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Executive Summary

1

•

Regulation of insider trading has a significant role in preserving market integrity and ensuring fairness to
all shareholders.

•

The insider trading regulations in India have evolved over a period of time and have been considerably
strengthened;

•

Despite tightening, the enforcement of the regulations have witnessed a mixed track record;

•

The regulations have been subjected to a recent review, with the new version having taken effect in 2015;

•

As per the current regulations, the mere possession of inside information at the time of trading is sufficient
for a violation. The insider then carries the burden to prove to the contrary.

•

Such a rigorous approach is tempered by the availability of various defences—particularly noteworthy
among them is the ‘trading plan’.

•

The current regulations as well as rulings by the Securities Appellate Tribunal (SAT) and various courts
have highlighted the need for companies to take a serious note of ‘insider trading’ concerns.  

•

Companies, insiders and other parties dealing with companies need to ensure compliance with the
regulations as well as codes of conduct to be established by companies and market intermediaries.

Associate Professor, National University of Singapore
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I.

Rationale for Insider Trading regulations

It is well known that high standards of corporate governance and transparency are essential to the development of capital
markets. The disclosure of information regarding a company enables investors to take decisions regarding investments
in securities of such a company. For prices of securities to accurately reflect relevant information about a company - an
essential precondition for efficient functioning of capital markets - such information should be equally available to all
market participants at the same time. Naturally, distortions occur in the market if company insiders possess superior information that they use to trade in the securities of their company, which is unavailable to the counterparties with whom
they trade or to the market generally. Hence, countries generally tend to enact laws that prohibit insider trading.
Aside from preserving capital market efficiency, there are other justifications too for regulating insider trading. Insider
trading causes unfairness to investors who possess inferior information, it undermines investor confidence and integrity
of the securities markets, and it is also regarded as theft or misappropriation of information. Yet, opponents of regulating insider trading wax eloquent about its virtues, including the fact that it may result in greater market efficiency and
operate as a form of compensating employees, thereby motivating them to generate greater corporate performance that
benefit all shareholders.
Despite some voices continuing to support insider trading, most countries prohibit insider trading in some form or the
other. The fairness objective seems to have trumped any perceived arguments in favour of insider trading. In fact, empirical evidence suggests that "more stringent insider trading laws are generally associated with more dispersed equity
ownership, greater stock price accuracy and greater stock market liquidity".2 These would in turn facilitate better corporate governance.

II.

Evolution of Insider Trading regulations in India

From a practical perspective, insider trading is a significant concern particularly for public listed companies in several
situations. Selective information may be available to insiders within a company (such as its board of directors and senior officers as well as to external advisers). This could relate to negotiation of material contracts, information regarding
board meetings, financial results, dividend declaration and the like as well as significant corporate transactions such as
mergers and acquisitions, rights offerings and private placement of securities.
Over the years the regulations relating to insider trading and their enforcement have been substantially strengthened.
Soon after the establishment of the Securities and Exchange Board of India (SEBI) in 1992, the SEBI (Prohibition of
Insider Trading) Regulations, 1992 were issued. Although the initial years did not witness much prosecution, SEBI did
initiate a high profile action against Hindustan Lever and a few of its directors for insider trading in connection with
the merger of Brooke Bond. SEBI’s case was that Hindustan Lever had acquired shares of Brooke Bond prior to the
announcement of the merger, an act that amounted to insider trading. However, the appellate authority did not uphold
the charges, including on the ground that information regarding the possible merger was already in the public domain
at the time.
This and other difficulties encountered in the initial years caused SEBI to periodically expand the substantive provisions for regulating insider trading through amendments to the 1992 regulations. Yet, there continued to be a shortfall
in terms of both design of the regulations and their enforcement. This was reflected in inconsistency in the interpretation
of various regulations by SEBI, the Securities Appellate Tribunal (SAT) and the various courts. Moreover, institutional
constraints such as the lack of a robust surveillance and investigative machinery meant that SEBI was successful in sustaining charges in only a few insider trading cases.
For these and other reasons, SEBI appointed a high level committee (HLC) for an overhaul of insider trading regulations,
and this committee issued its report in December 2013. Based on the HLC report, SEBI issued the SEBI (Prohibition of
Insider Trading) Regulations, 2015, which are currently in force. These regulations are intended to modernize the regime
for regulating insider trading and also address some of the implementation issues encountered in the two preceding decades. Some of the key definitions pertaining to ‘Insider trading’ regulations are set out in Box 1.
Laura Nyantung Beny, “Insider Trading Laws and Stock Markets Around the World: An Empirical Contribution to
the Theoretical Law and Economics Debate”, (2007) Journal of Corporation Law 237, available at http://ssrn.com/
abstract=193070.
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Box 1: Key definitions pertaining to insider trading


Insider: a "connected person" or a person possessing or having access to unpublished price sensitive
information;



Connected person: one who has been associated with the company in any capacity such as a director,
officer or employee or in a contractual or fiduciary relationship with the company; and includes a list
of "deemed connected persons";



Unpublished price sensitive information (UPSI): any information relating to securities of a company
that is not generally available and, upon being available, is likely to materially affect the price of
the company's securities. It includes matters such as financial results, dividends, changes in capital
structure, significant corporate transactions and changes in key managerial personal.

