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Foreword 

Insider dealing has attracted much attention recently, partly as a result 
of some well-publicised criminal trials and partly because the Criminal 
Justice Act 1993 in implementing the EC Directive of 13 November 1989 
on the subjectwitheffectfrom 1 January 1994 will bring about significant 
change in and tightening-up of the law. There are many issues, ranging 
from the fundamental question of whether insider dealing should be 
regarded as a wrong at all to the matter of exactly what impact the new 
legislation will have on the financial markets. The David Hume 
Institute therefore organised a half-day seminar on the subject which 
took place in Edinburgh on 27 August 1993. The Institute was fortunate 
in obtaining three excellent and well-informed speakers on the subject, 
and the seminar drew a large audience. It seemed appropriate to seek 
to make the content of the three papers more widely available in the 
form of an Occasional Paper, and the Institute is grateful to the speakers 
for revising their contributions for publication in this form. The result 
should be instructive not only on the content of the new law but also on 
the issues which underlie the whole matter. Mr Brown defends the 
criminalisation of insider dealing against Professor Barry's critique, 
which argues that insider dealing encourages the quicker flow of 
information and hence the greater efficiency of financial markets. 
Professor Murray, on the other hand, accepts that insider dealing is 
wrong but suggests that the remedy should be civil and lie in the hands 
of those who suffer loss; he points out, contrary to the conventional 
wisdom, that insider dealing does leave victims in its wake. 

As ever, The David Hume Institute is delighted to be able to bring these 
differences of view into the public forum while emphasising as always 
that, as a charity, it is itself committed to no particular position on the 
subject. This publication is a contribution to an important debate which 
has by no means concluded. 

iii 

Hector L MacQueen 
Executive Director 

November 1993 



INSIDER DEALING AND THE CRIMINAL LAW 

Alastair Brown 

Should Insider Dealing Be Decriminalised? 

The primary objective in this paper is to give an account of the 
essentials of the new law on insider trading, under reference to the 
EC Directive ("the. Directive") which has been the occasion for 
legislation; but it is appropriate first to visit the question whether 
insider dealing should remain a crime. The question is formulated in 
that way deliberately because it is more than a dozen years too late 
to consider whether it should be made criminal in the first place. The 
consideration will be relatively brief (because the facts are that it is a 
crime and that the UK is obliged to keep it so in terms of the 
Directive) and from the perspective of criminal law rather than that 
of economic theory. 

To ask whether insider dealing should remain a crime is to place the 
burden of proof upon those who argue for change. We look first, 
therefore, at some of the criticisms which are made of the existence 
of the offence (as to which, see Barry (1991) chapter 3) but not at 
those of particular formulations of the crime, in the UK or elsewhere, 
because that is a different question. 

I am not persuaded by the arguments that insider dealing is actually 
a good thing and to be encouraged. One such argument is that the 
opportunity of making profit by inside dealing is an incentive to 
entrepreneurial spirit in company directors and thus beneficial to the 
company and shareholders. For one thing, that only holds good (if it 
holds good at all) where the inside information is good news. Where 
it is bad and the directors sell on the strength of it (perhaps to other 
existing shareholders who are not insiders), references to rats and 
sinking ships may be appropriate. For another, it seems to me that it 
would be better to have incentives which are honest, open and 
available as an encouragement to all a company's employees rather 
than secretly to the privileged few. 

It is pointed out, correctly, that a problem with legislating on insider 
trading arises where the decision taken on the strength of the inside 
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information is to refrain from dealing. There is a respectable 
argument that the insider "gains" just as surely when, upon learning 
that the share price is about to rise, he refrains from the sale which 
he had earlier decided to make. 

That proposition is not entirely free from difficulty but even if 
accepted it only serves to demonstrate the limits of criminal law 
which in general deals with positive acts. In the relatively few cases 
where it deals with omissions, the criminal law first asks whether 
the person accused of crime was under any duty to act and it is the 
failure to perform that duty which is punished. Unless, therefore, the 
decision to deal is to be erected into a duty to do so (which is 
difficult to imagine) the issue could not be made justiciable. The fact 
that the law is not a suitable instrument for dealing with one aspect 
of a problem (if aspect it be) is not, however, a good ground for it to 
decline to deal with another. 

Analogies are sometimes drawn with those who trade in other 
commodities, such as antiques or second-hand cars, and who benefit 
because they know something the other party to the transaction does 
not know. It is said to be unfair to punish the insider dealer but not 
the antique dealer. The first thing to be said about this is that if there 
is dishonesty on the part of the antique or second-hand car dealer he 
might in fact be at risk of punishment; so the point is not as clear as 
argued. More fundamentally, however, the kind of information 
which an antique or second-hand car dealer is likely to have about 
the value of an object is usually in the public domain and thus 
capable of being discovered by anyone who takes the correct advice. 
The essential point about insider dealing is that the critical 
information is not discoverable except by insiders. The parties to the 
transaction cannot, therefore, be on an equal footing no matter how 
hard they try. This is an important point and one to which we shall 
return. 

Finally it is suggested that an insider who is in some sense an agent 
for another (perhaps a fund manager or stockbroker) owes a duty to 
his client to act on the information so as to achieve his client's best 
interests. As a proposition of law this is simply wrong. The courts 
would be most unlikely to imply a contractual condition that an 
agent was obliged to pursue his client's best interests by means 
which involve a breach of trust, equally unlikely to hold an agent 

2 



liable in delict (tort) for failing to breach trust in his client's interests 
and equally unlikely to give effect to any explicit contractual 
condition requiring the use of such means. As a proposition of 
morality it seems curious. Must an agent really cheat in order to 
serve his client, and is that cheating to be justified by the "greater 
good" of financial advantage? 

If it is accepted that insider dealing is undesirable and requires to be 
prohibited, it is then necessary to consider whether it might be 
moved from the criminal courts to the civil courts or to 
administrative tribunals of some sort. This is not a argument about 
whether there should be an effective civil remedy as well as a 
penalty, but rather about whether the civil remedy is enough in 
itself. It is suggested that it is not. There is, for example, no evidence 
that employers are in fact effective in dealing with insider dealing by 
employment contracts, and there are many reasons why employers 
do not dismiss or otherwise discipline employees who contravene 
their terms of employment. In any event, not all insiders are 
employees. 

As to civil suit, the public interest is such that it would not do to 
leave the matter to private action by someone who could 
demonstrate title to sue. Even if it was possible to identify such a 
person, persons with good civil claims frequently decline for their 
own reasons to pursue them and the issue is important enough to 
require that action be taken in the public interest. 

The essential difficulty with an administrative penalty is that it is 
difficult to distinguish the imposition of an administrative financial 
penalty in respect of dishonest conduct from the imposition of a 
criminal financial penalty for that conduct. If the end to be achieved 
is punishment, the alleged offender and the public are entitled to 
expect that the safeguards usually deemed necessary in such a case 
will apply, including proof to the criminal standard, by evidence 
admissible in criminal law, in a tribunal which is public and in 
which the person accused has the right to be defended by a lawyer 
and the possibility of legal aid. Anything less would infringe basic 
principles of human rights. But a tribunal discharging its functions 
in that way would amount to a criminal court. 
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Supposing, as is unlikely, that the government did accept that 
administrative tribunals should discharge such functions, there 
would be considerable difficulty in establishing such tribunals. 
Tribunals established by self-regulating organisations (SROs) would 
be objectionable because the SROs would amount, at least in the 
public perception, to investigators, prosecutors, defence and judges 
all in one. Individual SRO tribunals might well approach their task 
in different ways, informed by their own professional perceptions, 
and if this happened there would a serious risk that like cases would 
be dealt with in inconsistent ways. Furthermore, SRO-based 
tribunals could have no claim to deal with those who were not their 
members, and this option would not address the (quite common) 
case of the company director who trades as an insider. 

