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INTRODUCTION

The globalization of the market for securities has a persistent
way of straining the traditional rationales for securities regulation.
At the same time, the choices it forces upon us create the opportunity to better test empirically the desirability of the regulations
being imposed. Regulation FD,1 which stands for "fair disclosure,"
is the most recent example where these twin effects of globalization arise. Regulation FD is arguably the most important change
to the U.S. disclosure regime since the adoption of integrated disclosure almost two decades ago. Regulation FD is intended to
stop the practice of "selective disclosure," whereby an issuer withholds material information from the general public but furnishes it
selectively to certain outsiders such as analysts, institutional inves1. SEC Regulation FD, 17 C.F.R. §§ 243.100-243.103.
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tors or shareholders likely to trade on the information.2 Regulation FD provides that where the disclosure of material information
to such outsiders is intentional, the issuer must simultaneously
make the information available to the general public, and where it
is unintentional, the issuer must make the information publicly
available promptly thereafter.3
The Securities and Exchange Commission (SEC) initially proposed to have Regulation FD cover all Securities Exchange Act of
19344 ( the "Exchange Act") reporting issuers, foreign as well as
domestic,5 thus including essentially all of the approximately 850
foreign issuers now listed on a U.S. exchange or NASDAQ. 6 In its
release adopting the final version of the regulation, however, the
SEC stated that it had determined to exempt foreign issuers "at
this time" from Regulation FD.7 Globalization creates strains because the SEC cannot properly answer this question of whether to
exempt foreign issuers ,vithout being forced to choose between security regulation's two traditional rationales: investor protection
and economic efficiency.8 In the purely domestic context, these rationales have coexisted relatively compatibly and have been used
jointly to justify much of securities regulation. They have opposite
implications, however, as to whether Regulation FD's ban on selective disclosure should apply to foreign issuers listed in the
United States.
The fact that many foreign issuers are now listed in the United
States also creates opportunities, however. The imposition of a
new disclosure-oriented regulation on U.S., but not foreign, issuers
creates the basis for a natural experiment, involving the compari-

2 Selective Disclosure and Insider Trading, Exchange Act Release Nos. 33-7881, 3443154, 65 Fed. Reg. 51716, 51716 (Aug. 24, 2000) [hereinafter Final Release].
3. Id.
4. 15 U.S.C. §§ 78a-78ll (1997).
5. Selective Disclosure and Insider Trading, Exchange Act Release Nos. 33-7787, 3442259, 64 Fed. Reg. 72590, 72597 (Dec. 28, 1999) [hereinafter Proposing Release]. Foreign issuers that list their shares on a U.S. stock exchange or NASDAQ are generally required to be Exchange Act reporting issuers. The Act's reporting requirements generally
do not apply to foreign issuers that are not listed in the United States. For a detailed discussion of the reach of the U.S. periodic disclosure regime, see Merritt B. Fox, The Political Economy of Statutory Reach: U.S. Disclosure Rules in a Globa/izing Markel for Securities, 97 MICH. L. REV. 696, 705-17 (1998) [hereinafter Fox, Political Economy).
6. NASD, 1999 NASD Annual Report 13 (2000); THE NEW YORK STOCK EXCHANGE,
1999 FACT BOOK 64 (2000).
7. Final Release, supra note 2, at 51724.
8. See Fox, Political Economy, supra note 5, at 700-02 (further discussion of the multiple rationales for securities regulation).

656

VIRGINIA JOURNAL OF INTERNATIONAL LAW

[Vol. 41:3

son of two large sets of issuers continuing to trade in the same
market, to test whether the reform in fact enhances the amount of
meaningful information disclosed by the set of issuers to which it
has been applied.
The first objective of this article is to analyze whether or not
Regulation FD's ban on selective disclosure should apply to foreign issuers listed in the United States. This requires answers to
two questions: What are the harms and/or benefits that selective
disclosure can generate? Are U.S. residents among the persons in
the world who experience these effects when a foreign issuer listed
in the United States engages in the practice? If and only if U.S.
residents are among the persons significantly affected can a plausible case be made for extending the ban to listed foreign issuers.
The SEC identifies selective disclosure's primary harm to be the
unfairness that it believes results from the practice.9 I show that
when a foreign issuer listed in the United States engages in selective disclosure and someone receiving a recommendation based on
it buys or sells the issuer's shares, there is indeed a significant
chance that a U.S. investor will be made worse off as a result. If
the SEC is correct that this transfer of wealth is fundamentally unfair, then U.S. investors suffer a harm from foreign issuer selective
disclosure and there is a strong case for extending Regulation FD
to such issuers. I argue, however, that the SEC is in fact incorrect
in labeling this transfer unfair. Under the more appropriate ex
ante approach to examining the fairness of the distributional effects of selective disclosure, which focuses on the returns an investor can be expected to receive at the time she purchases a share,
such wealth transfers are not in fact unfair. They are the result of
a lost gamble the risks of which were discounted for in the price
that the investor paid at the time of purchase. Thus fairness does
not represent a sound basis for extending the ban to foreign issuers.
The fact that selective disclosure does not appropriately raise
fairness concerns is not the end of the enquiry, however. Selective
disclosure has a number of effects that raise efficiency concerns as
well. Specifically, by providing special rewards to its recipients,
selective disclosure draws additional scarce resources into providing financial analysis services and organizing blocks of investment
funds. This will be socially desirable if share price accuracy in9. The SEC states that the primary purpose of Regulation FD is to provide "fundamen·
ta! fairness to all investors." Proposing Release, supra note 5, at 72592.
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creases and the gains from the resulting improvement in the functioning of the real economy are sufficient to outweigh the opportunity costs of the additional resources used. Under these circumstances, a ban on selective disclosure would be unwarranted. But
it is also quite possible that a ban would be desirable on efficiency
grounds. This could be the case for a number of reasons. To start,
selective disclosure might increase price accuracy but, because of a
market failure of some kind, not by enough that the resulting gains
in the real economy exceed the opportunity costs of the additional
resources that are drawn into the financial industry. Also, selective disclosure, by reducing investor confidence in the market, may
increase the issuer cost of capital, which, when added to the opportunity costs of these additional resources, may be greater than any
gains in the real economy resulting from increased price accuracy.
Even worse, selective disclosure, by corrupting the relationship between analysts and management, may actually lower share price
accuracy, so that it not only involves the opportunity costs of the
additional resources, it actually does harm to the functioning of the
real economy.
Policymakers need to assess which of these states of affairs actually prevails and, on the basis of this assessment, determine
whether a ban on selective disclosure is desirable. The question
for this article is, for any given class of issuers, which policymakers
should be the ones making the determination. 1 Clearly, U.S. officials should be the ones making the determination in the case of
U.S. issuers. U.S. officials have decided, rightly or wrongly, to ban
selective disclosure. But should U.S. officials make this determination as well with respect to foreign issuers listed in the United
States? I conclude that they should not. I show that the impact of
selective disclosure by foreign issuers will be felt primarily by residents of the issuer's home country, not by U.S. investors. Foreign
officials are also more likely to be able to assess accurately the
magnitude of the particular costs and benefits of selective disclosure by their issuers. Thus, foreign, not U.S., officials should make
the determination as to whether foreign issuers should be prohibited from engaging in selective disclosure.

°

10. It is not the purpose of this paper to evaluate whether a ban is desirable, nor is
making such an evaluation necessary to reach conclusions about the appropriate reach of
the ban. While I am personally skeptical concerning the overall desirability of a ban on
selective disclosure by U.S. issuers, this skepticism would likely be overcome by empirical
evidence suggesting that the ban has in fact increased U.S. issuer price accuracy. See infra
Part VI.
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The second objective of this article is to explore briefly the implications for the SEC of its need to decide on the statutory reach
of Regulation FD. The SEC decision not to extend Regulation FD
to foreign issuers is the right decision and it should be made permanent. It is inconsistent, however, with the SEC's fairness justification for imposing the ban on U.S. issuers. This contradiction is
likely to put healthy pressure on the SEC to reconsider some of
the fundamental premises that drive a broader range of its regulatory efforts.
The third objective of the article is to show how the SEC's
choice not to apply Regulation FD to foreign issuers creates the
basis for a natural experiment to test whether its decision to apply
the regulation to domestic U.S. issuers is in fact the right one. As
just discussed, it is unclear whether selective disclosure increases
or decreases the amount of meaningful information reflected in
the share prices of the issuers that engage in the practice and,
hence, in the accuracy of their share prices. Theoretical arguments
cut both ways and so the question is ultimately an empirical one.
If selective disclosure decreases the amount of meaningful information, it is clearly an undesirable practice and a strong case can
be made for a ban. If it increases the amount of meaningful information, the case for a ban is harder to make. Recent developments in empirical financial economics suggest a way of testing this
question by comparing the two sets of issuers listed in the United
States-U.S. and foreign-before and after the ban was imposed
on the U.S. issuers. I intend to run this test as data becomes available over the regulation's first year or two of implementation.
I.
A.

THE PRIOR HISTORY OF ATIEMPTS TO REGULATE
SELECTIVE DISCLOSURE

The Essential Concern Raised by Selective Disclosure

Suppose an issuer provides to one or more analysts or institutional or other major investors material non-public information,
for example that quarterly earnings will be significantly higher
than expected. These recipients, and any select persons to whom
they make recommendations, are in a position to make trading
profits by buying shares prior to the jump in price that is likely to
accompany the subsequent public announcement of the news.
Thus, persons who are within the loop for receiving the fruits of
selective disclosure can expect to make higher returns on their in-
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vestments than ordinary investors. This difference in expected returns between persons inside and outside the loop is the essential
concern raised by selective disclosure. 11
B.

The SEC's Attempt to Regulate Selective Disclosure in Dirks

1.

The SEC Action

The SEC acted on this concern when it sought to censure an
analyst, Raymond Dirks, on the theory that he violated Exchange
Act Section lO(b) and Rule lOb-5 by recommending to his institutional investor clients that they sell their shares in Equity Funding
after he was informed by Ronald Secrist, a former Equity Funding
officer, that a large portion of the insurance policies that Equity
Funding claimed to have underwritten were fakes. 12 Dirks's clients
avoided millions of dollars in losses that were instead absorbed by
other investors.13 The Supreme Court, however, held that Dirks's
behavior did not violate Rule lOb-5. 14 The Court's reasoning was
that Dirks owed no pre-existing duty to the hapless purchasers of
his clients' shares.Is Therefore, for Dirks's recommendation to
constitute a violation of Rule lOb-5, he would need to have been a
knowing participant after the fact in a breach by a person who did
owe a duty to these purchasers.16 An insider such as Secrist does
owe such a duty, but the question was whether Secrist breached
this duty by revealing information concerning the fake policies to
Dirks.17 The Court added the new requirement for the finding of a
breach that the insider receive a personal benefit from the revelation.Is Since there was no evidence that Secrist received a personal
benefit, the Court found there was no Rule lOb-5 violation by
Dirks.19 Secrist was not the subject of an SEC action, but he also
clearly, by the same reasoning, did not violate the Rule.

