places the
manager (indder) in an gector seat podtion. He knows pefectly tha if he fals his future
gtuation will be drongly a risk. Therefore, the externd manageriad competition acts as a
deterrent and a sanction to prevent managers (insiders) from bresking their contract.*’

3.7 Competition in the Product Market

The discretionary behaviour of indders can dso be controlled through competition in the
product market. The compdition from other firms in the product market gives incentives to
ingdersto give of their best. This can be explained with the profit and loss system.

“*bid, p. 33. Seedso Carlton and Fischel (1983: 874) for asimilar argument.
46

See33.
" Fama (1980: 292).
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The profit and loss sysem is the only way to evauate the satiSfaction of consumers.
Competition in the product market is a rivary process to win the paronage of consumers. If
consumers are not stisfied, the firm will suffer losses, and these losses will be imputed to the
indders (managers), who will be sanctioned for their falure *® They therefore have a strong
incentive to do ther best for the company. Thus we see that competition in the product
maket is monitoring managers (ingders) and, in paticulaly, reduces the mord hezad
problems of insider trading. It prevents insiders from engaging in discretionary behaviour®

4 Indder Trading in the Hampered M arket

It should be dear now that in an unhampered market, there is no such thing as separation
of propety and control.® Berle and Meanss theory is untendble when it is applied to the
indde-trading problem. There is no principd-agent problem that cannot be solved by the
market.

The corollary of this propodtion is that, as soon as the control rdation between
shareholders and indders (and managers) is destroyed or, a leadt, is strongly lessened, insder
trading becomes a problent™. Therefore, we now have to examine the causes of the

emergence of this problem.
4.1 The Nature of Interventionism

Before andysng the implications of interventionian for indder trading in a hampered
market, it is useful to briefly state the nature of the interventionism.

We have dready pointed out that interventioniam, as an economic sysem, is different
from the maket economy in the sense that, even if the sysem is 4ill based a private
ownership of the means of production, the owners are not free to use their property as they see
fit. In other words, interventionism is characterised by st of authoritative commands and

%)t is dso important to recal that the more profit the firm makes, the higher shareholder dividends will
probably be. Similarly, shareholders will see their dividends drop if the firm suffer losses. Therefore, the profit
and loss system is another system shareholders have to evaluate the behaviour of their insders (managers) and to
sanctionthem.

“bid, p. 289. See dso Klein (1999: 30).

%0 Mises (1998b: 302-03):

The emergence of an omnipotent managerid dass is not a phenomenon of the unhampered market.
(Emphasis added).

*1 M anne (1965: 112):

[As soon ag we ae undble to discern any control relaion between smal shareholders and corporate
management [and insiders], the thrust of Berle and Means's famous phrase remains strong.
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prohibitions, which seek to redrict the actions of private owners The coercive naure of
interventionism involves severd consequences for the behaviour of market participants.
The firg consequence of interventionism is tha coerced owners of means of production
will act "in away different from that they would do" in an unhampered market:
Interventionism is a limited order by a socia authority forcing owners of the means of

producion and entrepreneurs to employ their means in a different manner than they
otherwise would.*

Ancther consequence of interventionism understood as a st of redrictive measures is
that, mog of the time it results in a st of privileges Interventionism "brings advantages to a
limited group of people while it affects adversely al others, or aleast amgjority of others">

The interventions, therefore, may be regarded as privileges, which are granted to some a
the expense of others.™

Fndly, interventioniam dways results in conflicts of interest. Each individud wants to be

granted a privilege, that is to say, to be the "net gane™ rather the "net loser.>® The very
naure of interventionism is conflicting It hampers the use tha owners can make of their

property rights, and consequently it crestes conflicts of interet because it dlows some
individuds to get gans a the expense of others. Contrary to the market economy where each
actor tries to satisfy the interest of other people in order to befter satify his own interest,
under interventionism each actor tries to stisfy his own interest to the detriment of others.

Identifying the naure of interventionism and its generd consequences on individuds
behaviour dlow us to andyse the consequences of interventionism for the reation between
dhaeholders and indders and for indders behaviour. We will show that interventionism
drongly lessens the control between shareholders and ingders and that the later, as a
consequence, are dlowed to engage in behaviours denounced by proponents of indder-
trading-as-anragency-problem argumen.

4.2 The Weakening of Governance Devices

The prime effect of interventionism is to hamper shareholders in the exercise of ther
property rights snce it involves a transfer of power from shareholders to managers (insders).