The alternative would be an independent tribunal or tribunals (in 
which, presumably, jury trial would not be available) exercising 
what would amount to a specialised criminal jurisdiction and 
capable of imposing certain limited penalties. There would require 
to be an appeal mechanism, and that mechanism would presumably 
be triggered by the same sorts of things which form the basis of 
ordinary criminal appeals. The issue on appeal would frequently 
relate to the admissibility of evidence and would require to be 
determined by judges skilled in such questions. 

By this stage, the tribunals have become indistinguishable from 
courts and it is hard to see the point of having them. 

There are, moreover, two positive reasons to continue to deal with 
insider dealing as a crime. First, it is a species of dishonesty, both as 
regards the giver of the information and as regards the other party to 
the transaction. This is typified by the case against Thorold Mackie 
who was convicted in Edinburgh in 1993. The prosecution case, 
which the jury accepted, was that Mr Mackie was an investment 
analyst who was told, in confidence, that a company would be 
issuing a profits warning; he was also told that he must not use that 
information until the warning had been issued. He was in a 
particular position of trust because there was a professional 
relationship between the firm which employed him and the 
company concerned (though his activities as an investment analyst 
on the occasion in question did not relate to that relationship). What 
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he did was to return to his office and set in train the sale of 
substantial parts of holdings which clients of the firm had in that 
company. That saved the clients a large amount of money and 
benefitted his employer in the short term by fee income and, no 
doubt, the goodwill of the clients who had saved; but it both 
breached the trust placed in him by the company and inflicted an 
almost immediate loss on those who bought the shares. That is self
evidently dishonest and any conflict of interest which existed is not 
an excuse. Solicitors daily face such conflicts of interest and are 
expected to deal with them properly. 

Other kinds of cases are more difficult. Mackie's defence was along 
the lines that he had not understood the information to be 
confidential or subject to an embargo on its use. The jury obviously 
did not believe him; but in a case where the informant did not place 
such an embargo on use there would still be dishonesty vis-a-vis the 
purchaser unless the dealer believed the information to be in the 
public domain and available to all who knew how to do the research. 

Cases such as that of Mackie are also a reason to doubt the argument 
that insider dealing actually pushes share prices in the right 
direction, speeds the flow of information and thus smooths out 
fluctuations in share price and makes the market more efficient. This 
is pure economic theory, upon which I am not qualified to form a 
judgement. However, the facts upon which the theory is based must 
be regarded as doubtful. First, it is understood that, in relation to a 
company with an ordinarily large number of shares, trading must be 
on a massive scale to push a share price significantly in any 
direction, whereas substantial profits can be made from trading on 
quite a small scale. Second, the "owners" of the information are likely 
in many cases to be seriously upset at the breach of their trust and 
the fear of that possibility might well induce them to give less 
information, rather than more. And, third, in a world in which 
insider trading is criminal in an increasing number of jurisdictions, 
markets which tolerate it risk attracting dishonest investors and 
dirty money which has been driven out of other markets. 

This brings us to the second reason for keeping insider dealing as a 
subject of the criminal law; however easily it comes to the mind of 
the criminal lawyer, dishonesty is not the basis on which the 
legislation has proceeded. For that, we must turn to the argument 
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that insider dealing is something which detracts from the integrity of 
markets and the confidence which investors of all kinds can place in 
the quality of the price-formation mechanism. This, it is understood, 
is the basis on which the Stock Exchange supports the principle of 
legislation. It is much the same point as is made by the Directive, the 
preamble to which castigates the practice as likely to undermine 
market confidence and prejudice the smooth operation of the 
market. The preamble to the Council of Europe Convention on 
Insider Trading (hereafter "the Insider Trading Convention") goes 
even further and narrates that insider trading " ... is proving 
dangerous for the economies of the Member States concerned and in 
particular for the proper functioning of the stock markets" (emphasis 
supplied). 

The EC was, of course, bound to justify its intervention along 
economic lines, because the EC is not supposed to have any 
competence in criminal matters and Member States are sensitive on 
the issue; but the Council of Europe is under no such compulsion. 
Not being an economist, I am not well placed to assess the merits of 
this argument and am bound to accept the assessment of those who 
have presumably been advised by those with a close knowledge of 
the realities of the markets. 

It might also be that even if the integrity of a market is not in fact 
compromised by insider dealing, the mere existence of a belief 
among investors that the practice compromises market integrity will 
be bad for the market. All other things being equal (which, granted, 
they seldom are) this in itself would be a reason to discourage it, 
though perhaps not by the criminal law. An answer to this might be 
that the public should be educated to understand that the practice is 
not deleterious to the market; but this supposes that the international 
assessment is wrong. 

The case for decriminalisation of insider dealing seems to be open to 
substantial objection, and it has certainly not carried the day in 
Brussels or Whitehall. We now have a new statement of the law in 
Part V of the Criminal Justice Act 1993 and to that we now turn. 
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The New Law 

The old law on insider dealing, contained in the Company Securities 
(Insider Dealing) Act 1985, was widely criticised as very difficult to 
enforce. From the prosecution point of view that was undoubtedly 
so. The offence of primary insider dealing contained many separate 
elements, all of which had to be proved. An offence-creating 
provision of such complexity sets many more hurdles for the 
prosecution than does "ordinary" crime, such as murder, robbery or 
rape. It thus increases the opportunities for the prosecution case to 
come to grief for technical evidential reasons. The law of evidence 
and the presumption of innocence are, of course, essential to the 
proper and safe operating of the criminal law but there is no need to 
construct offence-creating provisions so as to maximise the 
possibility of prosecutions foundering on rules of evidence 
developed originally for the protection of persons accused of 
offences which at one time carried the death penalty. 

In addition, the context of insider dealing is a market place which is 
far removed from the daily experience of the jury, both conceptually 
and in its terminology. It may indeed be wondered whether juries 
are a fit means of trying cases of this sort. It is claimed, with some 
justification, that juries are supremely good at deciding whether or 
not there has been dishonesty. The difficulty is that this is not the 
question which Parliament sets for them in insider dealing cases. 
Rather_, they are asked to consider whether a series of quite technical 
elements have been proved. We shall not know how good juries are 
at that task without proper research; and we cannot have proper 
research without the repeal of section 8 of the Contempt of Court Act 
1981. The Runciman Commission (1993) has urged the repeal of that 
section and it is to be hoped that their call will be heeded sooner 
rather than later. 

Finally, the nature of the offence is clandestine, and it is usually 
carried out by someone who is blessed wi.th greater than average 
intelligence and has applied that intelligence to concealing his 
actions. 

One approach, of course, would be to conclude that something as 
difficult as this ought not to be a crime. However, the fact that 
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something might be difficult to prosecute does not necessarily tell us 
anything at all about the quality of the act itself, and therefore it does 
not necessarily tell us anything about whether or not it should be 
criminal. Rather, it may tell us a certain amount about legislative 
drafting. 

The Directive has been referred to above as the "occasion" for the 
legislation. That word was chosen because it does seem this is not so 
much a case of legislating so as to comply with the Directive as 
finding the Directive a convenient peg upon which to hang 
legislation needed anyway to revise offence-creating provisions 
which had proved to be unduly difficult to operate. The UK would, 
of course, have had a considerable hand in negotiating the terms of 
the Directive and we must suppose that it was in terms which the 
Government found acceptable. 

Whatever the truth about this, the Directive certainly was the 
occasion for the legislative process and its terms constrained the 
legislative policy. We therefore need to look briefly at its most 
important Articles, which are Articles 2, 3 and 6. 