11.
12.
13.
14.
15.
16.
17.
18.
19.

Final Release, supra note 2, at 51716.
In the Matter of Raymond L. Dirks, 47 S.E.C. 434 (1981).
Dirks v. SEC, 463 U.S. 646, 670 (1983).
Id. at 667.
Id. at 665.
Id. at 667.
Id. at 665.
Id. at 662.
Id. at 667.
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The Court's Insertion of the Personal Benefit Rule to Protect
Analyst Interviews

It is clear from the majority opinion that the Court added this
personal benefit test for policy reasons. The Court felt that the
analyst interview is a socially valuable practice that would be
chilled by a Rule lOb-5 prohibition against any selective revelations of material non-public information that might occur during
such an interview.20
The Court's policy reasoning appears to go as follows. When
share prices more accurately reflect share value, economic efficiency is enhanced.21 Analysts enhance share price accuracy when,
through hard work, they collect non-material22 information and
analyze it to form a clearer picture of the future cash stream that
can be expected from holding a share of an issuer's stock. When
that clearer picture suggests that an issuer's share value is greater
than its price, the analyst recommends that his clients buy the issuer's stock and the resulting purchases push up the issuer's share
price. The opposite happens when the clearer picture suggests that
share value is less than price. Analysts can do more of this good
work if they have access to non-public, non-material information
coming from within the issuer, as well as public information.
To give an example of both these points, suppose that an analyst
in the late 1980s gathers bits and pieces of publicly available international news and concludes that the collapse of the Soviet Union
is more probable than conventional wisdom suggests. This would

20. Id. at 658.
21. Greater share price accuracy improves how proposed new investment projects in
the economy are selected for implementation and the way existing projects are operated.
This improvement occurs through disclosure's effects on three of the economy's key control mechanisms: the market for corporate control, share price based managerial compensation and the cost of capital. It occurs whether or not the issuer is offering new securities
for sale. I have discussed these points in more detail elsewhere. See Merritt B. Fox, Shelf
Registration, Integrated Disclosure, and Underwriter Due Diligence: An Economic Analysis, 10 VA. L. REV. 1005, 1017-25 {1983); Merritt B. Fox, Securities Disclosure in a Globalizing Market: Who Should Regulate Whom, 95 MICH. L. REV. 2498, 2548-50 (1995)
[hereinafter Fox, Disclosure in a Globalizing Market]. See also Marcel Kahan, Securities
Laws and the Social Costs of" Inaccurate" Stock Prices, 41 DUKE L.J. 977 (1992).
22. The Supreme Court defined "materiality" in the context of a violation of the proxy
rules as follows: "An omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote." TSC v. Northway, Inc., 426 U.S. 438, 449 (1970). It subsequently explicitly adopted this same standard
with respect to the application of Rule lOb-5 to the purchase or sale of securities. Basic
Inc. v. Levinson, 485 U.S. 224, 232 (1988). Thus the public release of a piece of information that by these definitions is immaterial is not likely by itself to move share price.
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lead him to recommend the sale of shares in defense contractors.
Suppose, though, that he also knows from an interview with a particular defense contractor the non-public, non-material fact that
the contractor had decided as a matter of policy to assign some of
its more talented, younger managers and engineers to its fledgling
mass transit division. This fact suggests that this particular contractor will be better prepared to redeploy its assets to make the
transition to the post-cold war world. The analyst would issue a
less strong sale signal for this issuer than for other defense contractors and would ,vithdraw it upon less of a price decline. The analyst's access to non-public, non-material information about the
contractor's personnel policy is unobjectionable because, by definition, if it were released to the public in the raw form received by
the analyst, it would not move prices. Thus, its selective revelation
does not by itself create the opportunity for trading profits. The
profits only come from the hard work of collecting this fact, combining it ,vith other facts and analyzing the whole collection.23
Insiders trading on, and tipping outsiders concerning, material
non-public information can also bring share price closer to share
value.24 These activities are not socially valuable, however, this
reasoning goes, because the profits resulting to the insiders and
their tippees provide no incentive for useful hard work and the information will soon come out and be reflected in price anyway.25
And so it is consistent with good policy to find these acts usually to
be lOb-5 violations. The Court concludes, however, that a revelation of material non-public information during an analyst interview should not be deemed a Rule lOb-5 violation. The Court's rationale is based on the fear that if it were a violation, the frequency
of such interviews and the depth with which they are conducted
would be chilled.26 This chilling could occur because both the issuer representative and analyst would fear that the interview might
result in a revelation of a fact that they both believed at the time of
the interview to be non-material but which is later adjudged in a
legal forum to be material.27 A difference between the evaluations
of the representative and analyst and the evaluation of the author23. See Dirks v. SEC, 463 U.S. 646, 657 n. 16 (public good can arise from market professionals exploiting the information advantage that comes from non-public information).
24. HENRY G. MANNE, INSIDER TRADING AND THE STOCK MARKET 79 (1966).
25. Dirks v. SEC at 661 n. 21; Chiarella v. United States, 445 U.S. 222,241 (1980) (Burger, CJ., dissenting).
26. Dirks v. SEC, at 658-59.
27. Id. at 661-62.
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ity making the later legal determination can arise through one of
two ways. First, the representative or the analyst might commit an
honest error at the time of the interview in assessing whether the
revelation was material. Alternatively, the authority might have
his later determination-which is supposed to be an evaluation of
how important the information was at the time of the revelationdistorted by hindsight. Thus, the socially valueless selective disclosure of material information must be tolerated in order to promote a setting-the analyst interview-that furthers the socially
valuable selective disclosure of immaterial information.
C.

The Stevens Case and its Aftermath

The Supreme Court opinion in the Dirks case did not cause the
SEC to abandon its concern with selective disclosure. In 1991, in
SEC v. Stevens, the SEC took action against the CEO of a publicly
listed corporation based on a claim that he had violated Rule lOb-5
by placing unsolicited calls to several analysts to tell them that
quarterly results to be announced the next day would be below expectations.28 The SEC argued that the personal benefit test had
been met because the CEO placed these calls "in order to protect
and enhance his reputation." 29 The CEO consented to an injunction barring future violations and payment of an amount equal to
the $126,455 in losses avoided by the clients of the analysts whom
the CEO had called.30 As a result of the consent, the SEC's interpretation of the personal benefit requirement was never tested in
court. The SEC's theory was roundly criticized, however, by
commentators such as Professor Jack Coffee and former SEC
Commissioner Edward Fleischman as "trivializing" the Court's
holding in Dirks because the issuer's representative in almost any
analyst interview could be easily characterized as acting to promote his own reputation.31 Research does not reveal any subsequent case in which the SEC tried to utilize this theory again to
pursue anyone either engaging in selective disclosure or acting on
it.

28. SEC v. Phillip J. Stevens, Litigation Release No. 12813, 1991 SEC LEXIS 451, at *2,
*3 (Mar. 19, 1991).
29. Id at *2.
30. Id. at *l.
31. John C. Coffee, Jr., ls Selective Disclosure Now Lawful?, N.Y.L.J., Jul. 31, 1997 at 5;
Edward Fleishman, Ferreting in the Interstices of SEC Attitudes to Securities Analysts, 2 J.
CORP. DISCLOSURE 189, 191 (Sept. 1991).
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II. THE REGULATION FD lNITIATIVE
This history appears to have led to the general belief that selective disclosure was legal.32 If anecdotal evidence from press reports is to be believed, conference calls by issuer representatives
with a select group of analysts and institutional investors to discuss
upcoming public earnings announcements have become commonplace.33 So have private calls from analysts to issuer representatives asking them to confirm stories on what future earnings announcements are likely to contain.34 And there is at least one
academic study suggesting abnormal volumes of trading and
greater price volatility immediately following issuer conference
calls with select groups of analysts.35 Over the last couple of years,
the "unfairness" of selective disclosure became a special target of
SEC Chairman Arthur Levitt's wrath.36
In December 1999, the SEC proposed its initial version of
Regulation FD. The proposal was made pursuant to the SEC's
authority under Section 13 of the Exchange Act to mandate ongoing disclosure by issuers registered under Section 12 or 15(d) of
the Act.37 It thus constituted a legal end run around Dirks, which
involved the legality of selective disclosure under Rule 10b-5's
antifraud strictures. The initial proposal required that whenever
any person acting on behalf of any Exchange Act-registered issuer
discloses material nonpublic information to any other person outside the issuer (other than a person bound by duties of trust or
confidence not to disclose or trade on the information), the issuer
must also make a public announcement of the same informationsimultaneously when the disclosure to the outside person is intentional and promptly after the selective disclosure when it is not in-

