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A.INTRODUCTION

In recent years the law on market abuse in EU cmsnhas become predominantly
European-based, with EU directives being the predant source of the law. It is true
that many provisions of the Insider Dealing DireetB9/592/EE€can still be found
in the current European law, in particular in tharkét Abuse Directive 2003/6/EC.
However, there are also important differencestHing scope of the current European
law is wider because it not only covers insideridga(or insider trading)but also ad
hoc publicity and market manipulation. This is in line with imational develop-
ments because IOSCO’s recommendations also adalfef®ese topics.Secondly,
the European law has become “deeper”. Accordingatticle 6 of Directive
89/592/EEC Member States could adopt more stringenadditional provisions.
Now, however, the Market Abuse Directive followse thoncept of maximum har-
monisation, which means that Member States canigeaveither more lenient nor
stricter rules. Thirdly, the EU law on market abuse is a resulthe Lamfalussy-
model of law-makind. Thus, it consists of a multi-levelled and comprediee set of
provisions. At the first level, the Market Abuser@itive 2003/6/E& provides the
basic legal framework. At the second level, theeBiives 2003/124/EC, 2003/125/EC
and 2004/72/EC, and the Regulation (EC) No. 22T8Xpecify some technical de-

! Directive 89/592/EEC of the Council coordinatiregulations on insider dealing. On its history see
MG Warren,European securities regulatiofThe Hague, Kluwer, 2003) 143-150.

2 Directive 2003/6/EC of the European Parliament ahthe Council of 28 January 2003 on insider

dealing and market manipulation (market abuse).

% “Insider dealing” is the term more common in Ewptinsider trading” is more common in the US.

* Previously — but more limited — in Directive 20B4/EC of the European Parliament and the Council
of 28 May 2001 on the admission of securities ficiall stock exchange listing and on information to

be published on those securities, art 81.

® See International Organization of Securities Cossinins, Objectives and Principles of Securities
Regulation, 2003, No 4.2.1; Technical Committe¢hef International Organization of Securities Com-
missions, Investigating and Prosecuting Market alaition, 2000.

® Likewise other parts of EU securities law. Seerlrifies and M Gatti, “Is There a Uniform EU Se-

curities Law After the Financial Services ActionaR?P” (Working Paper 2007) 15-16, available at
http://ssrn.com/abstract=982282 accessed on 236can07.

’ See Directive 2003/6/EC, rec 4, 5 and art 17.

8 Seesupranote 2.



tails? At the third level, the Committee of European Siims Regulators (CESR)
publishes guidance on the common operation of ihecfive!° Finally, at level four,
the Commission ensures compliance with the Eurofzean

These developments point to the need to addressitba of law from a European
perspective. This article will outline the ratioraald basic structure of the European
rules. Because there is no European case law onethhemarket abuse regime some
hypothetical and real-world examples will be usedider explain the main content
and practical problems of the new law. First thigcker will analyse the three main
elements of the European market abuse regime, ganmsider dealing, ad-hoc-
publicity and market manipulation (B-D below). Safaently, the limits to these
provisions — including cross-border aspects — bélladdressed (E below). The final
part of the article will deal with enforcement issuin particular the extent to which

the law of the Member States remains importantg|Bv).

B. INSIDER DEALING

1. Rationale

The reason insider dealing is prohibited is onigfty mentioned in the Market Abuse
Directive. Recital 12 states that the prohibitiors@es the integrity of Community
financial markets and enhances investor confidémtieose markets. Recital 15 adds

° Commission Directive 2003/124/EC of 22 Decembd¥®inplementing Directive 2003/6/EC of the
European Parliament and of the Council as regéesléfinition and public disclosure of inside infor
mation and the definition of market manipulatiomnmnission Directive 2003/125/EC of 22 December
2003 implementing Directive 2003/6/EC of the Eurmpé&arliament and of the Council as regards the
fair presentation of investment recommendations theddisclosure of conflicts of interest; Directive
2004/72/EC of 29 April 2004 implementing Directi2@03/6/EC of the European Parliament and of
the Council as regards accepted market practicesyn@ission Regulation (EC) No 2273/2003 on
Market Abuse.

1% First set of CESR guidance and information ondbmmon operation of the Directive, May 2006,
CESR/04-505b; Consultation paper — Market Abusedive, Level 3 — second set of CESR guidance
and information on the common operation of the &ive to the market, November 2006, CESR/06-
562

1 http://ec.europa.eulinternal_market/company/igieiments/index_en.htm accessed on 23 October
2007.



that insider dealing “prevents full and proper netrkkansparency, which is a prereg-
uisite for trading for all economic actors in intaged financial markets”.

Yet, the harmfulness of insider dealing should spite its long histor*— not be
assumed. The counter-vighargues that allowing insiders to use their knogted
favourable for capital markets because the verytfeat they sell the shares in ques-
tion discloses secret information. Furthermore, ghssibility of insider dealing pro-
vides incentives to find out important informatidfor instance, it can motivate jour-
nalists to uncover corporate scandals. Finally, aleged harm that insider dealing
causes may not call for a statutory prohibitionthRa by requiring disclosure of in-
formation, it is possible to reduce the dangernsider dealing. Private contractual
prohibition is also possible. For instance, forediors of a company it is usually pro-
vided in their service contracts that they showttake advantage of the information
they know because of their privileged position.

The trend is, however, to prohibit insider dealinglaw. The alleged advantages
of insider dealing are discounted. It is argued thsider dealing does not lead to sub-
stantial disclosure because insiders will only érad much that it will not be discov-
ered. It is also doubted whether the admissibditinsider dealing would provide the
right incentives. For instance, a manager may hares of a competitor and then
manage his own company in a way that would betteditcompetitot? Further, one
can — as the recitals of the EU Market Abuse Divecthow — focus on the negative
impact that insider dealing has on the investorfidence in capital markets. This

harms companies because it makes corporate fimaomeexpensive’ An alternative

12 See alreadR v De Berenge(1814) 105 ER 36 (sale of Government securitiésr afising false
rumours that Napoleon was dead which lifted theepdf the securities); see also G Artdsapoleon
is dead in Russigl970).