Article 2(1) requires Member States to prohibit certain persons who 
possess inside information from taking advantage of that 
information with full knowledge of the facts by acquiring or 
disposing of, for their own account or for the account of third 
parties, either directly or indirectly, transferable securities of the 
issuer or issuers to which that information relates. Those persons 
are, first, those who have information by virtue of membership of 
the administrative, management or supervisory bodies of the issuer; 
second, those who have it by virtue of a holding in the capital of the 
issuer; and, third, those who have access to such information by 
virtue of the exercise of their employment, profession or duties. 

Article 3 requires Member States to prohibit persons who are 
themselves prohibited from trading from disclosing the information 
to others or recommending others to trade on the basis of the 
information. 

Article 6 makes it clear that the Directive is a minimum standards 
measure, which is to say that although all States must go at least as 
far as the Directive requires, it is permissible to go further. 
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At the very end of 1989 the Department of Trade and Industry took 
the opportunity presented by the Directive to issue a short 
consultation document which discussed British law as it then was 
and stated the Government's intention to simplify and update the 
law. In that document, the belief was expressed that there were three 
classes of conduct which should be covered by the criminal law. 
These comprehended the activities which Articles 2 and 3 required 
to be prohibited. No doubt the coincidence was not coincidental. 

The Government thought it would be wrong to impose criminal 
penalties on someone who did not know the information to be inside 
information. This was also consistent with the Directive, with the 
existing law and, of course, with ordinary principles of criminal 
responsibility. The Government further considered that the existing 
law as to off-market dealing did not adequately reflect the 
developments in market structures during the 1980s and proposed 
that the law should in future distinguish only between those deals 
done through a professional intermediary and those done without 
one. Face to face transactions, without an intermediary, were 
thought not to be amenable to the criminal process and to be suitable 
for the application of the civil law maxim caveat emptor. 

As well as altering and simplifying the conduct at which the law 
strikes, the Government proposed to widen the range of securities 
which could be the subject of prohibited dealing, as indeed the 
Directive really required them to do. 

These basic policy objectives have remained intact throughout the 
legislative process, as indeed they were bound to do standing the 
terms of the Directive. They find expression in the new formulation 
of the offence which, in section 52(1) of the Criminal Justice Act 1993, 
is as follows: 

An individual who has information as an insider is guilty of 
insider dealing if, in the circumstances mentioned in 
subsection (3), he deals in securities that are price affected 
securities in relation to the information. 

The offence is an "Either Way" offence and the penalty where the 
case is prosecuted on indictment is up to 7 years imprisonment. 
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Subsection (2) makes it an offence for a person who has information 
as an insider to encourage someone else to deal in price affected 
securities, knowing or having reasonable cause to believe that the 
dealing would take place in the circumstances set out in subsection 
(3), or to disclose the information otherwise than in the proper 
performance of his duties. As before, then, secondary insider dealing 
is prohibited, but the exposition of the primary insider dealing 
offence will cover all that is necessary to explain the secondary 
offences and we shall therefore concentrate on that. 

The prosecutor will have to prove four elements before he can seek a 
conviction. These are: 

(i) that the accused had information as an insider; 

(ii) that the circumstances in subsection (3) apply - these are that 
the acquisition or disposal must take place on a regulated 
market or the person dealing must rely on a professional 
intermediary or be one himself; 

(iii) that he dealt in securities; and 

(iv) that they were price affected securities in relation to the 
information. 

Plainly, each of these requires further explanation; but we can say at 
this stage that this is rather simpler than the old offence. 

The first question is who has information as an insider; and the 
answer is to be found in section 57. A person has information as an 
insider if, and only if, 

(a) it is, and he knows that it is, inside information, 

and 

(b) he has it, and knows that he has it from an inside source. 

This in turn leads us to ask two subsidiary questions. First, what is 
"inside information"? And, second, when does a person have it from 
an "inside source"? 
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Section 56 tells us that "inside information" has four elements. First, 
it is information which relates to particular securities or to particular 
issuers of securities and not to securities or their issuers generally. 
Second, it is information which is specific or precise. Third, it is 
information which has not been made public. Fourth, if it were made 
public it would be likely to have a significant effect on the price of 
any securities. The need to prove each of these elements in order to 
prove that there was inside information will, of course, complicate 
matters for the prosecutor but it is suggested that the expression 
"inside information" is one which really does require definition and 
that if Parliament had not done so the courts would have had to. It is 
probably better that it was done in the statute. 

The Act now defines the meaning of "made public", though that 
definition is expressed not to be exhaustive. The effect of section 58 
is that information is made public if it has been published in 
accordance with market rules for the information of investors or 
their advisers; is contained in public records; can be readily acquired 
by those likely to deal in the relevant securities; or is derived from 
information which has been made public. The inclusion of a 
definition in the statute is to be welcomed. At an earlier stage of the 
Bill the expression "made public" was not defined and it was 
proposed to issue Treasury guidelines on its meaning. It is, however, 
important in a criminal statute that Parliament should state with 
precision the content of an element of the offence. 

Writers of learned articles and those practising in the criminal appeal 
courts may have reason to regret that the guideline approach was 
not followed. There would have been an interesting article to be 
written or appeal to be argued about the effect, especially in a 
prosecution in Scotland at the instance of the Lord Advocate, of 
extra-statutory guidelines issued by a UK Department which has no 
direct responsibilities in relation to the prosecution of crime. Alas, it 
is not to be. 

The "made public" test is crucial to understanding the law. There is 
concern in the financial world that investment analysts who ferret 
out information are at risk. The answer seems to be that it depends 
how they do so. If they get information which is equally available to 
all who seek it in the right way, and if they draw conclusions from 
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that information, it is thought that they will not be caught by the Act 
any more than our knowledgeable antique dealer would be at risk of 
prosecution. Nor is it for them to prove that this is what they did. It 
is for the prosecutor to prove that the information was not made 
public. If, however, the information is only available to a limited 
class of people, those who receive it must be on their guard. 

There are, of course, many possible combinations of circumstances to 
which the "made public" test will have to be applied and it would be 
idle to pretend that the answer will be in all cases entirely clear. 
What can be said, however, is that it probably includes a wider 
range of means of dissemination of information than the equivalent 
under the old law, which was that the information should be 
"unpublished". 

The second of our subsidiary questions is, "When does a person have 
information from an "inside source"?". Section 57(2) tells us that he 
does so if he has it through being a director, employee or 
shareholder of an issuer of securities, or has access to the 
information by virtue of his employment, profession, office or 
duties. 

We must now consider the next element of the offence; the 
circumstances mentioned in section 52(3). These, it will be recalled, 
are that the acquisition or disposal must take place on a regulated 
market or the person dealing must rely on a professional 
intermediary or be one himself. "Regulated market" does not require 
any particular explanation; and "professional intermediary" is 
defined in terms which are intended to cover all those who hold 
themselves out to the public as being in the business of acquiring or 
disposing of securities or of acting as intermediaries between 
persons taking part in any dealing in securities, including market 
makers who do not operate on regulated markets. 

The third element is that the accused dealt in "securities". As 
indicated earlier, the meaning of that word is now wider than in the 
old law which was very much concerned with company securities. 
The affected securities are listed in Schedule 2 to the 1993 Act and 
there is power given to Treasury to amend that list by Order in 
Council; this will have the advantage of making it possible to keep 
the law up to date without further primary legislation. The list is a 
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comprehensive one of traded securities; it includes options and 
futures. 

The final element is that the securities are "price affected securities". 
The definition of this is wonderfully tautologous; securities are price 
affected securities, and information is price sensitive information, if 
the information would, if made public, be likely to have a significant 
effect on the price of the securities. 