32. Final Release, supra note 2, at 51716.
33. Id.; Susan Pulliam, Abercrombie & Fitd1 Ignites Controversy Over Possible Leak of
Sluggish Sales Data, WALL ST. J. (Oct 14, 1999).
34. Fred Barbash, Companies, Analysts A Little Too Cozy, WASH. POST, OcL 31, 1999
atHOl.
35. Richard Frankel et al., An Empirical Examination of Conference Calls as a Voluntary Disclosure Medium, J. ACCT. REs., Spring 1999, at 133.
36. David Schellhase, Arthur Levitt's Cultural Crusade, THE RECORDER (Aug. 16,
2000).
37. Proposing Release, supra note 5, at 72593.
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tentional.38 The initial proposal included no exemption for foreign
issuers.39
In response to its request for comments, the SEC received 6,000
letters and emails.40 The largest portion was from individual investors, most of whom apparently applauded the proposal.41 A significant number, however, were from securities market professionals and their lawyers, most of whom opposed the proposal outright
and asked for a variety of restrictions on its coverage if it was nevertheless implemented.42 The opponents largely invoked the argument that the efforts to regulate selective disclosure would chill
analyst interviews, the same concern that led the Supreme Court
to adopt the personal benefit test in Dirks.43
As finally adopted in August 2000, Regulation FD applies only
to communications to market professionals or investors for whom
it is reasonably foreseeable that they will trade on the information.44 The regulation makes it explicit that its violation will not
result in antifraud liability and will not lead to a loss of right to use
short form registration.45 Most importantly from the point of view
of this article, the SEC determined to exempt foreign issuers "at
this time," stating: "[t]oday's global markets pose new regulatory
issues. In recognition of this fact, the SEC will be undertaking a
comprehensive review of the reporting requirements of foreign
private issuers."46
The SEC made three arguments for why selective disclosure
should be stopped. First and foremost, selective disclosure raises
an issue of fundamental fairness to all investors since recipients of
the selective disclosure and their clients can make trading profits
at the expense of the general public.47 Second, the public perception of this unfairness is a serious threat to investor confidence in
the securities markets. 48 Finally, if selective disclosure is allowed, a
38. Proposing Release, supra note 5, at 72594.
39. Proposing Release, supra note 5, at 72597. In its proposal, the SEC requested
comment on whether foreign issuers should be exempt from complying with Regulation
FD.Id.
40. Final Release, supra note 2, at 51717.
41. Id.
42. Id.
43. John F.X. Peloso & Ben A. Indek, Recent SEC Rule Proposals Come Under Attack,
N.Y.L.J., June 15, 2000; Final Release, supra note 2, at 51718.
44. Final Release, supra note 2, at 51717.
45. Id.
46. Id. at 51724.
47. Proposing Release, supra note 5, at 72592.
48. Id.
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corrupting game can go on between corporate managers and analysts whereby an issuer's managers dole out information selectively
to curry favor with analysts and analysts condition their willingness
to follow the issuer's stock or to give the stock good reviews on
their receiving selective disclosure of material information.49 The
SEC sees this game as likely to lead to a delay in public dissemination of the selectively disclosed information and to distorted analyst recommendations.50

ill.

FAIRNESS CONSIDERATIONS

The question of whether Regulation FD's ban on selective disclosure should be extended to cover foreign issuers will be analyzed as follows. In this Part, I will address fairness considerations.
Then, in Part IV, I will address efficiency considerations. The discussion of fairness considerations will focus on three questions:
1. When a foreign issuer listed in the United States engages in
selective disclosure, will some investors be made worse off, as a result, by engaging in disadvantageous trades?
2. Will a significant portion of the investors disadvantaged in
this fashion be U.S. residents?
3. Is it appropriate to label the disadvantages suffered by these
U.S. investors as "unfair"?

A. Selective Disclosure Causes a Transfer of Wealth
Suppose an issuer, C Corporation, provides material non-public
information concerning higher than expected earnings to a single
analyst and the analyst in turn uses the information to recommend
to a small, preferred group of clients that they purchase shares of
the issuer. As discussed earlier, these clients are in a position to
make trading profits by follO\ving the advice and buying shares of
C in advance of the jump in price that is likely to accompany C's
subsequent public announcement of the news. Since C has only a
fixed number of shares outstanding, for each C share purchased by
one of these clients on the basis of the analyst's advice, some other
investor, who does not receive the analyst's advice, will hold one
less share of C than she otherwise would have.51 Thus, selective

49. Id.
50. Id.
51. See William K. Wang, Trading on Material Nonpublic Information on Impersonal
Stock Markets: Who Is Harmed, and Who Can Sue Whom Under SEC Rule IOb-5?, 54 S.
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disclosure makes the analyst's clients better off than they otherwise would have been, and makes other uninformed investors
worse off than they otherwise would have been. In the aggregate,
the clients' gain would just equal the losses of these other investors. The fairness argument for regulating selective disclosure is
that this transfer of wealth is unfair.
B.

Specifying the Disadvantaged Investors

1.

In General

Without yet focusing on the nationality of the issuer, who, as a
general matter, are these investors disadvantaged by C Corporation's act of selective disclosure? In other words, who are the investors who have fewer shares of C in their portfolio than they
would have had but for analysts' clients placing their purchase orders? To start, it is important to understand that these injured investors are not necessarily the sellers from whom the clients
bought, since many of these sellers would have sold anyway even if
the clients had not placed their purchase orders.52 Rather, the answer depends on the share price reaction, if any, to the placement
of the clients' purchase orders and on the role of market makers or
specialists in the stock.
The analyst's clients' purchase orders may or may not cause a
price increase over what it otherwise would have been (the "original price"). Suppose that the purchase orders do cause an increase. As a result, a portion of the injured investors would be investors who hold shares of the issuer at the time that the purchase
orders were placed, and whose valuation of the issuer suggests that
its shares would continue to be worth holding at the original price
but not at the new, higher one. These investors would be drawn
into selling by the price increase resulting from the clients' purchase orders. Another portion of the injured investors would be
those who were about to buy shares of the issuer because their
valuation of the issuer called for acquisition of those shares at the
original price, but who would not buy at the new price, which they
found too high. These investors would be deterred from buying by
the price increase caused by the clients' purchase orders.

CAL. L. REV. 1217, 1234-35 {1981). Professor Wang refers to this concept as the "Law of
Conservation of Securities."
52 Id. at 1241-45; Fridrich v. Bradford, 542 F.2d 307,308 (6th Cir. 1976).
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It is also possible that the clients' orders would not cause a price
increase. The reason that the increase in demand resulting_ from
the clients' purchase orders may not trigger a price increase is that
the issuer's stock will have one or more market makers or specialists, persons who act to bridge what appear to be stochastic short
term differences in the number of shares demanded and the number supplied at the prevailing price.53 They perform this function
by selling out of inventory when the number of shares demanded
at the prevailing price exceeds the number supplied, and by buying
to add to inventory when the number of shares supplied at the
prevailing price exceeds the number demanded.54 Thus, the injured investors may be the market makers or specialists, who in
reaction to the clients' purchase orders end up with less of C's
stock in inventory. In sum, it is investors from one or more of
these three groups-shareholders sucked into selling by a higher
price, investors deterred from buying by a higher price, and market markers or specialists with reduced inventory-who will suffer
what the fairness argument for regulation considers unfair harm as
a result of selective disclosure of positive material non-public information.55
2.

Considering the Nationality of the Issuer
If it is a foreign issuer listed in the United States that engages in

selective disclosure, will a significant portion of the investors disadvantaged this way be U.S. residents? To answer this question,
consider Frenchco, a French company whose shares are listed on
both the Paris Bourse and on the New York Stock Exchange.
Frenchco provides material non-public information concerning
higher than expected earnings to an analyst who in turn uses the
information to recommend to a small, preferred group of clients
that they purchase shares of Frenchco. To make the case as extreme as possible, assume that the disclosure occurs in France, the
analyst is French, and the analyst's clients are Frenchmen who can
be expected to place their orders on the Paris Bourse.
Even in this extreme case, U.S. investors would almost certainly
be among those hurt by the selective disclosure. In fact, the na53. RICHARD W. JENNINGS ET AL, SECURITIES REGULATION 661-{i3 (8th ed. 1998).

54. Id.
55. If the selective disclosure were of negative material non-public information, the
three groups of investors would be investors sucked into buying by a lower price, shareholders deterred from selling by a lower price, and market markers or specialists with
added inventory.
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tionality of the analyst, his clients and the market in which the clients a.re likely to buy their shares do not really matter. With stock
exchanges linked by arbitrage, any price increase caused by the
clients' purchases is as likely to cause potential sellers and buyers
who trade on the NYSE to be sucked into selling, or deterred from
buying, Frenchco shares, as it is to cause potential sellers and buyers who trade on the Bourse to do so. And specialists in the United
States will be bridging the differences between the sell orders and
buy orders for Frenchco out of inventory, just like they do in
France.
C.

If the Transfer of Wealth is Appropriately Considered Unfair,
FD's Ban Against Selective Disclosure Should Extend to
Foreign Issuers Listed in the United States

Assume for a moment that selective disclosure's transfer of
wealth is appropriately labeled as unfair. The analysis above
shows that when a foreign issuer listed in the United States engages in the practice, a significant portion of the investors suffering
this unfair harm would be U.S. residents. Thus, a strong case
could be made that the United States, in order to protect its residents from this unfairness, should extend its FD's selective disclosure ban to such issuers.
For most, though by no means all, foreign issuers listed in the
United States, a majority of all the worldwide trades in the issuer's
shares involve non-U.S. investors trading abroad rather than U.S.
investors trading in a U.S. market. In such a case, a majority of the
investors left worse off by selective disclosure would almost certainly be non-U.S. residents. One might then maintain that under
these facts it should be the foreign issuer's home country authorities, not U.S. ones, who should be balancing whatever benefits selective disclosure has against the fact that it will leave some investors worse off. This approach might be reasonable as a way of
determining whether the U.S. effort to regulate selective disclosure should reach foreign issuers not listed in the United States.56
But, to use the Frenchco example, Frenchco is listed in the United
States, which facilitates trading by U.S. residents in Frenchco stock
and, therefore, results in significantly more U.S. investors trading
56. Foreign issuers that are not listed on a U.S. exchange and are not traded on
NASDAQ are usually not required to comply with the Exchange Act's periodic disclosure
regime, which is the statutory basis of Regulation FD. See Fox, Political Economy, supra
note 5, at 712-14 (concerning the applicability of this regime to such issuers).
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in Frenchco stock than would be the case without a U.S. listing.57
Thus, the issue is really whether the United States should condition Frenchco's U.S. listing on its compliance with the regulation
against selective disclosure. If the U.S. view is that the practice involves fundamental unfairness, it is hard to maintain that Frenchco
should be permitted both to continue selective disclosure and to
undertake or maintain a status-as a listed company in the United
States-that results in a larger number of U.S. investors suffering
from selective disclosure's unfairness.58 This conclusion would be
true regardless of whether U.S. investors represent only a minority
of all investors suffering from this unfairness.