13 DW cCarlton and DR Fischel, “The Regulation of thesi Trading” 35Stanford Law Review57
(1983). See also FH Easterbrook and DR Fischet Economic Structure of Corporate L&§@am-
bridge, Mass., Harvard University Press, 1991) @h $M Bainbridge, “Insider trading”, in B
Bouckaert and G De Geest, Gerrit (efsicyclopaedia of Law and Economigheltenham, Edward
Elgar, 2000) 777-84.

14 See Easterbrook and Fischalipran 13, 260.

' See, eg, DF Vagts, “Securities Regulation — Anoiction”, in A Conard (ed)nternational En-
cyclopaedia of Comparative La¥ tbingen, Mohr, 2000), Ch 10, para 20; IG MacNEile Law on
Financial Investmen{Oxford, Hart, 2005) 298-9; G Ferrarini, “The Epean Market Abuse Direc-
tive” (2004) 41Common Market Law Reviendl, 713-5; N Moloneyi=C Securities RegulatiofOx-
ford, OUP, 2002) 739-43. See also LN Beny, “Insifieading Laws and Stock Markets” 3burnal of



reasoning argues that there is breach of a fidycglationship. This is the approach
followed in the US™® This difference in reasoning also has a practinphct because

under EU law no breach of fiduciary relationshig babe shown.

2. Basic structure of the law

In all cases of insider dealing there has to belnsformation'’ There are four re-
quirements for this. First, the information habé&oprecise. Secondly, it has to be non-
public. Thirdly, it has to be market informatiomat is any information relating di-
rectly or indirectly to issuers or financial ingmments-® Fourthly, the information has
to be price sensitive, which means that if it wesade public the effect on the price of
the financial instrument would be significant.

Further, there has to be either trade or tippingd& means buying or selling, or
attempting to buy or sell, financial instrumentsddes not matter whether the insider
buys or sells them for his or her own account artfe account of a third party.
“Tipping” is also defined widely. On the one haitd;an be any disclosure of the in-
side information unless it is made in the normareise of employment, profession
or duties. This exception may, for instance, agplyhe situation in which managers
of a company ask external lawyers for advice. Gndther, there can be tipping if —
without disclosing the information — the insidecaemmends financial instruments to
another persof?

Finally, the Directive distinguishes between prignand secondary insiders. Pri-
mary insiders are, for instance, board membersctiirs and lawyers of a compdly.
Furthermore, in extension of the old Insider Deglirective, anyone who, by virtue
of his criminal activities, possesses inside infation is regarded as a primary in-

sider. This is an explicit response to the tertattacks of 11 September 2001 as re-

Corporation Law237 (2007) (empirical study which found that there significant relationship be-
tween insider trading laws and stock market peréoroe).

18 See, egDirks v SEC463 US 646 (1983); Easterbrook and Fischepran 13, 269-270.

7 Directive 2003/6/EC, arts 2-4 with art 1(1). Sésodirective 2003/124/EC, art 1 and CESR/06-562,
Part 1.

'8 Examples in CESR/06-562, paras 1.15, 1.16.

19 Directive 2003/6/EC, art 2(1).

%% Directive 2003/6/EC, art 3.

%L Directive 2003/6/EC, art 2(2)(a),(c).



gards the fight against financing terrorist actsf? A secondary insider can be any
other person if this person knew or ought to havewn that he or she possessed in-
side information. Thus, there is an additional eatiye element which appears not to
be required for primary insiders. However, the Diiree also states that primary in-
siders must not “use” that information by disposrigr acquiring securities. Thus,

it is necessary that the primary insider knew tifermation (but not that he or she
knew that it was “inside” information). Furthermpfer most remedies some kind of
fault is necessary for primary insidéfsin many cases, therefore, it does not matter
whether someone is a primary or a secondary insides is different from US law
where there always has to be a breach of a fiduc@ationship® which may be dif-

ficult to establish.

3. Examples and details

(1) Mr Grongaard is an employee representativeneftboard of directors of the financial in-
stitution RealDanmark. He is also secretary of ttagle union of employees in the financial
sector and a member of a liaison committee betweealDanmark and the trade union.
When a board meeting of RealDanmark decided tor énte merger negotiations with an-
other financial institutions, Mr Grongaard informelde General Secretary of the trade union,
Mr Bang with the aim of helping the staff to dedthwthe consequences of the merger. Mr
Bang informed Mr Christensen, one of his colleagimethe trade unions secretariat. Mr
Christensen bought shares in RealDanmark. Afterntieeger was made public, the market
price of RealDanmark’s shares rose by 65%. Mr Qbrisen sold his shares, realising a total
profit of about € 180 008.

Who has committed insider dealing?

The most obvious candidate is Mr Christensen. Rivigh respect to inside infor-
mation the problem could be that the mere merggotiegions could be considered
not precise enough. However, in order to be pratisesufficient that an event may

2 Directive 2003/6/EC, rec 14 and art 2(2)(d).

% Directive 2003/6/EC, art 2(1).

24 On enforcement see also F below.

> See 1. above.

% This summarises the facts of the decision of theofean Court of Justice @rengaard and Bang
(Case C-384/02) of 22 November 2005. This casedeagled on the basis of Directive 89/592/EEC.

However, it would not have been decided differetdlyay.



reasonably be expected to come into existencegiedvthere is a possibility that there
will be an effect on the prices of financial instrents®’ If the information concerns a
process which occurs in stages, information abaah stage of the process as well as
the overall process can be information of a precseire®® Thus, the information
about the merger negotiations is sufficient. Sebgrdr Christensen traded in securi-
ties. Thirdly, it could be questioned whether haiprimary or a secondary insider.
Although he is not a manager of the issuer (ie Baamark), he would be a primary
insider if he had access to the information throtighexercise of his employmefitit
is questionable, however, whether the employmera Blyird entity (the trade union
secretariat) is also coverdliYet, this question does not matter in the presasé. Mr
Christensen would also be a secondary insider. iésvkthat the information about
the merger negotiations was inside informationt(thahy he bought the shares).
With respect to Mr Grongaard and Mr Bang the qoestif whether there was in-
side information is identical to the considerati@mve. Thus, there was inside in-
formation. Yet as Mr Grongaard and Mr Bang did tratle in shares of RealDan-
mark, they would have only committed insider deglihthere were a “tipping” ac-
cording to the Directive. This was the main probldiscussed by the ECJ in Gron-
gaard® because there would be no tipping if the disclesirinside information were
made “in the normal exercise of his employmentfemsion, or duties®* On the one
hand, the ECJ emphasised that — within the limitthe Directive — this decisively
depends on the law of the Member StdfeShus, the ECJ itself did not examine
whether Mr Grongaard and Mr Bang can profit fromns texception. On the other
hand, the ECJ gave some guidance. The exceptianr@ésghat there is a close link
between the disclosure and the exercise of his @mmnt, profession or duties, and

that disclosure is strictly necessary for the eiserof that employment, profession or

%" Directive 2003/124/EC, art 1(1).