52 Mises (1977: 20). See aso Mises (1998: 10), Rothbard (1993: 768), and Rothbard (1970: 13). The direct effect
of this consequence is that coerced individuds aways lose in utility because they do not act in the way that they
bdieve will maximise ther utility ex ante. See Rothbard (1993: 769).

> Mises (1998: 19).

> Mises (1998: 19). See also Hayek (1995 [1976]: 156).

* Rothbard (1993; 769). Rothbard points out that John C. Calhoun has aready seen that it was the intervention
of the State that itself created conflicts of interest. See Calhoun (1953: 16-18) quoted in Rothbard (1970: 14-16).
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This phenomenon gives rise to a sgpadion of propaty from control. In other words,
government's interference in the market crestes the emergence of an omnipotent class of
ingders (managers). Commenting on thisimpact of interventionism, Mises observed:

[The emergence of an omnipotent manageria class| was, on the contrary, an outgrowth of

the interventionist policies conscioudy aming a an dimingion of the influence of the
shareholders and at their virtua expropriation. (Mises 1998b: 304) [Emphasis added]

In emphassng the consequences of interventionism for the control relation between
shareholders and managers (insders), Mises anticipates recent work. Shareholders are no
longer enable to control ther indders, and consequently, the latter can engage in breaches of
contract®® In the same way, some recent works on "comparative corporate governance” have
ds tried to show the interaction between politics and governance in the context of United
States. Roe's works lead to the same conclusion than Mises:

The andytic result is fundamentd: the modern American public corporation is not an
inevitable consequence of technology that demands large inputs of capitd. ... Politics
confined the terrain on which the large American enterprise could evolve. ... By
regtricting the terrain on which the large enterprise could evolve, politics created the
fragmented Berle-Means corporation.” (Roe 1994: pp. 284-286)

With the emergence of Berle-Means corporations control shifts to managers. Owning the
control, indgders (managers) are able to engage in behaviour going agang the interest of the
dhaeholders. Agency problems emphessed by advocates of public regulaion of indder do
not emerge under a maket economy but under interventionism because shareholders have
less control of their property rights.

Severd regulations have especidly contributed to the lessening of the control reaion
between dhareholders and ther inddars legd redrictions on finendd inditutions, antitrust
regulation, anti-takeover redrictions, and labour legidation.

According to Roe, legd redrictions on financid inditutions teking large stock postion
were crucid to the weekening of the control reation between shareholders and managers
(ingders):

The regular prohibition on financid indtitutions taking large stock positions was crucid to
the development of the Berle-Means corporation, with its fragmented share ownership. ...
Managers eventualy benefited from this fragmentation. (Roe 1994: 93)

*® It is very likely that Mises intended to reply to Berle and Means theory of separation of ownership and control

by emphasizing that this phenomenon is not the result of a natural evolution of the market process but a result of
government interference in the market.
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In the United States, banks, mutuad funds, and pensons ae dther bared from the
securities busness and from owning sock or are dSgnificantly redricted in ther portfolios and
cannot eesly devote ther portfolios to big blocks Moreover, same finencid inditutions like
mutud funds and pensons face legd and sructurd problems that prevent them from going
into the boardroom. The generd consequence of these legd redrictions is that there is a
diffuse ownership hasinvolved a shift of power from ownersto managers?®’

Antitrugt regulation and anti-takeover redrictions have the same direct effects, particularly
on the functioning of the market for corporate control. The regulation of takeovers and
mergers prevents the market for corporate control from exercisng its control function. It
prevents shareholders from exercisng ther propety rights and from replacing inefficient
management.

A fundamentad consequence of such regulations is that indders fed protected; they are no
longer deterred from engaging in breaches of contract.”® The William Act, which is part of the
Securities Exchange Act of 1934, enables managers (indders) to eedly thwart a tekeover
because it requires that acquirers that had bought 5 percent of outstanding shares on the open
market disclose ther acquisitions to the Securities and Exchange Commisson®® Rule 14(e)-3
dso hampers the control function of the market for corporate control.® It then prevents
acquirers from having recourse to arbitrageurs to make takeovers eeser.

Labour legidation has dso contributed to lessening the control relaion  between
shaeholders and managers  (indder9)®  For example, labour legidation inteferes  with
shareholders  exercise propaty rights when it prevents them from sanctioning managers
engaged in breaches of contract.