D. The Ex Ante Compensation Critique of the Fairness Concerns
The foregoing discussion of the appropriate reach of U.S. selective disclosure regulation implied by the fundamental fairness argument is important because the SEC uses fundamental fairness as
its principal justification for adopting Regulation FD. The discussion nevertheless should not be used as a guide to policy concerning the regulation's reach. The fundamental fairness argument itself is seriously flawed because, as discussed below, its focus on the
wealth distributional consequences of selective disclosure is from
an ex post, rather than the more appropriate ex ante, perspective.
The unfairness argument is ex post because, in the example
above, it looks no further back than the moment that the analyst's
57. A listing on a United States market provides easier access by U.S. residents. U.S.
exchanges also provide superior execution to that of their foreign counterparts. The total
costs of executing a trade (including the effect of the order itself on the price) is significantly lower on the New York Stock Exchange and NASDAQ than on foreign markets.
See Amar Bhide, Efficient Markets, Deficient Governance, HARV. Bus. REV., Nov.-Dec.
1994, at 128; Joel Chernoff, London Trading Costs Rise, PENSIONS & INVESTMENTS, July
24, 1994, at 20.
58. I discuss in infra Part V some of the costs of extending the ban to foreign issuers
listed in the United States. One is the foreign relations problems arising from the difficulties that the ban would pose for the traditional methods of corporate governance employed by many of the foreign issuers already listed in the United States. Others are the
costs to U.S. investors and the U.S. securities industry arising from an extended ban's tendency to reduce the number of future listings by the many foreign issuers not currently
listed in the United States. The SEC, however, is in a very awb.-ward position if it has to
justify not extending the ban to foreign issuers on the basis of such practicalities when its
primary argument for applying the ban to domestic U.S. issuers is "fundamental fairness."
One might respond to this argument that U.S. investors should be allowed easily to choose
to invest in foreign investors if they are properly warned they ,viii receive no protection
from selective disclosure. This reponse, however, is open to the critique that if it were correct, then U.S. investors should be offered the same choice with respect to U.S. issuers by
offering U.S. issuers the option to opt out of Regulation FD.
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client places her purchase order. Using a "but for" theory of causation, it simply asks whom this order makes better off and whom
it makes worse off. Looking at it from this perspective, we see that
the client is advantaged and certain other investors are disadvantaged. This transfer of wealth is labeled "unfair."
An ex ante analysis of the distributional effects of selective disclosure produces a very different result. The focus of the ex ante
analysis is on the point in time at which the investor purchases her
share, which is when the investor makes the decision that puts herself in a position to be affected by the practice of selective disclosure. From the perspective of the time of purchase, the possibility
that the investor will end up ex post worse off as a result of the issuer engaging in selective disclosure is just one more among the
thousands of risks that will affect the return that she will ultimately
receive on her investment. There is nothing unfair about her having to incur this risk as long as the price she pays for the share is
appropriately discounted to reflect it. If, as things turn out, the investor does in fact suffer harm ex post from an act of selective disclosure, she has no basis for complaint. At the time of purchase,
she took a gamble that this would occur and was compensated in
advance for doing so by a discount in price.
This argument may be quite startling to the reader not initiated
to the economic analysis of securities law literature, but within this
literature it has long been the standard approach.59 Still, it raises
several questions. First, are there good reasons to believe that the
price the investor pays will in fact be appropriately discounted to
reflect this risk? The answer is yes. It is important to note that
this conclusion is not contingent on the ordinary investor having
59. On the question of discounting to reflect the possibility of trading on nonpublic information, see Frank H. Easterbrook, Insider Trading, Secret Agents, Evidentiary Privileges, and the Production of Information, 1981 SUP. er. REV. 309, 325 (If the possibility of
insider trading exists, "shareholders will respond by bidding Jess for the stock in the first
place."); James D. Cox, Insider Trading and Contracting: A Critical Response to the "Chicago School", 1986 DUKE L.J., 628,638 ("Insider trading does not harm investors because
they can self-insure against abusive insider-trading practices by discounting all stocks by
the average risk for all firms."); Kenneth E. Scott, Insider Trading: Rule JOb-5, Disclosure
and Corporate Privacy, 9 J. LEGAL STUDIES 801 (1980); Merritt B. Fox, Insider Trading in
a Globalizing Market: Who Should Regulate What?, 55 LAW & CONTEMP. PROBS. 263,
272-73 (1992) (hereinafter Fox, Insider Trading). On the question of discounting to reflect differences in the level of issuer disclosure, see Roberta Romano, Empowering In·
vestors: A Market Approach to Securities Regulation, 107 YALE L. J. 2359, 2366-67 (1998);
Fox, Disclosure in a Globa/izing Market, supra note 21, at 2533-39; Stephen J. Choi &
Andrew T. Guzman, Portable Reciprocity: Rethinking the International Reach of Securities
Regulation, 71 S. CAL. L. REV. 903, 925 (1998).
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any understanding of risks involved. The persons whose actions
determine the price at which the ordinary investor buys are the
persons who buy or sell on the basis of their personal beliefs concerning the probability distribution concerning future security returns and the market makers or specialists in the stock. If selective
disclosure is allowed, each such price-determining person, when he
considers buying a share, makes an estimate of the expected trading profits (discounted to present value) over the rest of the life of
the issuer by persons enjoying the fruits of selective disclosure. On
a per share basis, this estimate will equal the net e,.,,'Pected reduction (discounted to present value) that the holders of the share will
suffer because of disadvantageously-timed purchases and sales that
would not have occurred but for the trades by selected disclosure's
beneficiaries. Knowing that one or both of his transactions in the
share-his purchase now and his subsequent sale at the time he
disposes of it-may be such a disadvantageously-timed transaction
and knowing that the purchaser at the time of his sale will also be
making such an estimate, he will adjust what he would be willing to
pay for the share so that the expected return on its purchase would
still be competitive. The efficient market hypothesis suggests that
the resulting discount in market price represents an unbiased forecast of the amount of trading profits that selective disclosure beneficiaries would gain and outsiders would lose as a result of selective
disclosure being permitted.60 To the extent these effects of selective disclosure are absorbed by market makers or specialists in the
stock-the persons who trade most often-they will be reflected in
the size of the bid/ask spread. A stock with a larger bid/ask spread
has less liquidity and, again, its price will be discounted in the
market accordingly.
A second question concerns risk in the sense of variability of return. Those skeptical about the ex ante approach might argue that
in contrast to the unavoidable business risks affecting the return
that the investor ultimately receives on her investment (future labor strife, the presence or absence of R&D breakthroughs, Fed60. A critic of the ex ante approach to analyzing the fairness of trading on non-public
information has suggested that "there is little evidence to suggest that any such discounting occurs at all." Helen A. Garten, Insider Trading in tlze Corporate Interest, 1987 WIS. L
REV. 573, 630 (1987). This is a kind of phenomenon, however, where it would be hard to
show empirically either its existence or nonexistence. But ,videly accepted financial models showing that the market appropriately discounts other factors affecting the value of
holding a stock are supported by empirical evidence and this suggests that such discounting would occur here also. See Fox, Disclosure in a Globalizing Market, supra note 21, at
2533-39.
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eral Reserve interest rate policy), the risk associated with selective
disclosure can be eliminated by a simple rule. Thus, even if the investor receives the same expected return whether selective disclosure is allowed or not, selective disclosure adds unnecessary risk.
Since investors do not like risk, the practice should be banned.
The problem with this argument is that the risk here is unsystematic risk and can be diversified away. 61 Thus, it is not even clear
that most investors incur any additional risk from the practice of
selective disclosure, at least over the longer run. Most investors
are at least somewhat diversified and are buying and selling in the
market over a considerable portion of their lifetime. Their ex post
losses from selective disclosure should therefore approximately
average out to their ex ante compensation. As for helping investors who are not diversified, it is probably better public policy to
engage in an educational campaign urging them to start diversifying than it is to pass a rule, with its inevitable administrative costs,
to protect them against just one among the thousands of unsystematic risks affecting their investments, all of which diversification can eliminate.62
The third question concerns the trading profits made by the clients of analysts receiving selective disclosure. The ex ante approach skeptic might argue that even if the ordinary investor is
compensated in advance by a discount in price for the risk of being
made ex post worse off as a result of selective disclosure, the clients' trading profits come from somewhere and represent an unfair, above-normal return on the clients' investments. The first
61. Professor Paul Cox objects to this line of reasoning. He argues that that the ex ante
approach is based on a hypothetical average shareholder rather than on an actual shareholder and that actual shareholders may not be diversified. Paul N. Cox, Reflections on Ex

Ante Compensation and Diversification of Risk as Fairness Justifications for Limiting Fiduciary Obligations of Corporate Officers, Directors, and Controlling Shareholders, 60 TEMP.
L.Q. 47, 64-68 (1987). As shown by the discussion that follows in the text, this argument is
ultimately not very persuasive.
Cox also argues that actual shareholders, due to individual motivations or expectations, may value the shares differently than the market price. Id. The fact that individual
shareholders may value shares differently than the market price, however, is not really at
odds with the core idea of the ex ante approach that the market price, which is the price
that each actual shareholder pays for her share, will be discounted in an unbiased way to
reflect the possibility of trading on the basis of non-public information.
62. The discussion of efficiency considerations in infra Part IV reinforces this conclusion. Policymakers could plausibly conclude either that selective disclosure enhances efficiency in the real economy or that it diminishes it. If it enhances efficiency, a ban that
could eliminate just one of the many unsystematic risks affecting undiversified investors
would seem particularly inadvisable. If selective disclosure diminishes efficiency, that
would be sufficient reason in and of itself to ban the practice.
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step in analyzing this argument is ·to determine where these profits
end up ultimately. In a competitive economy, these gains are presumably divided between the analysts who receive selective disclosure (through their service fees) and persons who themselves possess, or have the organizing ability to collect from others, blocks of
investment funds large enough to become preferred clients of such
analysts.
In the end, if the skills involved in providing these services are
fully elastically supplied, no one ,vill be making an above average
return since the trading profits ,vill attract sufficiently more resources into the stock analysis and investment fund gathering
businesses to compete away any above normal returns for engaging in these activities. The desirability or undesirability of this allocation of resources is not a matter of fairness, but of efficiency,
the topic of Part IV.
To the extent that the skills involved in providing these services
are not fully elastically supplied, the trading profits will in part
translate into greater rents enjoyed by persons providing these
services. Again, however, how one views these greater rents
should depend on how one views the allocation of resources that
results from allowing selective disclosure. These greater rents are
an inevitable consequence of the configuration of rights-granting
to the managers of public corporations the right to disclose material information selectively-needed in a market economy to
achieve this allocation of resources. If this allocation is desirable,
the greater rents would seem justified, otherwise they are not.
IV. EFFICIENCY CONSIDERATIONS
A. The Possible Efficiency Effects of Allowing Selective Disclosure

If selective disclosure is allowed, the trading profits that it generates will, as we have just seen, draw more resources into the
businesses of stock analysis and investment fund gathering than
would be the case if selective disclosure is banned. The concern
addressed here is whether the resource allocation associated with
selective disclosure is more or less efficient than the one that
would result from a ban on the practice. A plausible case can be
made that any of the four possibilities considered below describes
the actual situation.
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Selective Disclosure Increases Price Accuracy and Is Efficient