8 CESR/06-562, para 1.6.

2 Directive 2003/6/EC, art 2(2)(c).

%0 Similar Moloney,supran 15, 760-1.
3L ECJ,supran 26, paras 43-54.

% Directive 2003/6/EC, art 3(a).

%3 ECJ,supran 26, paras 44, 52.



duties®® This is probably more likely for Mr Grongaard thiam Mr Bang because as
an employee representative of RealDanmark it mayitien his duties to seek to
prevent a reduction of staff in the case of theeeigd merger. Finally, it has to be
decided whether Mr Grongaard and Mr Bang would fli@gry or secondary insider.
As a board member Mr Grongaard was a primary imsl\gth respect to Mr Bang —
like Mr Christensen — it depends on the questioetihwr the employment or profes-
sional relationship has to be with the issuer (@lRanmark). In any case, this dis-
tinction would not matter here because Mr Bang kiteat the information about the

merger negotiations was inside information.

(2) The CEO of a British bio-tech company publishesl mow non-public research results
made by his company in a Brazilian medical jouraradl immediately upon publication trades
on the information in the UR If he had disclosed this information in the UKe share price
would have risen by 10 % Later, it is, howevernfbwut that the research results are use-
less. Did he commit insider dealing? Modificatiofe} The CEO publishes the research in a
UK medical journal. (b) Immediately upon publicatia financial analyst reads the Brazilian
journal and trades on it in the UK. (c) The CEQddlis CFO and his son about it. Both buy
shares, but claim that they thought this informathad already been published in the UK.

The main problem is whether there was inside in&drom. This would not be the
case if the information were not non-public or preensitive. It is not specified in the
Directive how the term “non-public” is to be undexsd. However, this does not lead
to intolerable uncertainty for the issuer. If infaation is published in accordance with
the requirements of ad-hoc-publicityhis information is “public” with respect to the
definition of inside information. More difficult arother forms of publication. Here
one has to apply a test of availability. It hasoexamined whether a hypothetical
counterparty of the transaction is likely to haeeib acquainted with the information
in questiort’ This is not the case here because it is not red®ro assume that
other traders would have read the Brazilian medaahal>®

% ECJ,supran 26, para 34ontraP Stanley, “European briefing” (200Splicitors Journall446 (who
argues that the “exception” need not to be condustrictly because “the ‘rule’ and the ‘exception
are really one — they form a single sentence”).

% Example given in JL Hansen, “MAD in a Hurry: Theif and Promising Adoption of the EU Mar-
ket Abuse Directive” (2004turopean Business Law Revié®3, 196.

% Directive 2003/124/EC, art 2. On ad-hoc-publicige C below.

3" Hansensupran 35, 195.

% Hansensupran 35, 196.



“Price sensitivity” is defined as “information aasonable investor would be likely
to use as part of the basis of his investment es® The recitals add that it de-
pends on the ex ante available informafid@onsequently, it does not matter that the
research results were found to be useless. Fuithierenough that the share price
would have risen by 10 % Although a CESR documéates that fixed thresholds
alone are not a suitable means of determining igmificance’’ a 5 % rise or fall of
the share price is usually enough.

As a result, there is inside information. As theCGCEaded shares and as he is a
primary insider, he has committed insider dealing.

Modifications: (a) It is questionable whether pshlng the information in a UK
medical journal makes a difference. Although it nieypossible that a hypothetical
counterparty knew about it, this is not likely. Bhthere too the information only
would become public if, for instance, a journafisads this article and publishes this
piece of information in the main-stream financiedgs.

(b) According to an article by Jesper Lau Hansohene he used this examfe,
there is no insider dealing “because the analysido@asonably assume that informa-
tion legally available to her would also be avdiato other equally diligent players.
To prevent the analyst from trading on the infoiorasimply because she had reason
to believe that many other participants were prbbaimaware of the information
would stifle the incentive to gather and procedsrmation so vital to market effi-
ciency”** Although this result makes sense, Hanson’s lineea$oning is not plausi-
ble. The definition of inside information is idecdi to the original case. Thus, here
too there is inside information. The only differenis that in this variant the financial
analyst is a secondary insider. From this follokat bnly if he did not know or ought
not to have known that he possessed inside infeomatould he not have committed
insider dealing.

(c) This modification is also about the distinctioetween primary and secondary

insiders. The CEO and the CFO are primary insidengrefore, it does not matter

% Directive 2003/124/EC, art 1(2)

“° Directive 2003/124/EC, rec 1.

“1 CESR/06-562, para 1.12.

42 See U Diehl et al Effiziente KapitalmarktkommunikatiofStuttgart, Schaffer-Péschel, 1998) 175-
209.

“3Hansonsupran 35, 196.

“Hansonsupran 35, 196.
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that the CFO claims that he did not know that tifermation had not yet been pub-
lished. This is different for the son who, as aos@ary insider, can raise this objec-

tion.

(3) Ms X is a broker-dealer, which means that she mb¢ buys and sells securities for cli-
ents but also deals with securities on her own antoShe is accused of insider dealing be-
cause she bought shares on her own account buaisascharged with the execution of an
order for the shares of the same company. She tshjeat the client order was not “precise”
because the size and prize of the purchase wasdefilyed by limit§> Furthermore, she ar-
gues that due to the liquid capital market therdlierder was not “price-sensitive”.

Is she right?

Client orders are explicitly mentioned in the Mdrkduse Directive. It is said
that “for persons charged with the execution ofeasdconcerning financial instru-
ments, ‘inside information’ shall also mean infotroa conveyed by a client and re-
lated to the client’s pending ordef€’In addition, CESR provides guidance. With re-
spect to the requirement for precise informatiae g@mphasised that not all character-
istics of an order need to be defifédsenerally, it is also said that information can
be precise if it refers to events which are altevea. For example, an intended take-
over bid for one or other of two companies can teeige even if the bidder had not
finally decided which would be its targ&tMore difficult is the issue of price sensi-
tivity. Here CESR lists a set of criteria, for iaste, the size of the order, the liquidity
of the market, the execution timeframe and thetitdeaf the client. Thus, it depends
on the specific facts whether Ms X has committesidier dealing?