These, then are the elements of the offence as it is set out in section 
52(1). That is not, however, an end of the matter, because the 
legislation addresses the possibility that the accused did not at the 
time expect the dealing to result in a profit (which includes avoiding 
a loss) because of the fact that the information was price sensitive, or 
that he may have believed on reasonable grounds that the 
information had been disclosed widely enough to ensure that those 
involved in the dealing were not prejudiced; or that he would have 
done what he did even if he had not had the information. 

It is a defence in terms of section 53 if the accused shows that one of 
these things is the case, and that applies whether the allegation is 
that the accused dealt himself, encouraged others to deal or 
disclosed information. The existence of a defence of believing on 
reasonable grounds that the information that the information had 
been disclosed widely enough to avoid prejudice should further 
allay the concerns of investment analysts. Even if the prosecution 
can prove that the information has not in fact been "made public", an 
honest investment analyst should be able to point to the basis on 
which he believed there had been wide disclosure. To use the 
Mackie case as an example again, this defence would not have been 
open to Mackie because he was left in no doubt that the information 
was confidential. However, if no steps had been taken to certiorate 
him of that fact, he might have argued that such important 
information would not be given out without a warning as to its 
status, and that the absence of such a warning led him to believe that 
the information was widely available. In fact, he attempted to argue 
that the information was not of great importance, which was so 
manifestly untrue that it cannot have assisted his credibility. In cases 
of doubt it is, perhaps, not unreasonable to expect analysts to ask 
their informants directly. 
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It is understood that the intention behind the defence that the trader 
would have done what he did even if he had not had the inside 
information is that it might come into play if, for example, the 
individual sold securities not because he wanted to make a profit or 
avoid a loss but for some other compelling reason, such as a pressing 
financial commitment, although he knew that he possessed inside 
information. 

The accused's motive in such a case will always be difficult to sort 
out, but he is more likely to be successful if he can show that he had 
taken on a particular commitment, which he intended to fund by 
selling a shareholding, before he acquired the inside information. An 
example might be the case of a man who had (in Scotland) 
completed missives or (in England) exchanged contracts to buy a 
house, intending to fund the purchase by the sale of a shareholding 
and who, between becoming thus contractually bound and the date 
of entry (or completion), acquired inside information relating to 
those shares. 

It is stressed that the onus is upon the accused to make that out; and 
the standard of proof would be a balance of probabilities, as usual 
where there is an evidential burden on the accused. Ultimately, it 
will be for the jury to take a view on the motive behind the dealing. 

There are in addition a number of special defences, set out in 
Schedule 1. The expression "special defence" is an unhappy one, 
because those words have a particular meaning in Scots criminal 
law, to do with the notice which must be given of certain defences 
such as alibi or self defence. The use of the phrase "special defence" 
in the 1993 Act does not imply the application of those rules. 

There are essentially three 1993 Act "special defences". The first 
applies to market makers who act in good faith in the course of 
business. This seems to be derived from the preamble to the 
Directive which notes that the mere fact that market makers who 
have inside information trade in the relevant securities in the course 
of pursuing their ordinary business should not of itself place them in 
breach of the law. This is presumably necessary to ensure that a 
market maker who has a particular stock on his book and who 
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acquires information which he did not seek is not left in an 
impossible position. 

The second "special defence" is the market information defence. 
What it comes to is that it is a defence for a person to show that the 
information he has as an insider is market information and that it 
was reasonable for him to have acted as he did despite having the 
information as an insider. Market information is information about 
particular dealing in securities and no attempt has been made to 
define all the circumstances in which it is reasonable to use it. The 
building up of a stake in a company prior to a takeover could be 
expected to fall within this defence but what is known as "front 
running" - that is dealing for private gain ahead of a large 
transaction which will affect the price of the securities - will almost 
certainly not. 

The final "special defence" relates to things done in accordance with 
the price stabilisation rules made under section 48 of the Financial 
Services Act 1986 and this is, therefore, in effect a saving provision. 

As with the other defences set out in the Act, the so-called "special 
defences" place the onus on the accused to bring himself within 
them. In the first instance the prosecutor does not have to displace 
them, though obviously in appropriate cases he will wish to have 
and lead evidence designed to counter any attempt to invoke them. 

From the perspective of the prosecutor, therefore, there are grounds 
for believing that the prosecution of insider dealing will be 
somewhat easier than it has been in the past, though such cases will 
still be difficult. The formulation of the offence is rather simpler and 
it should be easier both to draft a comprehensible indictment and to 
present the case to the jury. It is, however, certainly not the case, as 
some have thought, that the burden of proof has been reversed and 
that the accused must prove his innocence. The provision of specific 
defences which the accused must make out is a common feature of 
criminal legislation where the contents of those defences are 
peculiarly within the knowledge of the accused. Such defences, 
however, only become relevant once the prosecutor has led evidence 
sufficient to establish beyond reasonable doubt that the elements of 
the offence are made out. If the prosecutor fails to do that, the 
question of the accused leading evidence does not arise. 
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We are, of course, left with a complex context for the offence and the 
clandestine nature of the offence. There is nothing that legislation 
can do to make the market easier for prosecutors and juries to 
understand; but there are some developments which might assist 
with the uncovering of such offences. 

The first is the Scottish case of Styr v HMA 1993 SCCR 278 in which 
the High Court of Justiciary considered the powers of Inspectors 
appointed under section 177 of the Financial Services Act 1986 to 
inquire into allegations of insider dealing. The Lord Justice-Clerk, in 
giving judgement, said that such an Inspector is fully entitled to put 
any question he thinks appropriate to a person he is examining on 
oath; that he can put leading questions and cross-examine; that 
persons can be forced to give evidence to Inspectors and their 
answers used against them; and that it is not appropriate to caution 
those under examination. Admissibility will still be subject to the 
usual test of fairness, but Styr makes it clear that the powers of 
Inspectors to ask questions are wide indeed. Suspects will not, 
therefore, be able to decline to assist such Inspectors. On one view, 
of course, the legislation and existing case law made that clear 
anyway; but the defence thought the point worth arguing in the Styr 
appeal (in which both Scots and English authorities were canvassed) 
and the result makes it clear that the point is not tenable. 

The other matter relates to the overseas element. Financial crime is 
very much a cross-border phenomenon and the traditional 
reluctance of governments to co-operate in law enforcement matters 
has in the past been a problem. That reluctance, as McClean (1992, 
preface) has observed, has given way to an eagerness for improved 
arrangements and that eagerness has spawned several important 
treaties and informal arrangements between regulators. 

The most obviously relevant treaty is the Insider Trading 
Convention, which was designed to create mutual assistance by 
exchanges of information to enable supervision of securities markets 
to be carried put effectively and to establish whether persons 
carrying out financial transactions on the stock markets are or are 
not insiders (see Council of Europe 1989, p 6). It is worth mentioning 
here that the Protocol to the Insider Trading Convention provides 
that State Parties which are members of the EC are to give 
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precedence to the Directive over that Convention. The two are 
entirely compatible, reflecting, no doubt, the involvement with 
observer status which the Commission of the European 
Communities had in the elaboration of the Insider Trading 
Convention. This Convention was opened for signature on 20 April 
1989 and came into force on 1 October 1991, having been ratified at 
that date by the necessary 3 Member States (Norway, Sweden and 
the United Kingdom). The Netherlands has signed and will 
presumably ratify in due course. 

On one view, of course, this is a rather poor take-up for an important 
convention. It might be, however, that this reflects the existence of 
efficient informal means of exchanging business regulatory 
information and the presence in Article 10 of the Directive of 
provisions requiring the exchange of information between business 
regulators (and see generally Chase 1992). The essential point is that 
the last few years have seen an expansion of arrangements for the 
exchange of information about insider dealing and other regulatory 
matters as a result of which it should become more difficult to 
conceal what has been done. 