Issuer share price accuracy may well be greater if selective disclosure is allowed than if the practice banned. 63 One reason is the
chill on analyst interviews that a ban might cause, the concern that
motivated the Supreme Court in Dirks. A second reason is the
larger amount of analyst activity arising from the additional resources being drawn into the analyst industry. 64
Increased share price accuracy produces social benefits by improving how proposed new investment projects in the real economy are selected for implementation and the way existing projects
are operated. 65 Increased share price accuracy produces these social benefits directly when an issuer contemplates implementing a
new project by means of a new offering of stock. Because of the
increase in the accuracy of the price at which the shares will be
sold, the firm's cost of capital is brought more in line with the social cost of investing society's scarce savings in the contemplated
project and so these savings are more efficiently allocated.
Increased share price accuracy produces these social benefits
through a second route as well, which is unrelated to whether the
issuer is offering new shares, by increasing the effectiveness of two
of the devices that limit the extent to which managers of public
corporations place their own interests above those of their shareholders. First, it increases the threat of hostile takeover when
managers engage in non-share-value-maximizing behavior. This is
because it makes a takeover less risky for potential acquirers and
reduces the chance that a value-enhancing acquisition will be de-

63. The efficient market hypothesis assures us that a share's price will be unbiased,
which means that it is no more likely to be above as below the share's actual value (actual
value being the sum of what all future distributions on the share tum out to be, discounted
to present value at a rate reflecting the stock's systematic risk). An unbiased price, however, can be more or less accurate depending on whether it is more or less likely to be relatively close, one way or the other, to the share's actual value. To put this concept of expected accuracy in statistical terms, consider price to be a random variable generated by a
distribution function with a mean equal to actual value, reflecting the fact that the price is
unbiased. A good measure of the price's expected accuracy would then be the variance of
the distribution-the expected value of the square of the deviation from actual value. The
greater the variance, the lower the price's expected accuracy.
64. The idea here is that markets are only relatively efficient. The more effort that the
advisers of speculative investors put into gathering and processing information, the more
accurate is their view of the future and, as a result, the more accurate are share prices. See
Ronald J. Gilson & Reinier H. Kraakman, The Mechanisms of Market Efficiency, 70 VA.
L. REV. 549 (1984).
65. See supra text accompanying note 21.
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terred by the target having an inaccurately high share price.66 Second, by reducing the risk associated with holding an issuer's stock
in a less than fully diversified portfolio, increased share price accuracy increases the use of share price based management compensation, which also helps align the interests of managers and shareholders.67
It is thus possible that the allocation of resources associated with
selective disclosure is more efficient than the allocation associated
with a ban on the practice. This would be so if selective disclosure
indeed does increase issuer share price accuracy and the gains
from the resulting improvement in the functioning of the real
economy outweigh the opportunity costs of the additional resources drawn into the businesses of stock analysis and investment
fund gathering. The argument that the gains would in fact exceed
the costs is that the decision of firms to engage in selective disclosure and its resulting allocation of resources is a product of market
forces. Issuer management, the argument goes, is motivated to
maximize share value and so it will engage in selective disclosure
only to the extent that the gain in share value from increased share
price accuracy is greater than the discount to price resulting from
the fact that investors outside the loop may end up worse off ex
post as a result of a trade induced by selective disclosure.
2.

Selective Disclosure Increases Price Accuracy but is Inefficient
because of Market Failure

It is also possible that selective disclosure is inefficient because,
even if it increases issuer share price accuracy, the gains from the
resulting improvement in the functioning of the real economy are,
due to some market failure, less than the opportunity costs of the
additional resources drawn into the businesses of stock analysis
and investment fund gathering. A variety of market failure stories
are possible here. One involves adverse selection. Suppose, for
example, that, based on the tradeoff between the gains from increased price accuracy and the opportunity costs of the additional
resources, the optimal level of selective disclosure is little or none.
It may not be possible for an issuer to commit credibly to restraining itself to this level, in part because monitoring is so difficult. The market thus discounts the issuer's stock assuming a
66. I have discussed this point in considerably more detail elsewhere. Fox, Disclosure

in a Globalizing Market, supra note 21, at 2545-48.
67. Id.
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higher level of selective disclosure. In this situation, the firm will
increase share value by engaging in the higher level of selective
disclosure that the market assumes will take place. By doing so,
the firm can benefit from the increased share price accuracy that
selective disclosure brings.68 Another market failure story involves
an agency problem, where management does not act to maximize
share value. Management might, for example, engage in more
than the optimal level of selective disclosure because it has an implicit understanding with its analyst and large shareholder recipients that if there were a hostile takeover attempt, the recipients
would help protect management (thus retaining their source of information).
3.

Selective Disclosure Increases Price Accuracy but is Inefficient
because of Reduced Investor Confidence in the Market

It is also possible that selective disclosure is inefficient because,
even if it increases issuer share price accuracy and the gains from
the resulting improvement in the functioning of the real economy
are greater than the opportunity costs of the additional resources
drawn in, this net gain is not enough to outweigh the increased issuer cost of capital resulting from reduced investor confidence.
The idea here is that the mere public perception that selective
disclosure will unfairly hurt investors causes social harm.69 Such a
perception would be important even if the analysis above that investors will not in fact be unfairly hurt by the practice is correct.
The perception itself, by undermining investor confidence in the
market, can change behavior. Many investors, the argument runs,
may feel that trading in the market for corporate equities is a game
not worth playing and will drop out of it altogether if selective disclosure is allowed.
If selective disclosure in fact causes investors to drop out, it creates an inefficiency. The perception of unfairness acts like a barrier that prevents a number of persons from sharing in the econ-

68. It should be noted that market failure arguments can also be made that there will be
too little selective disclosure even when it is legal. This could be the case, for example, if
the analysts and the recipients of their advice could not capture all of the trading profits
due to rumors or decoding by non-recipient analysts. It could also be the case if the improvement in price accuracy of one firm leads to an improvement in the price accuracy of
other firms as well so that the selectively disclosing firm does not capture the full benefits
of engaging in the practice, but pays the full price through the discount in its price.
69. The SEC puts this argument forward in support of a ban on selective disclosure.
Proposing Release, supra note 5, at 72592.
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omy's aggregate amount of undiversifiable market risk who otherwise, for an adequate premium, would be willing to do so. Narrower participation also reduces liquidity. Both effects result in
higher costs of capital. This problem, if real, might require regulation because the selective disclosure of one issuer, by adding to the
perception that the market as a whole is unfair, hurts other firms
as well.
4.

Selective Disclosure is Inefficient because it Decreases Price
Accuracy

The last possibility to be considered is that selective disclosure is
inefficient because it decreases price accuracy and thus would involve not only the opportunity costs of the additional resources
drawn into the businesses of stock analysis and investment fund
gathering, but also harm to the functioning of the real economy.
The SEC argues, for example, that if selective disclosure is allowed, a corrupting game can go on between corporate managers
and analysts whereby an issuer's managers dole out information
selectively to curry favor with analysts and analysts condition their
willingness to follow the issuer's stock and to give the stock good
reviews on their receiving selective disclosure of material information.70 This game, the SEC claims, will lead to distorted analyst
recommendations.71 As evidence that this is going on, the SEC
10. Id.
71. Id. It should be noted that there is a strong counter to the SEC's distorted analysis
argument It may be that smaller issuers have to pay analysts with pieces of material nonpublic information in order for the analyst to find it economically worthwhile, given all the
failures associated with the market for information, to follow an issuer's stock. The deal
should not by itself lead to a decrease in price accuracy, at least longer term price accuracy. If it did, why would the issuer enter into the deal? The issuer has no need to simply
establish a conduit that permits some investors to find out material information ahead of
others. It would not be worth it for the issuer to pay the analyst with material non-public
information unless the analyst did something more than be such a conduit and that something, the counter argument would run, is to make credible recommendations to the public
based on analysis. The analyst's capacity to make credible recommendations depends on
not engaging in distortion.
On the other hand, recent press reports have been emphasizing the idea that analysts
can be corrupted in other ways. Specifically, there has been the suggestion that they make
positive recommendations in order to improve relations between the issuer being analyzed
and the investment banking arm of the firm for which the analyst works. See Gretchen
Morgenson, How Did So Many Get It So Wrong?, N.Y. nMES, Dec. 31, 2000, at 1. Thus
an analyst might also be corrupted into making overly positive recommendations in return
for selective disclosures that are used for their own trading accounts and those of their
most select clients. The question then would become, however, how damaging the distorted public recommendations are to price accuracy once their poor predictive record is
understood by the market
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cites studies showing that publicly announced "buy" recommendations way outnumber publicly announced "sell" recommendations,
as well as press reports containing anecdotes involving instances of
this kind of corruption.72 The SEC also argues that this game is
likely to lead to a delay in public dissemination of the selectively
disclosed information.73 In essence, the analyst corruption argument is that selective disclosure has no virtues to compensate for
its previously discussed social costs because it actually decreases,
not increases, share price accuracy.
B.

Implications for the Reach of Regulation FD

We have seen that fairness concerns do not constitute a sound
basis for imposing a ban on selective disclosure and so the fact that
selective disclosure by a foreign issuer listed in the United States
will leave some U.S. investors worse off ex post does not justify the
application of Regulation FD to such foreign issuers. What,
though, about efficiency considerations?
We have seen that there are plausible theoretical arguments
going both ways concerning whether selective disclosure is efficient or inefficient. These arguments potentially apply to foreign
72 Morgenson, supra note 71, at 1. It should be noted that this imbalance does not
necessarily show that selective disclosure reduces share price accuracy. To the extent that
a convention develops for analysts as a general matter to say more positive things about
issuers than negative ones, the market, in the inferences it draws from analyst recommendations, is certainly capable of correcting for this bias. Like the proposition that the market will discount in an unbiased way for the amount of selective disclosure going on, see
supra text accompanying note 59, this proposition is derived from models of rational expectations on the part of the active traders who actually set prices in the market, models
that have been given strong support by the empirical literature that has been the origin of
the efficient market hypothesis. For a considerably more extended discussion, see Fox,
Disclosure in a Globalizing Market, supra note 21, at 2533-39. The idea that any general
bias in analysts' recommendations will be discounted by the market gains support from
studies that show that issuer's earnings projections on average overshoot what actually
happens. David N. Dreman & Michael A. Berry, Analyst Forecasting Errors and Their
Implications for Security Analysis, FIN. ANALYSTS J., May-June 1995, at 30. Notwithstanding this bias in earnings projections, the abundance of evidence of market efficiency
suggests that share prices are unbiased.
73. Proposing Release, supra note 5, at 72592. It is possible that such a deal would delay
an announcement of material information and in this sense harm share price accuracy.
The delay, however, would presumably be a very short one. The likely result of the deal is
an occasional short-lived decrease in price accuracy but, to the extent that the analyst
really provides insight, an improvement in price accuracy most of the time. If the analyst
really does provide insight, the tradeoff is almost certainly worthwhile. Having share
prices react immediately to the best existing information is simply not essential to the efficiency promoting mechanisms in the real economy that are enhanced by share price accuracy. It is more important that more good information be brought to bear in a reasonably
timely fashion than that less good information be brought to bear in a very timely fashion.
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as well as to U.S. issuers. Thus, policymaking is needed. If selective disclosure by foreign issuers is inefficient, policymakers should
ban it; if selective disclosure is efficient, policymakers should not
ban it. The question is which policymakers, U.S. or foreign, should
be making this decision? I show below that the benefits from the
right decision and the harm from the wrong decision as to whether
to ban selective disclosure by foreign issuers will not be felt significantly by U.S. investors, even in the case of foreign issuers listed in
the United States. Rather, for these issuers, the impact of whether
or not they engage in selective disclosure will be felt primarily by
residents of the issuer's home country. Thus, their political representatives should be making the decision. Moreover, as is considered in more detail in Part V, the particular costs and benefits associated with foreign issuer selective disclosure are likely to be
different than those associated with U.S. issuer selective disclosure. Therefore, foreign officials are not only more responsible
politically to the persons most affected by the decision than U.S.
officials, they are more familiar with the costs and benefits involved and hence more likely to assess them accurately.
C.