5 This is different from “front-running” (see Dirée¢ 2003/6/EC, rec 19), where the broker-dealer is
accused of actually executing a client order after has bought or sold the same securities.

“% Directive 2003/6/EC, art 1(1)(s3).

4" CESR/06-562, para 3.15.

48 CESR/06-562, para 1.7.

49 Additionally, she may have violated conduct ofihass rules for investment firms; see E Avgouleas,
The Mechanics and Regulation of Market Ab{@ford, OUP, 2005) 263.

11



C.AD HOC PUBLICITY

1. Main ruleand rationale

There is a requirement for issuers to provide ad gblicity to certain information:
an issuer of financial instruments has to infore plablic as soon as possible of inside
information which directly concerns the iss@®iThis serves two purposes. On the
one hand, as the linkage to inside informationdatdis, it aims at the prevention of
insider dealing. When inside information is madéljm, it ceases to be inside infor-
mation and thus insider dealing cannot take pl@ecethe other hand, similar to other
forms of public disclosure, it serves the allocatefficiency of the capital market.
The more information issuers publish, the more eteuthe prices of financial in-
struments become and the better capital marketsmehavestments to the best issu-

ers.
2. Details and examples

Despite the linkage to inside information, there differences in scope between in-
sider dealing and ad hoc publicity. First, ad hablity is only necessary for infor-
mation which directly concerns the issuer, wheleagler dealing can also concern
information which indirectly relates to issuersfimancial instrumentd® This makes
sense because, for instance, it is not the redpibtysof the issuer to inform the pub-
lic about expected decisions of the Central baating agencies, competition or tax
authorities>?

Secondly, publication may be delayed for “legitimatterests® However, the
issuer has to ensure the confidentiality of therimiatiorr* and the prohibition of in-
sider dealing remains. According to a second le&ctive, examples of legitimate
interests are negotiations in course or the neeappfoval of decisions by another

corporate body® For negotiations in course the directive itseliti@ns negotiations

* Directive 2003/6/EC, art 6(1)(s1).

*1 See B above.

2 Examples in CESR/06-562, para 1.16.

%3 Directive 2003/6/EC, art 6(1).

> Directive 2003/6/EC, art 6(1). Further detailinective 2003/124/EC, art 3(2).
*° Directive 2003/124/EC, art 3(1).

12



designed to ensure the financial recovery of theés® CESR provides further guid-
ance. For instance, it mentions the case wherealidtdosure that negotiations were
taking place would jeopardise the conclusion obrt@ct>’

Thirdly, it is prescribed how inside informationshim be made public. In general,
the mode of publication follows the requirementstieé Transparency Directive.
Furthermore, the ad hoc publicity must not be radiegly combined with other
pieces of information and changes of previouslgldsed information must be pub-
lished through the same chanrielThere is also the important requirement of com-
plete disclosure. This means that the issuer matsdiaclose the information only to a
selected group of persons (such as some financadysts). However, complete dis-
closure is not required if the other person owdsity of confidentiality. Thus, for in-
stance, a company can outsource business fundimhsise the services of external
advisers if law or contract provide a duty of cdefitiality. Additionally, the issuer
has to draw up an insider list about the persons dve access to inside informa-

tion.%°
3. Extension of personal scope

Whereas ad hoc publicity imposes obligations onigheers of financial instruments,
the same article of the Market Abuse Directive a@ddresses other groups of persons.
First, mangers have to disclose to the competethiodty if they trade in shares of
their company: Of course, mangers’ transactions may sometimes leeerohibited
because of insider dealing. However, in other césedisclosure of these transac-
tions is regarded as valuable for both market gipents and the competent authori-

ties5?

*% Directive 2003/124/EC, art 3(1)(a)(s2).

" CESR/06-562, para 2.8.

%8 Thjs follows from Directive 2003/124/EC, art 2(Directive 2004/39/EC, arts 2(1)(k), 20-22, 32(6).
% Directive 2003/6/EC, art 2(1)(s.3),(3).

% For details see Directive 2003/6/EC, art 6(3)(E8)ective 2004/72/EC, art 5; CESR/06-562, paras
4.1-4.7.

®1 For details see Directive 2003/6/EC, art 6(4):ebiive 2004/72/EC, arts 1(1),(2), 6.

®2 Directive 2004/72/EC, rec 7.
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Secondly, there are detailed rules regarding anydme provides financial rec-
ommendation§® This includes financial analysts and journalistg hot individual
investment advisers or credit rating agen&feéinancial analysts provide recommen-
dations to buy, hold or sell financial instrumenftkey may do this for financial insti-
tutions, which sell or publish the recommendatiansfor funds, which use them for
their own investmerit As a dishonest analysis can undercut investoridenée and
undermine the efficient allocation of the capitadriket, EU law tries to ensure that
research about financial instruments is fairly preed and conflicts of interests are
disclosed?® For journalists, in general, the same rules appliess self-regulation
achieves a similar effeéf.Finally, the Directive provides that persons whas&in
business is to produce recommendations have madtricter disclosure standarifs.

Thirdly, the article about ad-hoc-publicity addessnarket operators, public in-
stitutions disseminating statistics and profesdgaaranging transactions in financial
instruments. However, the duties are not speafigd hoc publicity. Market operators
must ensure that they prevent and detect manipualgtiactices, statistics must be dis-
seminated in a fair and transparent way, and ps@feals must notify suspicious
transactiong® Only for the latter duty are more details spedifisuch as, for instance,
the way in which notifications have to be made, #rat investment firms and credit
institutions are to be regarded as professioffals.

%3 Directive 2003/6/EC, art 6(4); Directive 2003/1P8&/.

® See Directive 2003/125/EC, rec 3, 10.

% See also the definition in Directive 2003/125/&@, 1(3),(4). Generally see also A Davidsblow
the City Really Work8_ondon, Kogan Page, 2006) 152-7.

% Directive 2003/6/EC, art 6(4). For details seeeBiive 2003/125/EC, arts 3, 5.