In the prosecution context, Article 12 of the Insider Dealing 
Convention requires State Parties to afford each other the widest 
possible measure of assistance in criminal matters relating to 
offences involving insider trading; and paragraph 2 of that Article 
expresses that obligation to be without prejudice to the application 
of the European Convention on Mutual Assistance in Criminal 
Matters. This last-mentioned Convention is the foundation within 
Europe for the giving and receiving of international assistance in 
relation to criminal investigations and prosecutions. Whilst the 
details of that Convention are outwith the scope of this paper, it 
should be noted that it contains no requirement that the action 
which is the subject of the prosecution should be criminal in both the 
requesting and the requested state before assistance can be given. 
That Convention has had a very much higher take-up (there are 22 
parties). It follows, therefore, that even though some of our 
European partners have not yet complied with the Directive 
prohibiting insider trading, the investigative trail will be capable of 
being followed in those countries. 
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In due course, it will be possible to follow not only the investigative 
trail but also the offender himself. The Council of Europe 
Convention on Extradition ("the Extradition Convention") requires 
[Article 2(1)] that, before extradition is granted, the offence is one 
which is punishable under the laws of both the requesting and the 
requested party by deprivation of liberty for at least one year. If this 
condition is satisfied then, subject to the rest of that Convention, 
Article 1 contains an obligation to extradite. Hitherto, insider dealing 
was not an extradition crime. However, now that the United 
Kingdom has become a party to the Extradition Convention, the law 
has been changed so that for most purposes it is the one-year test 
which will apply [Extradition Act 1989 section 2(1)]. Once all of our 
European partners have complied with the Directive and prohibited 
insider trading, the criteria in Article 2(1) of the Extradition 
Convention are likely to be met in all cases of insider dealing, at least 
as between EC countries (and it is understood that even Germany, 
often said to take a very different view of insider dealing, has 
legislation in preparation to make it an offence). It should therefore 
be possible to secure the return of offenders and the kind of 
difficulties experienced in prosecuting the Styr case at trial, where 
two of the main players had gone to countries where insider dealing 
was legal and whence they could not, for that and other reasons, be 
extradited, should occur less frequently in future. 
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THE NEW INSIDER DEALING LAW: 

A CRITIQUE 

JohnMurray 

It is not hard to detect two main strands in the approach of the UK 
Government to the new insider dealing legislation. First, there has 
clearly been some measure of dissatisfaction with the operation of 
the previous legislation. I leave to others to consider the moral basis 
upon which a criminal offence was created in the first place. But the 
view was clearly taken - and it was very much open to be taken -
that as framed the legislation was seriously defective. It appears to 
me that the traditional UK approach taken by the courts to the 
construction of legislation, particularly in criminal matters, is 
undergoing something of a change at the present time. The spirit 
and intendment of the Act, rather than what the words actually used 
might ordinarily be expected to mean (a polite way of saying 
"defective expression") has become a more common approach. This 
has been seen in relation to insider dealing in the previous 
legislation. Thus in a case decided in 1989 (Attorney-General's 
Reference (No 1 of 1988) [1989] AC 971) the House of Lords decided 
that they could take into account what a Government White Paper 
had stated, to the effect that anyone who receives information which 
he knows to be price sensitive and not generally available, and 
which he realises has come directly or indirectly from an insider, 
should also refrain from dealing. That part of the White Paper was 
used by the House of Lords to give a wide meaning to the word 
"obtained" so as to secure conviction where the individual had had 
information volunteered to him. Nevertheless, there were many 
risks of slips from the prosecution point of view. Therefore a 
restatement of the legislation in language which was less obscure 
had clear attractions. 

While some may protest that the result has been to widen the scope 
of the offence and limit the operation of defences, some of this must, 
I think, be welcomed on any view, in so far as it is better, if there is 
to be a law at all, that it should at least be reasonably clear. But 
undoubtedly the scope of liability has been very considerably 
increased. This comes about in two main ways. The definition of 

19 



securities in which insider dealing may now take place has been 
extended well beyond company securities. (After all, the former act 
was titled the Company Securities (Insider Dealing) Act 1985.) It 
now includes gilts and local authority stock as well as futures and 
options. Secondly, the old legislation related to a person knowingly 
connected with a company as the primary insider. That requirement 
of connection has gone. It is enough that he has information as an 
insider. The point now is not connection with a company but access 
to the inside information. 

However, my main concerns lie in two rather different aspects of 
this whole matter. The first, which is the second impetus towards 
reform in the UK already mentioned, is that the source now of 
insider dealing legislation in the UK is to be found in the EC Council 
Directive of 13th November 1989 co-ordinating regulations in insider 
dealing (89 /592/EEC OJ L 334/30). Member States were required to 
introduce insider dealing legislation in compliance with the terms of 
that Directive before 1st June 1992. The United Kingdom is to be 
congratulated therefore on being only a little over a year late in 
doing so. In so doing, it is also in the vanguard of those who have 
implemented the legislation. It is important however to appreciate 
that the source is now the EC Directive for several reasons. The first 
is that according to what has now become the well-accepted 
principle operated at least by the European Court of Justice and 
somewhat more reluctantly by national courts, it is now for the 
national courts of the Member States to comply with that Directive 
to the extent that it is clear and does not give discretion to Member 
States about its implementation even where the national legislation 
is either non-existent or defective. This has led in the extreme case to 
requiring national courts to ignore altogether national legislation 
which is in conflict of the terms of the Directive (Marleasing SA v La 
Comercial Internacional de Alimentacion SA [1990] 1 ECR 4135). A 
second is that the purposive approach towards the interpretation of 
legislation inspired by an EC Directive is the norm. So the new UK 
insider dealing legislation will have to be considered in the context 
of the Directive and construed so as to comply therein. 

Unlike UK legislation, in general, Directives do offer clues as to their 
intended effect. Directives are framed with a preamble preceding the 
operative part of the Directive, which gives at least the ostensible 
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reasons why the EC thought that it was necessary to introduce the 
Directive at all. In the case of this Directive, the preamble recites that 
the secondary market in transferable securities plays an important 
role in the financing of economic agents; for that market to be able to 
play its role effectively, every measure should be taken to ensure 
that the market operates smoothly. The smooth operation of that 
market depends to a large extent on the confidence it inspires in 
investors; the factors upon which such confidence depends include 
the assurance afforded to investors that they are placed on an equal 
footing and will be protected against the improper use of inside 
information. By benefiting certain investors as compared with 
others, insider dealing is likely to undermine that confidence and 
may therefore prejudice the smooth operation of the market; the 
necessary means should therefore be taken to combat insider 
dealing. So there we have it. It is the undermining of investor 
confidence and thus possible prejudice to the smooth operation of 
the market which gives rise to the necessity for the insider dealing 
prohibition. Because some Member States had no prohibition on 
insider dealing and the national rules such as they were varied 
widely, an EC Directive was thought advisable. There are of course, 
a series of provisos to safeguard market operations, to define the 
nature of public knowledge, and the like. 