The Incidence of Benefits and Costs: The General Case

With regard to all of the possibilities considered above, except
the one involving market confidence, the efficiency or inefficiency
of selective disclosure depends simply on whether or not it enhances share price accuracy and, if it does, whether the gains from
the resulting improvement in the functioning of the real economy
outweigh the opportunity costs of the additional resources drawn
into the businesses of stock analysis and investment fund gathering. The question, therefore, of who enjoys the benefits of a correct decision on whether to ban selective disclosure, and the harm
of an incorrect decision is a question of who will ultimately experience the gains (or losses) associated with selective disclosure's effect on price accuracy and who will ultimately bear the costs of the
resources consumed. The answer is the residents of the country in
which the issuer has its economic center of gravity as a firm.
In an efficient market, an issuer's share price takes into account
the effect of the issuer's particular selective disclosure practices on
its future expected cash flow. At the same time, because globalization makes capital relatively mobile internationally, competitive
forces push capital toward receiving a single global expected rate
of return (adjusted for risk). Thus, investors in all the world's issuers tend to get the same risk-adjusted expected return even
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though selective disclosure practices may vary widely from one
country to the next. The higher real returns that result from the
right decision being made concerning whether or not a country's
issuers should be allowed to engage in selective disclosure go to
the suppliers of the issuers' less mobile factors of production.
These are the issuers' entrepreneurs, who will get higher prices
when they sell shares in the firms they founded 74 and their labor,
who are likely to enjoy higher wages in an economy where capital
is allocated and used efficiently. Thus, the persons in the world
who primarily benefit from higher real returns when the right decision is made concerning whether a country's issuers should be allowed to engage in selective disclosure are the country's entrepreneurial talent and labor, who are residents of the country75-not
the investors in these issuers. 76
74. The better capital allocation and reduced agency costs of management that accompany a country's issuers having more accurate share prices will increase the expected cash
flows of a country's issuers and hence improve the price at which its entrepreneurs can sell
their shares. At the same time, the expected special gains to recipients of selective disclosure-the price that is paid to bring additional resources into the analysis and funds gathering businesses-represent a measure of the disadvantageous trades that outsider shareholders can expect to suffer. The discount for these expectations will depress the price at
which their entrepreneurs can sell their shares.
75. Despite the increasing prominence of the truly multinational corporation, such as
Daimler Chrysler or BP Amoco, most economic production is still undertaken by firms
with a clear national center of gravity. For such a firm, there is one country that is the location of its headquarters and of its greatest concentration of physical capital and employees and the place of residence of its entrepreneurs at the time of its founding. In 1990,
profits from foreign operations of U.S. corporations amounted to only about one-sixth of
all corporate profits. See SURV. CURRENT BUS., Dec. 1992, at 14 (NIPA Table 6.16c). In
1989, overseas assets of even U.S. corporations designated as "multinational" were only
about one-fifth of their total assets. See Jeffrey Lowe & Raymond Mataloni, Jr., U.S. Direct Investment Abroad: 1989 Benchmark Survey Results, SURV. CURRENT Bus., Oct.
1991, at 29 (data from Table 1).
76. If a country's issuers represent only a small portion of all equities available to investors in the world, investors would share in none of these gains. The country would be
analogous to a single small firm in a perfectly competitive industry. Such a firm's level of
production has no effect on price. Following this analogy, what the country produces is
investment opportunities-dollars of future expected cash flow-just like the small firm in
the analogy produces products. Increased share price accuracy induced positive effects on
managerial motivation and choice of real investment projects will increase the number of
dollars of future expected cash flow that the country's issuers have to sell. This benefits
the entrepreneurs who are selling the cash flow and labor who gain from the overall increase in the country's economic efficiency. See Fox, Disclosure in a Globa/izing Market,
supra note 21, at 2561. Because the country is like a small firm, however, the increase in
the amount supplied is not great enough to lower the price at which a dollar of future expected cash flow is sold. Thus there is no benefit to investors, the "buyers" of these dollars of expected future cash flow.
If a country's issuers represent a substantial portion of all equities available to investors in the world, as is the case with the United States, investors will share in some of these
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Let us apply this to our Frenchco example. Suppose Frenchco is
allowed to engage in selective disclosure and does so. Either selective disclosure increases or decreases share price accuracy. If it increases share price accuracy, either the resulting gains in the functioning of the real economy are greater than the cost of the
additional resources or they are not. But in any event, the persons
who will feel most of the effect will be residents of France-its entrepreneurs and labor. Despite the trading of Frenchco stock in
the United States, U.S. investors have very little stake in the matter since they will get the same risk-adjusted expected rate of return on investments in French stocks-the global rate-regardless
of whether French issuers follow the right course of selective disclosure or not.77
D. The Incidence of Benefits and Costs: Market Confidence
We have seen that it is also possible that selective disclosure is
inefficient because, even if it increases issuer share price accuracy
gains. An increased share price accuracy induced increase in the number of dollars of future expected cash flow that the country's issuers have to offer would be great enough to
lower the price at which a dollar of future expected cash flow is sold, at least slightly. Thus
investors would gain from the improvement This does not form a strong basis for the
U.S. regulating the selective disclosure behavior of another country since the benefits are
enjoyed to the same extent by foreign investors and U.S. investors alike, and foreign investors own almost two-thirds of all the shares of publicly traded issuers in the world. See Fox.
Disclosure in a Globalizing Market, supra note 21, at 2525 n. 51.
77. To the extent that globalization has not yet proceeded far enough to fully result in a
single global risk adjusted expected rate of return on capital, the remaining market segmentation simply reinforces the point that the gains from a country's issuers following the
right course in terms of selective disclosure will be concentrated at home. A country
whose issuers follow the right course will have capital utilizing enterprises that produce
higher returns. If the single rate assumption is correct, the gains from following the right
course will primarily be enjoyed by the Jess mobile claimants on these returns, domestic
entrepreneurs and labor, not by the suppliers of capital, who, wherever in the world they
live, will at best enjoy a slight increase in the overall global expected return on capital. See
supra text accompanying note 76. If the assumption is incorrect, the reason would be that
each country's investors still have a degree of bias against issuers from other countries. In
that event, French investors, for example, might share disproportionately in the gains from
more French issuers following the right course. The bias of non-French investors in favor
of their own country's issues and hence against French issuers would mean that the increase in the number of expected dollars of future cash flow resulting from the increase in
the number of French issuers following the right course would be offered to a somewhat
restricted market and push the price for them down more for French investors than for
other investors. To the extent that a French issuer has French shareholders, the fact that
French investors will share disproportionately in the gains from more French issuers following the right course simply creates an additional French interest in the its issuers following the right course. The same would be true of each other country's investors, including U.S. investors, with respect to the behavior of their issuers.
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and the gains from the resulting improvement in the functioning of
the real economy are greater than the opportunity costs of the additional resources drawn into analysis and fund gathering, this net
gain is not enough to outweigh the increased issuer cost of capital
resulting from reduced investor confidence. If U.S. officials determine that selective disclosure does seriously hurt investor confidence, what should be done about foreign issuers listed on
NASDAQ or a U.S. exchange? Suppose for example that France
does not have such a ban and Frenchco regularly engages in selective disclosure. Should the U.S. ban reach Frenchco?
Again, the answer is no. If U.S. issuers do not engage in selective disclosure but French issuers do, it is very unlikely that investors are so undiscriminating that the perception of unfairness
would spill over from French to U.S. issuers and result in investors
dropping out of the market for U.S. equities. Indeed, fear of unfairness abroad is probably a significant reason that U.S. investors
continue to show a home bias for U.S. issuers despite the diversification advantages of investing more of their portfolios in foreign
stocks.78 Consequently, there is little reason to be concerned that
exempting French issuers listed in the United States from the ban
will raise the cost of capital for U.S. issuers.
Thus, the only reason for the United States to even consider applying its ban to French issuers would be if U.S. residents would be
hurt by French issuers having a higher cost of capital. This, too, is
unlikely, at least in ways that would merit U.S. regulation. Higher
capital costs harm the entrepreneurs of a new issuer and the existing shareholders of an established issuer. They will also generally
hurt the suppliers of the issuer's other factors of production. For
an issuer from France, its entrepreneur is likely to be French as
will be most of the suppliers of its other factors of production.
Frenchco, as an issuer listed in the United States, will have U.S.
shareholders. If ending the French issuer practice of selective disclosure would in fact lower Frenchco's cost of capital, its U.S.
shareholders would benefit. These U.S. shareholders, however,
would also benefit from the correction of what appears to Americans to be a suboptimal provision in French corporate law, if indeed the provision really is suboptimal. In each case, the U.S.
shareholders purchase their shares knowing of the apparent problem. In each case, the share price was discounted to reflect the extent to which the market believes the practice or provision really is
78. See Fox, Disclosure in a Globalizing Market, supra note 21, at 2523-25.
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a problem and expects the problem to continue. And in each case,
French authorities have both greater incentives and greater e:x-pertise than U.S. authorities to determine whether or not there really
is a problem.79 They, therefore, would have a better sense than
U.S. authorities of how much, if at all, selective disclosure by
French corporations raises their cost of capital and how that compares with any gains from any increase in share price accuracy that
the practice induces. And as we saw above, the gains from price
accuracy will be concentrated among French residents as well.