®7 Directive 2003/125/EC, arts 3(4), 5(5).

® Directive 2003/125/EC, arts 4, 6. This supplemethis requirements of the MiFiD Directive
2004/39/EC.

% Directive 2003/6/EC, art 6(6),(8),(9).

0 Directive 2004/72/EC, art 1(3), arts 7-10. See &&SR/04-505b, Part V.
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D. MARKET MANIPULATION

1. Main ruleand rationale

The Market Abuse Directive states that “Member &&tathall prohibit any person
from engaging in market manipulatiof” Of course, this alone is not really helpful
because it all depends how market manipulationefined. This is done in a very

complicated way: first, in the Market Abuse Direetitself’?

secondly, in two of the
second level directive$:and thirdly in guidance by CESR.

In order to understand the purpose of the probibiof market manipulation it is
best to start with the most basic example, thaheprohibition of securities fraud. Its
rationale is related to the general rationale dflisudisclosure. Information should
lead to more accurate pricing of investments ang ttesult in the capital market
channelling investments to the best issuers. Howeélere is also the danger of false
statements. As individual investors are often ¢ &0 verify the truth (or at least it
would be very costly for them to do so), a ruleiagfafraud is necessary in order to
induce them invest in the capital market and enswuket efficiency’>

Other rules about market manipulation have a sirpileipose. They aim at behav-
iour which has a destructive effect on the capitatket. However, details are difficult
to define. For instance, manipulation cannot bénéefas every action that puts pres-
sure on the prices of financial influence becahs¢ would also cover ordinary trad-
ing.”® Thus, the predominant view tries to address thelpm of market manipulation

by distinguishing between different situations &ydusing various examples.

! Directive 2003/6/EC, art 5

2 Directive 2003/6/EC, art 1(2).

"3 Directive 2003/124/EC, arts 4 and 5; Directive 20@/EC, art 2.

* CESR 04-505b.

’® See also Easterbrook and Fisclselpran 13, 279-285; Gilson and Kraakman, “The Mechanisis
Market Efficiency” 70Virginia Law Reviewb49 (1984); Gilson and Kraakman, “The Mechanisiins o
Market Efficiency Twenty Years Later” 2Burnal of Corporation Law 18 (2003); Avgouleasupra

n 49, 210-3.

® See also M Nelemans, “Trade-Based Market Manifmuia{Working Paper 2007) 18-26, available
at http://www.law.columbia.edu/focusareas/intlawrtpadWWJIrCS? accessed on 23 October 2007;

Avgouleas,supran 49, 108.
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2. Details and examples

The European legal framework on the different typlesiarket manipulation can best

be illustrated in a table:

First Variant: Second Third Fourth
Falseor Variant: Variant: Variant:
mideading Price Transactions False or
transactions positioning involving misleading
(unlessAMP = | (unlessAMP = deception information
accepted mar- | accepted mar-
ket practice) ket practice)
Definitions in Art 1(2)(sl)(a) | Art 1(2)(s1)(a) | Art. 1(2)(s1)(b) | Art. 1(2)(s1)(c)
Market Abuse | (ind 1) (ind 2)
Directive
2003/6/EC
Examples in Art. 1(2)(s2) Art. 1(2)(s2) Art. 1(2)(s2)
Market Abuse | (ind 2) (ind 1) (ind 3)
Directive
2003/6/EC
Indicators in Art 4 Art 4 Art 5
Directive
2003/124/EC
AMPs in Direc- | Art 2 Art 2
tive 2004/72/EC
AMPs in Parts Il and 111 Parts Il and I
CESR/04-505b
Guidance
Examples in Para 4.11 Para 4.12 Para 4.13 Para 4.14
CESR/04-505b
Guidancé’
Signals in Para 5.10 Para 5.10 Para 5.10
CESR/04-505b
Guidance

Market manipulation by “false or misleading infortioa” (fourth varian) is least
complicated because it covers straight-forwardasibims such as securities fraud (see
example 1, below). More complications can arisenfiarket manipulations by “false
or misleading transaction’fi(st varianf) and by “transactions involving deception”
(third varianf). They are defined as “transactions or ordergadet which give, or a
likely to give, false or misleading signals ashe supply of, demand for or price of

financial instuments” and “transactions or ordersrade which employ fictitious de-

" A similar list of examples could already be foundProposal for a Directive on insider dealing and
market manipulation (market abuse), COM(2001) 284!fAnnex B.
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vices or any other form of deception or contrivdn@dn particular, it can be difficult
how to distinguish between these two variants —@oss$ibly also further duties of the
Market Abuse Directive (see examples 2 and 3, bel&wmally, there can be market
manipulation by “price positioning”seécond variant This case is most complex be-
cause a dominant position over the price of sdedfittypically requires the use of
futures, options, or other derivative instrumeritswill therefore be only briefly be
addressed in this artict8.

Examples:

(1) The CEO of a company deliberately publishes inairpgice-relevant informa-
tion about his company on its webpage. Has he ctisimmarket manipulation?
Modifications: (a) Nobody believes the informatisrirue. (b) A journalist, who read
the information on the webpage, publishes it inn@a/spaper. Has he also committed
market manipulation?

The original situation is a straight-forward casemarket manipulation under the
fourth variant (see Table above). The CEO has ghétl false information which
gave a false signal as to financial instruments f@dnew that the information was
false® It does not matter whether he made any persowéit from this false infor-
mation.

Modifications: (a) The Market Abuse Directive alsmards it as sufficient if in-
formation is likely to give a false or misleadinigrsal as to financial instrumenfts.
Thus, market manipulation is still possible if sopersons doubt the correctness of
the CEQO'’s information. Of course, this may be défd if nobody believes the CEO
because in this case the information is unlikelyhéawe an effect on the price of the
financial instrument.

(b) In general everyone can commit market manipnaby false or misleading
information, if he or she could have known thas timformation was false. However,
for journalists this may lead to unbearable riskiserefore, the Directive states that
with respect to journalists the rules governingrtipeofession have also to be taken

into account, unless the journalist derived prdfitsn the dissemination of the infor-

"8 Directive 2003/6/EC, art 1(2)(s1)(a)(ind 1),(b).
¥ See Directive 2003/6/EC, art 1(2)(s2)(ind 1).
8 See text accompanying notes 104-108 below.
8 Directive 2003/6/EC, art 1(2)(s1)(c)(s1).

