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The ‘guilty’ verdict against Raj Rajaratnam on charges of insider trading raises many questions, and particularly for Indians. Why should someone running a $7 billion hedge fund (at its peak in 2008), personally worth $1.8 billion, risk his reputation and wealth for a gain of less than $70 million? He is said to have built a circle of mainly South Asians in high positions in businesses to give him inside information, not always for money. Why did these people, who were among the first Indians to break through the American glass ceiling, risk their success for the friendship of a persuasive conman? What is the state of such insider trading in India, and how are we dealing with it?

I recall the iconic first Indian chairman of Hindustan Lever, Prakash Tandon, telling his shareholders that he owned no Lever shares. He could not profit from dealing in shares of his company, using information he was privy to as chairman that would make or mar its results and its share values. Few chief executives today would be like Tandon and hopefully, many would not use their inside knowledge for personal profit.

There are some studies and a widespread opinion to prove that insider trading is rampant in India. Regulation 7(1), 7(1A) and 7 (3) of the Securities and Exchange Board of India (Substantial Acquisition of Shares and Takeover) Regulation, 1997, and Regulation 3 of the Sebi (Prohibition of Insider Trading), 1992, require identified shareholders to make a disclosure to the relevant stock exchanges within two days of either acquiring the qualifying shares or if there is any material change in their shareholding.

This data is posted on the websites of the relevant exchanges and aggregated. Between April 1, 2002 and March 31, 2007, abnormal returns for the full sample (in one study) are statistically significant as early as eight days prior to the transaction date. Abnormal returns ahead of sell transactions by promoters are statistically significant at the 1 per cent level, as early as nine days prior to the transaction, whereas abnormal returns ahead of buy transactions are statistically insignificant. Buy transactions are therefore possibly influenced by inside information.

But some thoughtful people ask, so what if there is insider trading? There are many insiders within companies and many others who deal with them who have information before others. Some might be quietly using the information for personal profit. It is difficult to identify and prove. Useful information can also be gathered by deep research and analysis and may not be different from inside information. Market fundamentals are not the only market movers for successful investors. When there are so many insiders with information, it is perverse to imagine that some would not use their knowledge. Hence it is impossible for all to have equal information in a stock market. Fairness is unattainable. Indeed, it is technology, more than government regulations, that has ensured an efficiently operating securities market. Finally, even if everyone had equal access to information, they would not all use the information similarly. Different people will analyse it differently and form different opinions.

The public view is that unless insider trading is banned, treated as a criminal activity, thoroughly and speedily investigated by forensic financial experts, prosecuted and severely punished, it will shake confidence in the market. It puts off investors, and deters large and relatively risk-averse foreign investors (mutual funds, pension funds, and so on).

Clearly, regulations must be implementable. The definition of ‘insider’ makes many employees insiders. An insider is: any person who is or was connected with the company or is deemed to have been connected with the company, and who is reasonably expected to have access, or connection, to unpublished price-sensitive information in respect of the securities of a company, or who has received, or has had access to, such unpublished price-sensitive information.

The regulations define a ‘connected person’ as any person who (i) is a director of a company, as defined in clause 13 of section 2 of the Companies Act, 1956 (1 of 1956), or is deemed to be a director of that company by virtue of sub-clause 10 of section 307 of that Act or (ii) occupies the position as an officer or is an employee of the company or holds a position involving a professional or business relationship between himself and the company, whether temporary or permanent, and who may reasonably be expected to have access to unpublished price-sensitive information in relation to that company. They and their relatives are subject to rules on when they can buy and sell their company’s shares. In India, this is easily violated.

‘Price-sensitive information’ is defined as any information which relates directly or indirectly to the company and which, if published, is likely to materially affect the price of the securities of the company. It is the privileged and prior access to such information that is insider information. Many employees and others have it. Yet there are very few examples of insider trading in India that have been speedily investigated, prosecuted, and upheld by the appellate tribunal on appeal after years.

There must be contracts about passing on, or trading in, information available to employees and others who get access to a company’s price-sensitive information during their work. Episodes like the alleged passing on of inside information by Rajat Gupta from company boards he was on to Rajaratnam must be on the list of offences to be punished severely. For this, there must be investigative bodies with expertise, funds and powers to tap telephones, the internet, mails, and so on.

As to why Rajaratnam and his ilk broke the rules on insider trading in the United States of America, where the investigator does have such expertise and powers, greed is only a partial answer. There is the drive to win, to be better than others; hubris, the belief that they are above the rules that others abide by; and that they are smart enough not to get caught. Hiring the best lawyers, other professionals, former regulators, creating a maze of reporting layers and structures, persuaded the law breakers that they could shield their direct involvement from legal scrutiny. India’s poor financial investigation system, lack of expertise, lack of powers, weak penalties, a slow and creaking judicial system, ensure that very few cases are exposed in the country. With Sebi’s modest penalties often being overruled by the securities appellate tribunal, we have a toothless regulator for insider trading. We might as well not have it for the purpose.

Insider trading done through front entities is difficult to prove since the evidence can be circumstantial. But the US Securities and Exchange Commission had recorded conversations of the conspirators in the Galleon case, and the jury says it was convinced because of this. Also, Sec has greater powers than Sebi, it is staffed much better, and has large budgets, with government support in prosecution. In India, corruption and incompetence make for poor investigation, and political and other high-level interference as well as court delays hold up prosecution and verdicts.

Estimates of insider trading in India are difficult. Prosecutions are too few and the disincentive for offenders isn’t high enough. Regulations are needed that will demand a higher degree of reporting compliance from all participants and some significant prosecutions before incidents of insider trading are less rampant. In practice, Indian regulators are more concerned with market manipulation than with insider trading, which is why there are so few cases.
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