E.

The Question of Investor Protection if Selective Disclosures
Decreases Price Accuracy
If selective disclosure actually lowers share price accuracy and

foreign issuers engage in the practice, are U.S. investors in the
shares of these issuers in some way directly harmed by the less accurate prices? The answer again is not in any way that calls for
U.S. protection.
Price accuracy is not something needed to protect investors
against either unfair prices or risk. Consider first unfair prices.
Under the efficient market hypothesis, securities prices are unbiased, regardless of their degree of accuracy. In other words, share
prices will on average equal the actual value of the shares involved
whether share prices tend to be highly accurate or highly inaccurate. Thus, greater share price accuracy is not necessary to protect
investors from buying their shares at prices that are, on average,
unfair, i.e., greater than their actual values.60 Now consider risk.
With less price accuracy, prices, while unbiased, are more likely to
be significantly off one way or the other from the share's actual
value. For an investor with a less than fully diversified portfolio,
greater share price inaccuracy can make the portfolio more risky.
More accurate prices would, to some extent, protect such an investor by reducing this risk. The investor, however, can protect herself much more effectively by simply diversifying more, a strategy

79. In the case of the corporate law provision, this perspective is compatible with the
"internal affairs" doctrine in choice of law to the extent that issuers tend to choose their
own country as their jurisdiction of incorporation. This doctrine directs courts generally to
apply the law of a corporation's jurisdiction of incorporation in deciding corporate law
disputes. EUGENE F. SCOLES & PETER HAY, CONFLICT OF LAWS §§ 23.2, 23.5 at 913, 920
(2d. ed., 1992).
80. See Fox, Disclosure in a Globalizing Market, supra note 21, at 2533-39 (further
elaboration of this point).
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that avoids the social and diplomatic costs of trying to regulate the
selective disclosure of foreign issuers.81
V.

THE IMPLICATIONS FOR THE SEC OFNOTEXTENDINGFD TO
FOREIGN ISSUERS

The foregoing discussion establishes that the SEC decision not
to extend Regulation FD to foreign issuers listed in the United
States is correct and should be made permanent. One reason for
reaching this conclusion is that fairness, which, if it were a valid
justification for the ban, would call for applying it to U.S. listed
foreign issuers, is in fact not a valid justification for the ban. A second is that efficiency justifications for the ban do not call for applying it to foreign issuers.
This conclusion puts the SEC in an uncomfortable position. If,
as the SEC claims, the primary purpose of Regulation FD is to
provide "fundamental fairness to all investors,"82 it appears hard to
justify an ultimate decision to omit from the regulation's protection U.S. investors in the approximately 850 foreign issuers listed
on the New York Stock Exchange (NYSE), the American Stock
Exchange or NASDAQ, a group that includes firms with some of
the largest capitalizations in the world, such as Nortel Networks
and Nokia.83 On the other hand, extending the ban to these issuers
would be very difficult. For many of them, it could involve a U.S.imposed, major, unwanted change in their basic procedures of corporate governance. These procedures tend to give a much larger
role to, and hence involve more non-public communication with,
certain major shareholders, and a much smaller role to corporate
governance mechanisms that depend on share price accuracy. 84
81. See id. at 2540-46. In portfolio theory terms, the decrease in price accuracy resulting from selective disclosure represents an increase in firm specific or "unsystematic" risk.
Firm specific risk can be completely eliminated by sufficient diversification.
82. Proposing Release, supra note 5, at 72592.
83. The 1999 NASD Annual Report, supra note 6, at 200; The New York Stock Exchange 1999 Fact Book, supra note 6, at 64.
84. Comparative corporate governance has become an important subject for legal and
financial scholars in recent years and the resulting studies show significant contrasts
among countries in both the internal decision structures and external environments relating to corporate governance. See, e.g., Mark J. Roe, STRONG MANAGERS, WEAK
OWNERS: THE POLmCAL ROOTS OF AMERICAN CORPORATE FINANCE (1994); Bernard
S. Black & John C. Coffee, Jr. Hail Britannia? Institutional Investor Behavior Under Limited Regulation, 92 MICH. L. REV. 1997 (1994). These contrasts suggest differences in the
extent to which public disclosure is needed to help align managerial and shareholder interests and assure the best choice of real investment projects. A comparison between
countries with "market centered" systems of corporate governance, such as the United
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These difficulties in fact suggest that the results of a cost/benefit
efficiency analysis of imposing a selective disclosure ban on foreign
issuers might be substantially different from the results of one relating to U.S. issuers. Moreover, for the far larger number of foreign issuers that are not yet listed in the United States, the prospect of having to undergo such a change in procedures would form
a major deterrent to a U.S. listing in the future.
Thus, the SEC must have realized that to include U.S. listed foreign issuers within the selective disclosure ban would have faced
major challenges. While the SEC gave no reason for ultimately
deciding not to include foreign issuers at least for now, it probably
faced sufficient domestic political pressures from U.S. market professionals and foreign diplomatic resistance to persuade it that exempting foreign issuers was the more practical course of action.85
It will be awkward for the SEC to have to justify the foreign issuer exemption on the basis of such practicalities when its primary
argument for the ban on selective disclosure is fundamental fair-

States, the United Kingdom and Canada, and countries with "bank centered" corporate
governance systems, such as Japan and Germany, shows that voting power in the market
centered economies is less concentrated and institutional investors are less inclined, separately or together, to exercise their voting power to influence corporate decisions.
Debt/equity ratios are lower and there is more use of publicly offered equity as a source of
finance. Hostile tender offers are more frequent, as are solicitations of public shareholders in proxy fights. In contrast, in bank centered systems, institutional investors own or
are empowered to vote a substantial portion of each issuer's shares and play a larger role
both in monitoring managerial behavior and in supplying finance, mostly debt For a more
detailed discussion of these points and citations to the relevant literature, see Merritt B.
Fox, Required Disclosure and Corporate Governance, 62 LAW & CONTEMP. PROBS. 113,
125-26 (1999).
These contrasts suggest that a higher level of issuer public disclosure is needed for
market centered systems of corporate governance than for bank centered ones. Whatever
are the weaknesses of the bank centered system, one of its strengths is that corporate governance can be achieved primarily through communications just to the bank, without the
loss of confidentiality that public disclosure involves. Id. The choice of mandatory disclosure levels by these different countries conforms with this prediction. The U.S. and Canada require the most, Germany and Japan the least, \vith the U.K. somewhere in between.
Id at 113, n.1. Applying Regulation FD to issuers from bank centered countries might well
require these issuers to make public disclosure of what is currently disclosed only to the
bank and hence rob these countries of one of the advantages of the system of corporate
governance that they have chosen.
85. See comment letters received from Cleary, Gottlieb, Steen & Hamilton; John B.
Hoffmann on behalf of Salomon Smith Barney; the Ad Hoc Working Group on Proposed
Regulation FD and the Legal Compliance Division of the Securities Industry Association;
the New York Stock Exchange; and Pricewaterhouse Coopers LLP. Each strongly opposes applying Regulation FD to foreign private issuers, noting that such application
would reverse accommodations made to foreign private issuers in the past and could deter
foreign companies from entering U.S. markets.
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ness. Abandoning this fundamental fairness argument in favor of
the efficiency-based arguments discussed above would solve this
problem, but doing so would in some important areas significantly
diminish the force of the fairness-based investor protection arguments invoked by the SEC and the courts. In my view, this would
be a healthy development. Fairness-based investor protection
concerns appropriately play an important role in shaping many areas of securities regulation, but in other areas-the regulation of
selective disclosure being just one-efficiency concerns should be
the dominant guide.86
Some of the areas where efficiency should predominate are
fairly close to the problem ~t hand. The SEC, for example, uses
fairness-based investor protection and market protection arguments to justify requiring all foreign issuers listed in the United