8 Directive 2003/6/EC, art 1(2)(s1)(c)(s1).
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mation®® Thus, it also depends on this criterion as wellttas national press law

whether there is market manipulation.

(2) An email spammer sends emails to persons advibem to buy securities of a
particular company. Before he sent these emailfiduebought securities of this com-
pany himself. Has he violated the Market Abuse dive?

There is no market manipulation due to false oleading information. However,
there can be market manipulation under the thimibxa (see Table above). Taking
advantage of access to the media by voicing ania@piabout a financial instrument
while having previously bought it without disclogitthis conflict of interests is re-
garded as a transaction involving decepfibfihis is sometimes called “scalping” be-
cause the purpose of this voicing of a positivenmpi is to “scalp” the rise in the
share price when the shares are subsequently tsofdfa.

Furthermore, it could be argued that the spammertdbaomply with the duties
applicable to someone who produces investment nemordations® Here too it is
necessary that this person discloses a conflizitefest® However, these provisions
do not apply to persons who provide personal recentfations to a cliefit. It is pos-
sible that this is the case here because emaN®r-iésent by a spammer to various

persons — are transmitted to specific email acsunt

(3) A owns securities of a particular company, whask, however, disregarded by
the financial press and other investors. There#rsells” his securities to one of his
companies and “reacquires” them immediately in @rdo create some atrtificial
market activity. Has A committed market manipuls®idlodifications: (a) Instead of
using one of his companies A asks his friend Buyoand resell the securities. (b) A’s
securities are just “penny stocks”. A agrees td,satd B agrees to buy, these securi-
ties at rising prices. After a few weeks time theepof the securities is twenty times

8 Directive 2003/6/EC, art 1(2)(c)(s2).

8 Directive 2003/6/EC, art 1(2)(s1)(b), (s2) (ind Bjrective, 2003/124/EC, art 5(b); CESR para 4.13.
For email spam see also the release of the AmeB&aD at http://www.sec.gov/news/headlines/spam-
case.htm accessed on 23 October 2007. For inteauet and market manipulation see also Avgouleas,
supran 49, 123-6.

% Directive 2003/6/EC, art 6(5).

% Directive 2003/6/EC, art 5.

87 See C 3. above.
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the original price. Now, B sells all of his secig#. (c) As (b) but B does not buy at
rising prices but an increasing amount of secusitie

If there is no change in (beneficial) ownershigs ttwash sale” can be market
manipulation under the first variant (see Tablevah® In order to constitute a false
or misleading transaction it is necessary #at manipulation was successful. This
means that his artificial market activity has targase the demand in the securities.
Usually this will be the case unless other markattipipants have completely
counter-balanced A’s mispricing.

Modifications: (a) There can be an “improper mattleder”, that is, a transac-
tion where both buy and sell orders are enterext aearly at the same time, with the
same price and quantity by different, but colludipgrtiess® A similar technique is
“painting the tape”, which denotes a transactiors@nies of transactions which are
reported on a public display facility to give thegression of activity or price move-
ment in a financial instrumeft.In both cases this leads to market manipulatiateun
the first variant (and one can also take the vieat the distinction between “improper
matched orders” and “painting the tape” is unnemgss

(b) This form of market manipulation is called “ppimg and dumping” -- where
the buyer and seller act in collaboration to pirghgrice of a security to an artificially
high level and subsequently the buyer sells ipfofit. Typically the security in ques-
tion is an illiquid one — like a penny stock — soprice level is easy to manipulate.

There is some confusion whether this is a falsenmieading transaction (first
variantf* or a transaction involving deception (third vat)ai This is not merely of
theoretical importance because only in the firgt second variant, but not in the third
and fourth, is market manipulation excluded if agnforms to accepted market prac-
tices®

The correct answer is that it can be b8tiThe initial sale of securities at rising
prices is a false or misleading transaction. Aseheansactions could also be “ordi-

% Directive 2003/124/EC, art 4(c); CESR/04-505bapéar 1.

8 CESR/04-505b, para 4.11.

%0 CESR/04-505b, para 4.11.

%! Proposal for a Directive on insider dealing andk@aamanipulation (market abuse), COM(2001) 281
final, Annex B.

92 CESR/04-505b, para 4.13.

% See Tablesuprab.

% Similar Avgoulaessupran 49, 138 (who also contemplates information-basadipulation).
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nary transactions” where one person is increasiaggptical and another person in-
creasingly optimistic about a particular securitynakes sense that an accepted mar-
ket practice may exclude market manipulation. Tikiglifferent for the subsequent
sale of the securities. Here the initial buyer explhis position by selling the securi-
ties to innocent counterparties. This is a transacdghvolving deception, likewise ex-
ample (2).

(c) This situation is called “advancing the bid"lt is decided in the same way as
modification (b): the increasing bid for a secuigyikely to manipulate its price due
to the creation of an illusion that an increaselémand was causing the increase in

price.

(4) A buys a significant amount of securities of a jgatr company because his pri-
vate research has led him to the conclusion thatpitice of this security is underval-
ued. A’s acquisition increases the price of theuséc significantly and induces other
investors to buy them. A few days later, A seisshturities. The competent authority
accuses A of market manipulation because his bugimyselling had no objective
basis. A objects that he just traded in these siesirand that he did not intend any
manipulation of the capital market. Is he right?

Objectively, it is possible th& engaged in market manipulation. The fact that his
trade significantly changed the price of the segwand the fact that he sold the secu-
rities quickly are indicators of false or misleaglitransactions® However, the fact
that A’'s acquisition was based on his private researchdcbe a counter-argument
because it could mean thats behaviour did not create a false price but ardy-
rected it. Of course, it may be the case thatdgsarch was not accurate. This leads to
the general question of whether market manipulatemuires fault. Only in the third
and fourth variant this is implicitly (“deception’dr explicitly (“knew or ought to
have known”) mentioned in the Directive. Howevemne take the view that mens rea
is an indispensable element of market manipulafictieed, the term “manipulation”
would seem to require a subjective element anditlgvalso stifle financial markets

if otherwise completely innocent persons could dentl guilty of market manipula-

% Proposal for a Directive on insider dealing andkeamanipulation (market abuse), COM(2001) 281
final, Annex B; see also Avgouleasypran 49, 141.
% Directive 2003/124/EC, art 4(b),(e).
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tion.”” The counter-argument is, however, that in any gaseubjective requirements
depend on the different remedies (criminal, adrtiaiive, privatef®