The Directive provides for a key prohibition to be enacted by each 
Member State. There are three points of immediate interest. 
Generally, the Directive sets out prohibitions which are the minimum 
which·may be laid down. Secondly, it is for each Member State to 
determine what penalties are to be applied, subject to the proviso 
that the penalty shall be sufficient to promote compliance with the 
measures. Thirdly, the general prohibition on insider dealing is also 
to be applied to the extent that the security in respect of which the 
matter arises is admitted to trading on any market in a Member 
State. Thus if the relevant actions relating to securities traded on an 
Italian Stock Exchange are carried out in the UK, the Directive 
requires that to be prohibited by UK legislation and conversely by 
Italian legislation. (And, just in case anyone was wondering about 
this, any person who deals in one country where the prohibition has 
been brought into force in compliance with the Directive cannot 
escape conviction in that country because in the other country 
involved the Directive has not yet been implemented.) 
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The key concept in the Directive is that the possessor of insider 
information is to be prohibited from "taking advantage of that 
information with full knowledge of the facts by acquiring or 
disposing of for his own account or for the account of a third party, 
either directly or indirectly, transferable securities of the issuer or 
issuers to which that information relates". As constructed, the 
Directive places that prohibition on those who may appropriately 
enough be called primary insiders. It also prohibits those primary 
insiders from disclosing that inside information to any third party or 
from recommending or procuring any third party on the basis of that 
inside information acquiring or disposing of transferable securities. 
As for those who are not primary insiders, the prohibition on insider 
dealing is also to extend to any other person "who with full 
knowledge of the facts possesses inside information" the direct 
source of which could not be other than a primary insider. Primary 
insiders themselves are effectively those who are in control of a 
company or who occupy positions which give them access to such 
information. Inside information is itself information not made public 
of a precise nature relating to at least one issuer of transferable 
securities which information if made public would be likely to have 
a significant effect on the price of the security in question. 
Transferable securities are shares and debt security or equivalents 
and derivatives and future contracts admitted to trading on a market 
which is regulated by publicly recognised authorities and is 
accessible to the public. 

The next matter to which I wish to refer causes me some concern. 
Insider dealing is a criminal offence relating solely to the operation 
of the market. It does not relate to the situation, common enough no 
doubt, where companies' securities are not traded on the market. An 
air of some complacency appears to me to cover this area of the law. 
If one aspect of the insider dealing legislation is not simply the 
proper functioning of the market but the improper use of 
information possessed by insiders, then it is not difficult to see that 
this is as likely to arise in the case of the non-quoted company as the 
company whose shares are quoted on a recognised exchange. What 
is often referred to as the classic case of what constitutes insider 
dealing, one where directors bought in knowledge of an impending 
takeover, occurred in an unquoted English company (Percival v 
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Wright [1902] 2 Ch 421). The case, which was a civil claim, failed. 
Provided the limits on ordinary rules as to fraud or 
misrepresentation are not breached, parties may deal on an unequal 
basis in all such cases. For my part, I find it difficult to see why the 
behaviour in question deserves to be criminalised in the one case but 
not in the other. I would find it easier to accept the dichotomy if civil 
remedies were readily available in relation to insider dealing. 

Civil Consequences of Insider Dealing 

It has become a trite remark that insider dealing is a "victimless 
crime". That remark is incorrect in a number of significant ways. If, 
to use the language of the Directive, a party has made improper use 
of insider information and has taken advantage thereof in acquiring 
or disposing of relevant securities, then it seems to follow, almost 
definitionally, that improper advantage will have been taken of 
some other party. Moreover, there are arguments, which have found 
favour in some countries and in some courts, to the effect that a 
company where the insiders practise insider dealing is one whose 
reputation is likely to have been damaged thereby; and if that be 
true then the company itself may turn out to be a victim. [See for 
example in the USA SEC v Texas Gulf Sulphur Co 401 4 F 2nd 833 
(1968); Diamond v Oreamuno 24 NY 2d 494 (1969).] But the real 
difficulty at least so far as UK law goes is that the crime may not lack 
victims, but it does lack pursuers with an adequate title to pursue a 
claim. After all, the nature of stock exchange transactions in this 
country is such that perhaps Sepon is liable to end up as one of the 
parties who might appear notionally to be involved. I shall return to 
this topic later; but before doing so, it is as well to look at certain 
other civil consequences. 

If in fact, to take the easiest example, a director of a relevant 
company carries out on his own behalf a spot of insider trading, it is 
difficult to see that he will not have been in breach thereby of his 
fiduciary duties to the company. If so, he will be liable to the 
company under ordinary principles relating to breach of fiduciary 
duty to make over any profits arising out of the use of such 
information. That will be the case whether or not he has in fact 
committed any offence under the Act and whether or not the 
company has suffered any loss. The difficulty about this is practical 
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rather than theoretical. On the whole, directors of the company owe 
such fiduciary duties only to the company, and only the board of the 
company, i.e. their fellow directors, can authorise the company to 
institute proceedings against a director who has behaved in this 
way. It is much more likely that a director will be found to have 
retired or resigned for "personal reasons" or to devote his attention 
to his other interests or whatever, leaving the matter in limbo, than 
that public proceedings will be taken against him. 

However, in cases where the board changes, as when a takeover has 
occurred, then the new board may be quite ruthless about recovering 
as much as possible from the former directors in matters of this sort 
(see Regal (Hastings) Ltd v Gulliver [1967] 2 AC 134). In Diamond v 
Oreamuno 248 NE 2nd 910 (1969) (New York Court of Appeals), 
directors of a company knowing that profits had fallen drastically 
sold their shares on the market at $28 per share before the 
information was public. Subsequently the shares dropped by $11. By 
virtue of their common law fiduciary duties, they were held liable to 
the company for the difference, although the company was not the 
party who had suffered the loss. The court held the case well 
founded upon the general basis just referred to, namely that where 
an action is founded on breach of fiduciary duty no allegation of 
damage to the pursuer concerned is necessary. However, the court 
did observe that although the corporation might have little concern 
with the day to day transactions in its shares, it has a great interest in 
maintaining a reputation of integrity and image of probity for its 
management and in assuring the continued public acceptance and 
marketability of its stock For that reason the court held it might well 
be inferred that the directors' action might cause some harm to the 
enterprise. 

In another, exceptional, type of case, liability may be created by the 
Financial Services Act 1986. Part of the policing function of that Act 
requires persons authorised under the Act to comply with the 
insider dealing rules and not to act for a client in a transaction which 
would be an offence for that client to carry through. In such a case 
there may be a civil remedy under sections 61 or 62 of the 1986 Act 
where the clients of the authorised person suffer loss by reason of 
the breach of the rules by the authorised person. That only applies in 
very limited circumstances. The result is that an investor who has 
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suffered loss as a result of the other party's abuse of inside 
information can recover from that other party only if the other is 
himself an authorised party and has been party to an offence which 
would have to be established according to the fairly elaborate 
provisions relating to insider dealing. 

This leaves untouched the main case. Suppose that I am the investor 
who has purchased the shares sold by a director of a company in the 
knowledge that the share price was about to drop because of the 
year's bad results. Definitionally, as I have already said, in terms of 
the Directive, an improper advantage has been taken of me. 
Doubtless although I was prepared to buy these shares without 
knowledge, if the relevant knowledge had been public, I would not 
have bought them at all, or would have bought them at a 
significantly lower price than in fact I paid. If I am not a member of 
the company then clearly no question of a fiduciary duty could arise 
at the time of the transaction. In fact, even if I have been a member of 
the company and the transaction was the other way around, i.e. I 
was selling my shares and a director was buying them in knowledge 
of a future rise, no liability would be likely to have been incurred, 
because no duty would have been breached. 

The classic case in this context is Percival v Wright [1902] 2 Ch 421. In 
that case a shareholder wrote to the secretary of the company asking 
if he knew of anyone disposed to purchase shares. Eventually the 
chairman of the company and two other directors purchased the 
shares from the plaintiff at a certain figure. Later the plaintiff 
discovered that prior to and during the negotiations, the chairman 
and the board had been approached by a third party with a view to 
purchasing the entire undertaking at a price considerbly greater than 
that which was being offered to them and which they accepted. In 
fact, those negotiations for takeover proved abortive. Nevertheless, 
the plaintiff concerned took proceedings to have the sale transaction 
set aside on the ground that the directors were in possession of 
information which they ought to have disclosed when negotiating 
for the purchase of the shares. It was conceded that a director 
purchasing shares need not disclose a large casual profit, the 
discovery of a new mine or the prospect of a good dividend in the 
immediate future, and similarly a director in selling shares need not 
disclose losses, these being merely incidents in the ordinary course 
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of management. The argument was simply that at the point of an 
impending takeover directors owed a fiduciary duty to all other 
shareholders which would impel them to make such information 
available. The action failed on the ground that no such fiduciary 
duty was owed to the members of the company. 