86. There has been a growing recognition over the last fifteen years of the importance
of economic efficiency as a goal for disclosure regulation. With regard to mandatory disclosure, for example, Professor Coffee, states: "This focus on fairness, rather than efficiency, is not surprising because proponents of a mandatory disclosure system have historically stressed the former over the latter. Nonetheless, the strongest arguments for a
mandatory disclosure system may be efficiency-based." John C. Coffee, Jr., Market Failure and the Economic Case for a Mandatory Disclosure System, 70 VA. L. REV. 717, 751
(1984). See also Steven A. Ross, Disclosure Regulation in Financial Markets: Implications
of Modern Finance Theory and Signaling Theory, in ISSUES IN FINANCIAL REGULATION
177, 191 (Franklin Edwards ed., 1979). The growing importance of efficiency is also illustrated by the recent enactment in the United States of The National Securities Market
Improvement Act of 1996, Pub. L. No. 104-290, 110 Stat. 3416 (to be codified as amended
in scattered sections of 15 U.S.C.), which amended the Securities Act of 1933 to add Section 2(b) providing that:
Whenever pursuant to this title the Commission is engaged in rulemaking and is
required to consider or determine whether an action is necessary or appropriate
in the public interest, the Commission shall also consider, in addition to the protection of investors, whether the action will promote efficiency, competition, and
capital formation.
15 U.S.C.A. §77b(b) (emphasis added). The 1996 Act made an essentially identical
amendment to the Securities Exchange Act of 1934 by the addition of Section 3(f). See 15
U.S.C.A. §78c(f).
For other perspectives on the efficiency-enhancing features of securities disclosure,
see Marcel Kahan, supra note 21, at 1006; Edmund W. Kitch, The Theory and Practice of
Securities Disclosure, 61 BROOK. L. REV. 763 (1995) (arguing that while regulators chase
the goal of enhancing price accuracy, the laws enacted under this banner actually work to
reduce the flow of information relevant to accurate pricing of securities); Paul G. Mahoney, Mandatory Disclosure as a Solution to Agency Problems, 62 U. CHI. L. REV. 1047
(1995) (arguing that the goal of disclosure should be focused on and limited to helping investors uncover breaches of contractual or fiduciary obligations); Lynn A. Stout, The
Unimportance of Being Efficient: An Economic Analysis of Stock Market Pricing and Securities Regulation, 87 MICH. L. REV. 613 (1988) (disputing the premise that an efficient
market is able to monitor or structure the allocation of scarce resources in the economy).
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States to provide Exchange Act periodic disclosure.87 The analysis
above arguing for a foreign issuer exemption to Regulation FD argues just as strongly for a foreign issuers exemption from U.S. periodic disclosure requirements as well.88 This would be a huge
change that would likely increase the number of foreign issuer
listings in the United States enormously, but one that is unthinkable as long as the SEC clings to its fairness-based investor and
market protection justifications for mandatory disclosure. Another
example involves insider trading. The SEC and the courts would
almost certainly take the position that a U.S. citizen and resident
who is an insider of a foreign issuer listed on both the NYSE and
the Paris Bourse would violate Rule lOb-5 if she purchased on the
NYSE a share of the issuer based on material inside information.
At the same time, they would take the position that a French citizen and resident who is also an insider of the same issuer would
not violate Rule lOb-5 if he purchased on the Bourse a share of the
issuer based on the same material inside information. The analysis
above arguing for a foreign issuer exemption to Regulation FD
would strongly suggest that the two transactions are identical in
terms of their impacts and that the U.S. should not impose its Rule
lOb-5 ban on insider trading on either person.89
Another matter, farther away from the subject at hand, concerns
the civil liability of an issuer that with scienter makes a materially
false or misleading statement at a time when neither the issuer nor
its insiders are trading in its shares. Under the Supreme Court's
"fraud on the market" decision in Basic v. Levinson, every person
who, in the case of a falsely positive statement, purchases shares of
the issuer during the period that the price is inflated by the statement has, ,vithout needing to show reliance on the false statement,
a Rule lOb-5 implied cause of action against the issuer for damages
in an amount equal to the price inflation times the number of
shares.90
The underlying logic of the fraud on the market doctrine is that
the purchasers have been made unfairly worse off by the false
87. See Merritt B. Fox, Political Economy, supra note 5, at 705-17.
88. I have worked out this argument in more detail elsewhere. See id. at 717-57. See
also Edward F. Greene et al., Hegemony or Deference: U.S. Disclosure Requirements in
the International Capital Markets, 50 Bus. LAW. 413 (1995); Franklin R. Edwards, Listing
Foreign Securities on U.S. Exchanges, 5 J. APPLIED CORP. FIN. 28 (1993).
89. Again, I have worked out this position in more detail elsewhere. See Fox. Insider
Trading, supra note 59. If French law effectively prohibited insider trading. it would, of
course, be appropriate for U.S. officials to assist in its enforcement in the United States.
90. 485 U.S. 224, 247 (1988).
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statement and thus deserve compensation. An ex ante analysis
would show this not to be the case, however. When the issuer and
its insiders are not themselves trading in its shares, buyers and
sellers in the secondary market, in terms of the prices that they
pay, are no better off on an expected basis with a corporation that
never makes a false statement than with one that does make one
from time to time. This is because the overall effect of a false
statement on investors trading in the secondary market is a zerosum game. There are winners as well as losers and the winners'
winnings just equal the losers' losses. Each winner and loser is in
that position by reason of chance and is just as likely to be in the
opposite position as the result of false statements by other issuers.
For the typical diversified investor, and even for the nondiversified investor who buys and sells different stocks over time,
her aggregate experience with false statement-making issuers is
likely to be a wash.
An efficiency analysis of this problem would instead focus on
the effects of false statement making on the mechanisms that help
reduce the issuer's agency costs of management (share price based
and others) and on the liquidity of the issuer's shares, and hence
cost of capital. Thus, the corporation is the party hurt by its officials making the false statement, just as it is by a director or officer's breach of a fiduciary duty. The persons ultimately damaged
by the false statement are consequently the current shareholders
of the corporation, not the persons who purchased at an inflated
price. If one assesses the problem of issuer false statements from
this perspective, it is much less likely that one will conclude that
the appropriate remedy is granting the purchasers a cause of action for damages rather than some kind of sanction aimed at the
officials responsible for the statement.
VI. USING THE FOREIGN ISSUER EXEMPTION TO TEST THE
DESIRABILITY OF FD
The SEC's choice to exempt foreign issuers is not only sound as
a matter of appropriate jurisdictional reach, it serendipitously creates the basis for a natural experiment to test whether Regulation
FD in fact enhances the amount of meaningful information disclosed by domestic U.S. issuers, and hence increases their share
price accuracy. If it does, a strong case can be made for maintaining Regulation FD since selective disclosure would then appear to
draw scarce resources into the financial industry and yet actually
harm the functioning of the economy by decreasing share price ac-
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curacy. On the other hand, if the ban decreases the amount of information meaningfully disclosed by U.S. firms, then the case for
the ban would be weaker.91 As we have seen, there are theoretical
arguments cutting both ways on this matter, some suggesting it will
enhance total disclosure and others suggesting the opposite. Thus,
the question is ultimately an empirical one.
Recent developments in empirical financial economics suggest a
way of testing this question, a test I intend to run as data become
available after the Regulation's first year or two. The potential
test arises from three sets of results that come from a series of
studies.
The first set of results concerns the extent to which share prices
in an economy move synchronously, measured by a factor called
R 2•92 R2 has been shown to vary considerably across the economies
of the world. In particular, it is high in emerging country economies relative to developed economies. And among developed
economies, it is higher in countries that indexes suggest provide
less protection to outside investors. Within the U.S. economy, R 2
varies also considerably from one industry to another. It has also
decreased significantly over the 20th century, particularly after
World War IT. All of these results are independent of the size of
the market, the number of issuers trading, and, most importantly,
the extent to which issuer earnings are correlated. The ability to
rule out these confounding explanations suggests that these differences in R2 across countries, industries and time are due to differences in the extent to which information is impounded in individual share· prices and hence the accuracy of share prices as a
predictor of future cash flows to shareholders. This conclusion is
reinforced by the fact that, at least in international comparisons,
synchronicity in stock returns correlates with a lack of property
rights protection, which will presumably discourage informed risk
arbitrage.
91. This result would be consistent with both the possibility that selective disclosure is
efficient and with the possibility that it is inefficienL This is because, even if selective disclosure increases issuer share price accuracy, the gains from the resulting improvement in
the functioning of the real economy may, due to some market failure or the effect of selective disclosure on investor confidence in the market. be less than the opportunity costs of
the additional resources drawn into the businesses of stock analysis and investment fund
gathering combined with any increase in issuer cost of capital due to decreased confidence.
See supra Part IV-A.
92. See Randall Morck et al., The Information Content of Stock MarkelS: Why Do
Emerging Markets Have Synchronous Stock Price MovemenlS? 58 J. FIN. ECON. 215
(2000).
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The second set of results concerns the relationship of R 2 and
measures of the efficiency of capital allocation. Both across countries93 and across industries within the United States,94 R 2 has been
shown to correlate negatively both with the availability of external
finance and measures of the efficiency in corporate investment.
More specifically, one measure of investment efficiency is the
marginal changes in Tobin's Q (the ratio of market value to the
replacement value of its tangible assets) relative to changes in investment. In a tax-free world, the optimal level of this measure is
one. A value greater than one suggests that positive NPV projects
are being missed. A value less than one suggests that negative
NPV projects are being implemented. This result holds whether
firms engage in extensive external finance or not.
The third set of results concerns the relationship of R 2 to the extent to which price reflects future versus current earnings. Going
back in time and regressing then current stock price on then current and future earnings shows that future earnings explain the of
share price more with low R 2 firms than with high R2 firms. 95
Thus, the third set of results shows that low R 2 firms indeed have
more accurate share prices, as suggested by the first set of results.
The second set of results, which show the negative relationship between R 2 and the efficiency of capital allocation, also therefore
suggests the relationship between share price accuracy and capital
allocation. This means that concerns about the effects of share
price accuracy on the real economy should, as was done above,
play an important role in determining whether Regulation FD is
desirable and in ascertaining its proper jurisdictional reach.
Regulation FD was implemented on October 24, 2000. Before
that date, both domestic and foreign issuers were able to engage in
selective disclosure. After that date, U.S. issuers were not and foreign issuers continued to be. After a year or two of data are available, I intend to use the methodologies discussed above to examine the change. Specifically, did the imposition of Regulation FD
on domestic U.S. issuers increase or decrease their R 2 , did their R 2
increase or decrease relative to the R 2 of foreign issuers, and was
the change in the ratio significant compared to annual changes in
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the ratio prior to October 2000? With a greater number of years
of data, similar comparisons can be made with regard to the extent
to which future as opposed to current earnings determine share
pnce.
CONCLUSION

The SEC decision not to extend Regulation FD to foreign issuers listed in the United States is correct and should be made permanent. I reach this conclusion notwithstanding the fact that selective disclosure by such issuers is likely to leave the recipients of
the advice better off and a significant number of U.S. investors
disadvantaged. If it were proper to label these transfers of wealth
"unfair," there would be a strong case for applying FD to foreign
issuers. But these transfers are not unfair because the possibility of
selective disclosure was known at the time that the investors suffering the losses made their purchases and the price they paid reflected an appropriate discount for this risk.
Selective disclosure has a number of effects that raise efficiency
concerns as well, however. There are plausible theoretical arguments going both ways concerning whether selective disclosure is
efficient or not, and hence whether a ban would enhance or diminish welfare. Even if a large portion of the shareholders of a
foreign issuer are U.S. residents, however, these welfare effects of
banning selective disclosure will be felt primarily by residents of
the issuer's home country, where it has its economic center of
gravity as a firm. Thus, it should be officials of the issuer's home
country, not U.S. officials, who should make the decision as to
whether the issuer should be banned from engaging in selective
disclosure. This conclusion again rests on the fact that an issuer's
share price takes into account the effect of the issuer's particular
selective disclosure practices on its future expected cash flow.
Globalization makes capital relatively mobile internationally and
so competitive forces push capital toward receiving a single global
expected rate of return (adjusted for risk). Therefore, investors in
all the world's issuers tend to get the same risk-adjusted expected
return. The higher returns that accompany a country's issuers following the right course on selective disclosure go to the suppliers
of the issuers' less mobile factors of production-entrepreneurs
and labor-who tend to reside in the issuer's home country.
The SEC decision not to extend Regulation FD to foreign issuers, while correct, is inconsistent with its fairness justification for
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imposing the ban on U.S. issuers. It is consistent, however, with
the efficiency justifications for imposing the ban on U.S. issuers.
Fairness-based investor protection concerns appropriately play an
important role in shaping many areas of securities regulation. But
regulation of selective disclosure is a good example of one area
where efficiency concerns should be the dominant guide. Other
areas that can be analyzed in a similar fashion include mandatory
disclosure, insider trading regulation and civil liability against corporations that make false statements but do not trade. The inconsistency of the foreign issuer exemption with the fairness justification and consistency with the efficiency justification will, in these
other important areas of securities regulation, significantly diminish the force of the fairness-based investor protection arguments
invoked by the SEC and the courts. Thus globalization, by forcing
us to make choices about the reach of our regulatory scheme, will
serve to sharpen our thoughts about its purposes.