Further remarks:
As market manipulation is difficult to define, apted market practices (AMPS)
provide some “negative criteria” which supplemdr& tpositive criteria” of the Euro-
pean directives. These AMPs are not uniform inEhebut depend on the particular
market. EU law only provides a list of factors whishould be taken into account
when considering market practic®8,and CESR has drafted a format for assessing
AMPs'! and publishes the AMPs of Member States on itspagé:°? This lack of
complete uniformity arises for a number of reasioiciuding the fact that AMPs de-
pend on the liquidity and depth of the relevantkear

This section has not yet addressed price positipfiitithe definition of price po-
sitioning is that someone secures “the price of @ngeveral financial instruments at
an abnormal or artificial levef®* For instance, this concerns the situation where
someone secures “a dominant position over the gupptdemand of a financial in-
struments® This is most relevant for the trading of futurestions, and other deriva-
tive instrument$®® Further details are quite complex and would rexjaiseparate ar-

ticle.

" See Ferrarinisupran 15, 724; Avgouleassupran 49, 111-3, 117. For a different view see Nele-
mans,supran 76, 47-50.

% See F below.

% See references in Talsaprab.

1% Directive 2004/72/EC, art 2.

101 CESR/04-505b, Part II.

192 5ee http://www.cesr-eu.org/index.php?page=groupsssf&id=51 accessed on 23 October 2007.
193 See Tablesuprab, second variant.

1% Directive 2003/6/EC, art 2(s.1)(a)(ind.2).

19 Directive 2003/6/EC, art 2(s.2) (ind.1).

1% Similar Avgouleassupran. 49, 149 (also for exceptions).
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E.LIMITS

1. General scope of thedirective

In general, the European market abuse regime apialiénancial instruments admit-
ted to trading on a regulated market in at leastMember Stat&’ This is relatively
wide. First, “financial instruments” not only cogeshares and bonds but also deriva-
tive instrument$®® Secondly, the term “regulated market” is wide tmecause it
means that all registered and not only listed carigsaare coveretf® Thirdly, it is
irrelevant whether the transaction itself takesc@lan a market:® Thus, not only
public but also private transactions or transastioonducted on an alternative trading
system are part of the market abuse regime if dingpany’s financial instruments are
admitted on a registered market.

Nevertheless, there are situations where the Earofav is not applicable. First,
it does not apply to the securities of private camps. Secondly, for public compa-
nies whose securities are only traded at a nonlatglimarket, such as the AIM in
London, it depends on the national law whether bod in these markets insider
dealing, fraud and other forms of market abuseoeshibited. Thirdly, there is an ex-
plicit provision which excludes transactions by Mman States, central banks and
other public bodie$™

2. Buy-back programmes and stabilisation

When companies buy back their own shares and imezgtbanks buy shares in order
to stabilise the price of a particular securitystbould frequently qualify as insider
dealing or market manipulation. Thus, European paovides “safe harbours” if cer-
tain requirements are fulfilled. As these safe barbrules are part of a European

regulation**? they are directly applicable in all Member States.

97 birective 2003/6/EC, art 9(1).

198 hirective 2003/6/EC, art 1(3).

199 The reference in Directive 2003/6/EC, art 1(4picective 93/22/EEC has to be read as referring to
Directive 2004/39/EC, art 4(1)(no14); see Direc@®4/39/EC, art 69.

10 Directive 2003/6/EC, art 9(1).

" Directive 2003/6/EC, art 7.

112 Regulation (EC) No 2273/2003 based on Directiv@326/EC, art 8.
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Companies can have various reasons for buying thetk own shares. Like divi-
dends, it can be a means to return surplus mon#hetshareholders. Its purpose can
also be to sell the shares later. For instancestiaees can be used for employee stock
option plans or more generally to provide quickiidity for the company. Finally, to
trade in its own shares can have the purpose loieinéing the capital market, for ex-
ample, to affect the market price or the liquidifythe company’s shares. There are
two potential dangers. On the one hand, the adounsof own shares reduces the
company’s capital. Thus, the Second Company Lawddire provides that the board
has to be authorised by the general meeting toigcghares and that the acquisition
must not significantly reduce the company’s nee&ss® On the other hand, there is
the danger of insider dealing and market maniputatHowever, the EU Regulation
specifies under which circumstances market abus&dkided. First, one has to con-
sider the purpose of the buy-back-programme. Fstaite, reduction of capital and
employee share option plans are accepte8econdly, the buy-back-programme has
to be properly disclosed® Thirdly, the company must not distort the mariet,ex-
ample, by purchasing shares at a high price oradujrtg more than 25% of the shares
per day*'® Fourthly, apart from the buy-back programme thepany must not en-
gage in further trading of the shares.

Stabilisation of a financial instrument is defireglany purchase by financial insti-
tutions, “which is undertaken in the context ofigngficant distribution of such rele-
vant securities exclusively for supporting the neanrice of these relevant securities
for a predetermined period of time, due to a sglimessure in such securiti€s®.
These transactions are often made by underwriimgstment banks after a public
offering in order to secure the market price anastprevent short-term speculation
and guarantee the success of the public offéfihgowever, the danger is that stabi-

lisation leads to a manipulation of the market lbseat may keep the price of a secu-

13 Second Council Directive 77/91/EEC, art 19 as atedrby Directive 2006/68/EC of the European
Parliament and of the Council of 6 September 2@0fegards the formation of public limited liability
companies and the maintenance and alteration fdhgital.

14 For details see Regulation (EC) No 2273/20033art

15 For details see Regulation (EC) No 2273/20034art

118 For details see Regulation (EC) No 2273/20035art

17 For details see Regulation (EC) No 2273/20036 art

118 Regulation (EC) 2273/2003, art. 2(no7).

119 See also Regulation (EC) No 2273/2003, rec 11.
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rity at an artificially high level. Thus, the EU &dation only allows it under certain
conditions. For instance, the stabilisation musdthbw® carried out for longer than 30
days, it must be disclosed and the securities mastbe sold above the offering

price }?°

3. Cross-border aspects

The EU market abuse regime applies to all finaniaisiruments which are admitted
to a regulated market in at least one of the Meribates (see 1., above). This means
that the nationality of the company and the idgntt the person who committed
market abuse are not decisive. For instance, sesufraud by a Brazilian citizen
about financial instruments of an Australian compésted in London leads to the
applicability of EU law.