The consequence would appear to be clear so far as UK law is 
concerned. Provided that nothing is done which would amount to a 
fraudulent misrepresentation or the like, directors are under no duty 
to reveal inside information or to abstain from using it in dealing 
even with other members of the company, so far as civil 
consequences between them and the person with whom they are 
dealing are concerned. And the prospect of any successful claim 
against any person who is an insider but not an officer of the 
company is extremely remote. To many people, this approach of the 
courts seems unfair. It is difficult not to think that a more effective 
sanction for the breach of the insider rules would be to make people 
liable civilly for so acting and that at much less cost to the State than 
the criminal trials, at least as they were conducted under the old 
regime. Of course, insider dealing in the sense of taking unfair 
advantage of information to which the insider alone is privy is not 
confined to dealing on the Stock Exchange. And it may be said that, 
insofar as the thrust of the insider dealing legislation is to maintain 
or seek to maintain the integrity of the market, it would be 
unnecessary and indeed inappropriate to legislate for the civil 
consequences. Many disagree. 

It should also be noted that while the legislation provided in its old 
form that nothing which amounted to a breach of the insider dealing 
legislation should render void or voidable any transaction entered 
into in breach thereof, that did not stop the courts from holding that 
any such actions might be tainted by the antecedent illegality with 
the result that while a completed transaction could not be struck 
down as void or voidable, or as tainted by illegality, it would not if 
not yet carried through be enforced by the courts. However, this was 
only a small chink in the armour, and it has been stopped by the new 
legislation which provides that no contract shall be void or 
unenforceable by reason only of an insider dealing offence having 
been committed. 
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Moreover, this refusal to concede a civil remedy is not the approach 
taken in the USA. I do not always, by any means, approve of the 
direction taken by the law of that country. But the essence of their 
legislation is that anyone trading for his own account in the 
securities of a corporation who has access directly or indirectly to 
information intended to be available only for a corporate purpose 
and not for the personal benefit of anyone may not take advantage of 
such information knowing it is unavailable to those with whom he is 
dealing. If he does so trade, then rescission of any contract so made 
and/ or damages in civil actions may be available to the party 
adversely affected. The legislation was intended to prevent 
inequitable and unfair practices and to ensure fairness in securities 
transactions generally, whether conducted face to face, over the 
counter, or on exchanges. See the remarks of the New York Court of 
Appeals in the celebrated Texas Gulf Sulphur Co case, SEC v Texas 
Gulf Sulphur Co 401 F 2nd 833 (1968). 

Of the old legislation, Professor Gower said that by its proliferation 
of matters that have to be proved and of defences which may be 
raised it seems calculated to make it as difficult as possible for the 
criminal law sanctions against it to be effected. He expressed the 
hope that this would be improved if the proposals to comply with 
the Directive were implemented. I think that in the hope he may be 
justified. What I share, with him, is the regret that no steps have 
been taken to improve the position so far as civil liability is 
concerned for those who may have been damaged by the actings 
struck at by the legislation, still less those affected by the like action 
falling outwith the scope of the legislation. This point may be the 
more significant in that it is clear from the Directive that Member 
States are free to impose either civil or criminal sanctions. 
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WITCHCRAFT AND INSIDER DEALING 

Norman Barry 

The current ambitions of the government, included in the Criminal 
Justice Act 1993, to stamp out insider dealing in securities- widening 
the definition of who is to count as insider, extending the prohibition 
to a broad range of financial instruments and relaxing the burden of 
proof for the prosecution - are beginning to resemble the rigorous 
campaign against witchcraft that took place in medieval times. The 
authorities did not know who the witches were, or what witchcraft 
really was, but they were determined that some women should be 
caught and that they should have no defence against the charges. 

As was the case with witchcraft, prohibitions against insider dealing 
have varied from jurisdiction to jurisdiction; it is still not forbidden 
in some capitalist legal systems (e.g. Germany and Hong Kong). In 
Britain it did not become a criminal offence until1980 and in the US 
it originally became illegal only through common law interpretation 
in the famous Texas Gulf Sulphur case in 1968 Gust as the offence of 
witchcraft was created by the common law). In the Texas Gulf case, 
company employees had made a rich mineral strike and delayed 
disclosure until they had bought stock. It is not at all clear that they 
knew what they were doing was wrong. The offence was really 
invented in this particular case. Only some time later did it become a 
crime (as well as a civil wrong) by statute. / 

Insider dealing is, at first glance, simple enough to define; it is the 
practice of corporate insiders trading in securities on the basis of 
undisclosed, i.e. non-public, information which is relevant to the 
share price. Unlike witchcraft it does have economic advantages. 
Capital markets are little else but networks of informati6n; facts 
about the future prospects of companies. The faster that information 
circulates the more accurately will the stock market reflect 
underlying economic values. If the Efficient Markets Hypothesis, i.e. 
the theory that capital markets register very quickly all profitable 
opportunities, is to be borne out, it requires that people have an 
incentive to release price sensitive information on to the market as 
quickly as possible. Of course, investors gain ultimately from this. 
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Indeed the faster the information flows the more the insider's 
potential profit is reduced. Still, the presence of asymmetric 
information always presents problems. Market makers, fearing 
insiders in the market, may price securities so as to protect 
themselves. This would lead to inefficiencies in the capital markets. 
However, this is an economic not a moral argument. 

The difficulty for moralists is the question of who is entitled to such 
gains that do occur when the news is good and who is permitted to 
avoid losses when it is bad. The problem for legislators determined 
to outlaw insider dealing lies in determining who is an insider. Is it 
simply a company employee, his or her spouse, a lover or a taxi
driver who overhears a conversation? Indeed, the most spectacular 
insider dealing scandals were perpetrated by outsiders. For example, 
Ivan Boesky purchased information about forthcoming takeovers 
from an investment banker, Denis Levine, who had no legal right to 
sell it. This was not strictly insider dealing; it was theft and a clear 
breach of fiduciary duty. Boesky was really a fence. 

The other famous cases of insider qealing in the US are simply 
bizarre. Chiarella, a printer who worked on a Wall Street newsletter, 
worked out likely takeover bids and traded mildly on the 
information. The Supreme Court wisely overturned his original 
conviction on the ground that in his case he owed no fiduciary duty 
to anyone. Dirks, a financial adviser, prudently advised his clients 
not to invest in a company which he knew was under investigation 
for tax fraud. Again his original conviction was overturned by the 
Court. A Wall Street Journal reporter, Winans, who tipped shares in 
the "Heard on the Street" column, was not so lucky. He was 
prosecuted for insider dealing because he had simply invested in 
advance, on his own tips, i.e. on the basis of no undisclosed 
information at all. In effect, he profited solely on his reputation. 
Share prices rose merely because he had recommended them to his 
readers. Still, the Supreme Court upheld his conviction. However, 
the justices gave scarcely a thought to the implications for the 
freedom of speech that the decision entailed. 