The sgparation of ownership and control, that is to say, the lessening of the control
relaion of shareholders on indders (managers), is not a consequence of a generd evolution of
the market process. On the contrary, as Mises and later Roe have shown, this phenomenon
reults from the meddiing of government in the market. The separation-of-ownership-from:
control phenomenon emerges with interventionism. Let us now teke a doser look a this
phenomenon, and in paticdar a the impact of ingder trading regulaion on the behaviour of
indders

%" See Roe (1994: 283).
% Block and McGee (1989: 12).
% bid, p. 13. See a0 Bittlingmayer (1998: 23).
% Rule 14(e)-3 makes illegd for anyone to trade the securities of the firm involved in a tender offe while in
go&eﬁon of materia, confidential information. 17 C.F.R. § 240.14(e)-3.
! See Klein (1999: 36) quoting Mises (1983: 69-71). See also Roe (1994: 39).
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4.3 The Encouragement of Discretionary Behaviour

Our andyss has shown consequences of interventionism on the control reation between
shareholders and indders. As soon as this control relation is weskened, ingders are able to
engage in breaches of contract. Now, we will show briefly that securities regulation, and more
specificdly, ingde-trading regulation is not adle to resolve such agency problems. On the
contrary, indde-trading regulaion worsens them, in the sense that it indines ingdes to
develop new forms of behaviour in order to trade on indde information. This results from the
abitrary nature of any regulation. Because redrictive measures are arbitrary, indders have no
difficulty to find Srategies to escgpe regulation. Severd examplesillugrate this point.

The very definition of indder trading relying on the concept of “fidudary duty®® adlows
indders to engage in indde information exchange with indder of other corporations or to
give indde information to a friend who will undertake to trade in on behdf of the indder for a
consderation. Manne described this behaviour and the emergence of a "black" market for
private information in order to escape insider-trading regulation.®®

Section 16 of the Secuwrities and Exchange Act prohibits any transaction involving
purchases and sdes within sx months. Insders have only to make a transaction within Sx
months and one day, and they are not under the prohibition!

The securities regulation compes corporations to publish information according to well-
defined accounting criteria But because these criteria are arbitrary, indders can keep the
material information in order to trade on it®*

The recent Indder Trading Sanctions Act of 1984 has the paticulaiity not to define
indder trading. The agument devedoped by the Securities and Exchange Commission to
judify this innovation is that "a dear definition of indgder trading would be undesrable
because clever traders would only devise sthemes tha did not violae the definitiond

6 Chiardlla v. United States 445 U.S. 222 (1980) and Dirks v. SEC 463 U.S. 646 (1983), quoted in Macey
(1991: 1). It is necessary in order to come within the provisons of insider trading regulation to have a fiduciary
relation with shareholders.

8 Manne (1966: 59-75). In an unhampered market, such a market would not emerge because dl contracts are
voluntary. Therefore, both parties will expect ex ante that they will be better off after contracting than before
contracting.

* The other consequence of such rules is that they create an illusory trust among the public. Therefore, the
regulation mideads investors because they rely upon this kind of information and, in a certain sense; they are
golen because they pay taxes to be sure to trade on a "fair" market. "The Securities and Exchange Commission
sdls public a dud". It is a fraud in the sense of Thomas Aquinas definition of fraud. See Block and McGee
(1988: 5-6).
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standard.”® Therefore, the SEC recognises its inebility to prevent indders from engaging in
trade on ingde information.

It is a typicd feature of interventionism to generate dternative behaviours to escape to the
regulation. Because, any regulation is based on ahitrary criteria individuds will engage in
dternative behaviours to reach their ends.

The fird result of interventionism is to shift control from shareholders to managers
(indders). The second result is that insders adopt dternative (perverse) behaviours in order to
get ng gans offeeed by interventionism. Advocates of the insde-tradingas-an-agency
problem argument denounce these perverse behaviours. However, they do not result from a
naturd evolution of market but from government meddling with the market.

5 Conclusion

The objective of this essay was to reply to the argument that indder trading inherently
involves agency problems because shareholders are not able to catrol ther indders. We have
andysed the contral relaion between shareholders and indders under two systems the market
economy and interventionism. We have been led to the concduson tha under a market
economy, agency problems are reduced to a minimum; & any rate, behaviour of insders that
is contrary to shareholders interest is sanctioned. Moreover, we have shown thet, by its
conflicting nature, interventionism involves a lessning of this control redion  between
shareholders and insders This endbles indders to engage in these behaviours denounced by
supporters  of  ingder-trading-as-anagency-problem  argument.  Fndly, we have shown that
the fallures of government regulation reinforce this tendency of ingders behaviour.

Nothing in our study allows us to support a public regulaion of indder trading based on
the indder-trading-as-anragency-problem argumerntt.

® US Congress, Semate, Subcommittee on Banking, Housing, and Urban Affars, Hearings on the Insider

Trading Sanctions Act of 1984, 99th Congress, 2d session; quoted in Macey (1991: 63).
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