Similarly, within the EU, it is the general stagipoint of the Market Abuse Di-
rective that the country where the financial instemts are admitted to trading is
competent for supervising market abdSef the financial instruments are admitted to
trading in several countries, all of these Membiteés are competent and thus their
implementation of the EU law is applicable. Furthere, the Member State is com-
petent where the actions are carried '6tThis leads to problems if the implementa-
tion of the EU market abuse law differs in the doies whose law is applicabté®
Take the example of a French citizen resident iairSpommitting securities fraud
regarding securities of an Italian company listeériankfurt and London. In this case
the Spanish, German, and British — but not the dfremd Italian — implementations

of the EU market abuse regime are applicable.

F. ENFORCEMENT

Market abuse may be enforced in four different wdyest, administrative enforce-
ment is the main type of enforcement addressetiarMarket Abuse Directive. For

instance, the Directive states that the competethioaities of the Member States (in

120 For details see Regulation (EC) No 2273/2003, &S.
121 Directive 2003/6/EC, art 10(a).

122 Directive 2003/6/EC, art 10(b).

123 See also Enriques and Gastipran 6, 28.
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the UK this is the FSA) must have the powers teessdocuments, to demand infor-
mation, to carry out on-site inspections, to regtelephone records, to suspend trad-
ing and to freeze asséts.When provisions of the Directive have not been iied
with, Member States shall ensure that there aec®fe, proportionate and dissuasive
administrative sanctions. Further, the Directiveafies that there should be a single
administrative authority in each Member State drad the members of the authority
shall enjoy professional secre¢§> An appeal against the decisions of the competent
authority shall be possible, and authorities ofedént Member States shall cooper-
ate!?
Secondly, insider dealing and market manipulatifterolead to criminal sanc-
tions. However, the Directive restricts itself teetwords “without prejudice to the
right of Member States to impose criminal sanctioh¥’ Thus, with respect to
criminal sanctions, several aspects remain withéndiscretion of the Member States,
such as: whether they provide sanctions at alljtidrehey link such sanctions to the
definitions of market abuse of EU law (very likelydespite differences in burden of
proof); which kind of subjective requirements areposed (always intent?); and
which kinds of criminal punishment can follow.

Thirdly, the recitals of the EU Directive recommaenternal control mechanisms,
namely “grey lists”, “window trading”, “codes of nduct” and “Chinese walls*?®
A company draws up a “grey list” of its businesstpers in order to communicate to
its employees with whose securities they shouldnaoke. “Window trading” refers to
the opposite, specifying if and under which comhii employees can trade certain
securities. “Chinese walls” are information basi@r order to ensure that the depart-
ment of a company (typically a financial institutjowhich trades in financial instru-
ments does not get access to information availablether departments. Finally,
“codes of conduct” specify how sensitive informatie to be handled.

The recommendations of the recitals are not bindihgwever, with respect to
“Chinese walls” the Regulation on buy-back progragsrprovides that the restriction

on share trading does not apply if the financiatitaotion has installed “Chinese

124 Directive 2003/6/EC, art. 11(2).

125 Directive 2003/6/EC, arts 11, 13.

128 Directive 2003/6/EC, arts 15, 16.

127 Directive 2003/6/EC, art 14(1).

128 Directive 2003/6/EC, rec 24. See also Hansapran 35, 217.
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walls”.**® Furthermore, the Markets in Financial Instrumebiective requires “or-
ganisational and administrative arrangements toemie conflict of interests*>°
which can lead to a requirement to install “Chindésals”.

Fourthly, private-law claims are not addressecha EU market abuse law. Such
claims may not be very important for insider degliwhich is often called a “victim-
less crime”, this being a crime without clearlyritiiable aggrieved person&: How-
ever, in cases of market manipulation, in particskecurities fraud, private enforce-
ment can be important. Here many questions hawnswered such as whether the
basis of a private claim is securities law or taw, whether it is directed against the
company or the managers, whether causality hae fwrdven, whether negligence or
intent are necessary, whether it leads to disgoegémof profits, rescission, or dam-
ages, and how damages are calculated. These topicty have been extensively de-

bated in the U$*?still depend on national law in Europg.

G. CONCLUDING REMARKS

The scope and density of the new EU market abugieneeis already impressive.
Moreover, future level 2 and 3 measures will leadchtfurther Europeanisation and
juridification of market abuse law. Critics may gtien whether this development
may go too far. Of course, market abuse has tadialpted and, since foul play does
not care about borders, uniform rules are alsogtéer However, there is also no de-
nying the fact that capital markets across Eurapestll in quite different stages of
development. For instance, the complex criterianfiarket manipulation may be no
problem for authorities in London or Frankfurt bois may be different in Vilnius or
Sofia. Thus, alongside further legal measures, ecapidata are needed on the extent
of market abuse in different jurisdictions and hibve@ new legal regime is applied in

practice. This is particularly important since dei dealing and market manipulation

129 Regulation (EC) No 2273/2003, art 6(2). See alb &bove.

130 Directive 2004/39/EC, arts 13(3), 18(2).

3 Warren,supran 1, 152. See also B 1. above on the purpose bilpting insider dealing.

132 See, eg, LD Soderquist and TA GabaldBacurities Law(New York, Foundation Press, 2nd edn,
2004) Ch 12; JD Cox and TL Hazenorporations(New York, Aspen, 2nd edn, 1995ff), Volume lIl,
§ 27.

133 For a general overview see Avgoulesispran 49, 292-5 and 389-446 (for the UK).
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are notoriously under-enforcétf. The obvious candidates for pursuing this task are
the EU Commission and CESR. Conversely, given émsisvity of data, private per-
sons (such as academics) would hardly be ablettacgess to the necessary informa-

tion.

134 See, eg, MI Steinberg, “Insider Regulation — Amarative Analysis” (2003) 3thternational
Lawyer153; Moloney,supran 15, 769, 779-80; G Hertig and H Kanda, “RelatadtyPTransactions”,
in R Kraakman et al (edsJhe Anatomy of Corporate Lai@xford, OUP, 2004) 101, 113; MacNell,
supran 15, 301 (for the UK).
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