It is apparent that the law on insider dealing in the US is a mess and 
involves clear breaches of the doctrine of the rule of law. This means 
that rules should be clear, promulgated in advance and not 
retrospective in application. It is hard to see how the British 
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Government's legislation, with its clear threat to informal contacts 
between companies and dealers (an essential part of the information
gathering process), and the (deliberate?) muddying of the definition 
of an insider will advance these ideals. Worse, the existence of 
criminal statutes will not deter the unscrupulous who will make vast 
profits because of the legal ban. 

Still, the moralists maintain that the practice is "wrong". A number of 
reasons are advanced for this view but they all reduce to the 
question of what is the right distribution of profits (and loss 
avoidance) in a market process? All the laws are ostensibly directed 
towards the creation of a "level playing field" in capital markets. 

This is an illusion that belongs only to the perfectly competitive 
markets model (in which every agent possesses all knowledge) of 
economic theory textbooks. But in that rarefied world there is, 
strictly speaking, no competition for there is no scarce information to 
compete for. In the real world, however, there will always be 
disparities between people's possession of information and we have 
competitive markets to speed its emergence and to co-ordinate it. All 
that a meaningful level playing field requires is the elimination of 
fraud, theft and the breach of clear duties by agents engaged in this 
never-ending process. It is interesting to note that in the Texas Gulf 
Sulphur case no-one suggested that the company should have 
informed prospective sellers of land that it had made the strike. 
Those landowners would have dearly loved a level playing field. 

It could be said that insiders have an unfair advantage over outside 
shareholders. It is, however, always open to companies under 
common law to restrict insider dealing; indeed, in the US some 
companies (a few) did precisely this before the activity became 
formally illegal. On the other hand, shareholders may well not object 
to the practice since the prospect of entrepreneurial gains to insiders 
is likely to motivate them, e.g. in making new discoveries from 
which everybody gains. In other words, entrepreneurship can take 
place within the firm and ought to be encouraged. 

A slightly less implausible objection to the practice rests in the claim 
that insiders do not own the information on which they trade. 
Levine clearly did not, but he was not a corporate insider. Other 
cases are less clear-cut. An employee may hit upon something 
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valuable through his own efforts. Is his trading on this equivalent to 
stealing the office furniture? Again, doubts about who owns what 
are surely better settled by employment contracts determined by 
shareholders rather than by cumbersome statute law. It is noticeable 
that pressure for insider trading laws in Britain and the US has 
rarely come from shareholders but from politicians and moralists 
and, of course, market makers (for obvious reasons). 

There are some comparable cases in the UK. Collier, an employee of 
Morgan Grenfell, who handled takeovers, bought stock in a 
company in advance of an acquisition announcement. He was duly 
fined and given a suspended prison sentence. What he did was 
clearly wrong, a breach of a fiduciary duty (comparable to Levine's). 
This perhaps could be left to "natural processes"; i.e., for companies 
to enforce compliance to their rules. If that is not enough, perhaps a 
statute should be passed imposing heavy penalties on those who 
breach duties. This could be justified on the ground that common 
law processes would involve heavy transaction costs. 

There may be a parallel between the Dirks case and that of Thorold 
Mackie. Mr Mackie advised his clients to sell shares in a company 
ahead of the announcement of poor results. It was proved that he 
knew the facts in advance of the announcement rather than guessed 
correctly. But was he not doing his job (i.e. fulfilling a duty to his 
clients)? 

The 1993 Criminal Justice Act 

The main feature of the new law seems to be that it moves decisively 
away from the theory that insider dealing should only be forbidden 
when it involves clear breaches of trust and towards the contentious 
doctrine that no-one should be at a disadvantage in the gathering of 
information. Under the 1986 legislation an insider had to hold a 
position of trust, vis-a-vis the company and the "tippee" (the recipient 
of the information) must have known from whom the information 
came and that the person held a position of trust. The Criminal 
Justice Act 1993 seems to be widening the definition of an insider 
considerably. It is, in fact, anyone who obtains information through 
his position, as director, employee, financial intermediary and so on, 
which he knows is inside information. Such information could have 
been obtained by chance or as the result of routine research. It may 
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not be, strictly speaking, confidential information. The Act seems to 
require no further connection between the insider and the security 
other than the fact of the insider's position. This will presumably 
make the offence of insider dealing easier to prove. 

The effect of this is bound to slow up the circulation of information. 
Speed here is absolutely essential if the stock market is to price 
securities accurately. Everybody knows that company reports are an 
incomplete guide to future prospects. At present, information is 
constantly being revealed by stockbrokers' meetings, analysts' 
reports, communications between companies and fund managers 
and so on. While not exactly "public", the information revealed is 
available to those who study the market. 

Mr Anthony Nelson, Economic Secretary to the Treasury, has said 
that the new law will not prevent investment analysts and others 
going about their legitimate business, but will merely prevent 
companies giving analysts price sensitive information. But, as Mr 
Brown points out above, this is a tautology: all information affects 
price. One can only assume that the courts will have to decide what 
is a criminal passing on of information and what is part of Mr 
Nelson's definition of normal business. The same applies to the 
meaning of "made public". A person may think that the information 
he has is public but under the new law he had better assume that it 
is not, and therefore he will be wise not to act on it. In fact, 
researching out information, e.g. about rumours, and passing that on 
to clients is now presumably illegal. 

The important point, however, is that the law can never establish 
equality of information. It seems to want to establish a situation in 
which success on the stock market is a product of pure lucky 
guesses, since the information possessed by an agent will expose 
him to the risk of prosecution. But, in the absence of some "perfect 
information" nirvana, knowledge will circulate much more informally 
under the new law, than it does now. It will emerge from 
unattributable private conversations and clandestine meetings. This 
will make the stock market even more exclusive. So much for the 
"integrity of the market" argument. Furthermore, the law will 
encourage the false belief that insider dealing has been stamped out, 
so that investors will have a misleading sense of security. In such 
circumstances, the really unscrupulous will make even greater 
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profits than they do already. The parallel with Prohibition is too 
obvious to elaborate on. 

Profits from insider dealing will be effectively reduced the faster 
relevant information flows. To the extent that the new legislation 
discourages the flow of information the greater the inequality will 
be. 

The possible defences to the charges will no doubt depend for their 
effectiveness on judicial interpretation. In such a vague area as this, 
there is bound to be uncertainty and unpredictability. The fact that 
the onus will be on the accused to show his innocence (witchcraft?) 
is another example of the serious derogation from the rule of law 
that excessive legislative zeal tends to produce. One possible defence 
mentioned by Mr Brown above did puzzle me. He says that a 
defence might come into play if an individual sold shares not to 
make a profit (or avoid a loss) but "for some other compelling 
reason, such as a pressing financial commitment, although he knew 
that he possessed inside information". What is the difference? Mr 
Brown suggests that such a defence could be successful if the 
accused can show that he had "taken on a particular commitment 
which he intended to fund by selling a shareholding, before he 
acquired the inside information". Litigation here should be 
fascinating. 

This phenomenon reminds me of a compelling argument against 
criminal legislation to stop insider dealing. What about the decision 
not to sell because of the acquisition of inside information? Someone, 
because of a "pressing financial commitment", may have decided to 
sell stock in his own company on Tuesday, but on Monday evening 
he hears, quite legitimately, that his company has made an oil strike 
and decides to hold on to his shares. He has profited from inside 
information. How on earth could that activity be policed? How 
could Mr Brown's example be properly adjudicated? In either case, 
to attempt to do so really would be witch-hunting. 

The overall effect of making the law Europe-wide has further 
competitive disadvantages. It prevents the emergence of less 
regulated exchanges, which would offer more accurate pricing of 
stock. Also, I wonder how the German stock market could ever 
conform to the law since the banks there (unlike the UK banks) hold 
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considerable amounts of stock in quoted companies. Insider 
relationships would seem to be intrinsic to capital markets in 
Germany. · 
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