Source: SEBI (Prohibition of Insider Trading) Regulations, 2015.

III.

SEBI's Insider Trading Regulations

III.1

Offences under ‘Insider Trading’ regime

The insider trading regime creates two types of offences:


One is a "trading" offence whereby an insider would be liable for trading while in possession of UPSI.



The other is a "communication" offence whereby an insider would be liable for disclosing UPSI to another
pe son, except if required "in furtherance of legitimate purposes, performance of duties or discharge of legal
obligations".3

The first offence merits some discussion. Through SEBI's regulations, India has adopted a strict stance towards insider
trading based on the "parity of information" approach. Under this approach, what matters is that the person trading is
in possession of inside information. It does not matter how that person obtained the information, i.e. deliberately or by
accident. This is very different from the approach taken in the United States (US) where insider trading becomes illegal
only if it accompanied by the breach of a fiduciary duty owed to the company, its shareholders or the source of the
information.
India's current policy regime is also sharply in contrast to what prevailed earlier. For instance, although the 1992
regulations required that an insider ought to have traded "on the basis of inside information" in order to be liable for a
violation, the regulations were subsequently amended to suggest that mere possession of inside information at the time
of trading was sufficient for a violation. The SAT interpreted the regulations such that a person in possession of inside
information is presumed to have traded "on the basis of", or to have "used", the information.4 The insider then carries
the burden to prove to the contrary. Such a rigorous approach is tempered by the availability of various defences, which
are discussed below.
III.2

Potential defences available under Insider trading regulations

Given the strict nature of insider trading regulation in India, the regime sets forth certain defences that enable parties to
carry on genuine transactions without necessarily being treated illegal (See box 2).

SEBI (Prohibition of Insider Trading) Regulations, 2015, reg. 3(1).
Chandrakala v. Adjudicating Officer, Securities and Exchange Board of India, Securities Appellate Tribunal (31 January 2012).
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Box 2: Potential defences available under Insider trading regulations in India
The following are defences available under the current regime for trading offences; in other words, the regime
provides immunity if the trades are of the following types:


Off-market inter se transfer between promoters who were in possession of the same UPSI;



In organisations, individuals who were in possession of UPSI were different from those making trading dec sions and where appropriate arrangements are in place to prevent communication of UPSI to
individuals making trading decisions (Chinese walls);



Trades that are pursuant to a trading plan.

Source: SEBI (Prohibition of Insider Trading) Regulations, 2015.

The defence relating to 'trading plans' allows insiders (particularly employees holding shares) to buy and sell the
company’s shares, subject to certain conditions. Such a trading plan has been found to be necessary to facilitate, on a
regular basis, trading and monetizing of securities by insiders who may otherwise be unable to trade in securities of the
company. The logic appears to be that once a trading plan has been established by an insider without being in possession
of UPSI, then it does not matter if such insider subsequently comes into possession of UPSI because the decision to
trade has already been taken prior to that. The company is entitled to set up a trading plan pursuant to which insiders
may buy and sell shares. There is a cooling-off period of six months between the establishment of a trading plan and
commencement of trading under it. Moreover, trading is not allowed in the vicinity of the announcement of financial
results.
The concept of a trading plan would bring some certainty to insiders who may wish to trade. This is particularly so
because in several cases under the previous set of regulations, parties had adopted the argument before SEBI or SAT that
trades were carried out as part of their regular investment / divestment plans, not just in the company concerned but more
generally in respect of their other investments. This has often operated persuasively to suggest that the insiders were
not trading on the basis of UPSI. The trading plan mechanism has now formalized such an arrangement by imposing
more objective conditions. It remains to be seen, however, whether the trading plan will be utilised effectively, and
more importantly, not be subject to abuses. An apprehension, however, persists that the strict conditions laid down for
invoking the trading plan defence may arguably operate as a dampener.
Another defence that pertains to the communication offence applies whereby an insider is allowed to communicate UPSI
if it "is in furtherance of legitimate purposes, performance of duties or discharge of legal obligations".5 The scope of
a similar phrase has been interpreted in other jurisdictions such as the European Union; in India, it would however be
necessary to examine in detail what situations would legitimize a selective disclosure of information. Given that Indian
companies are generally substantially owned by promoters, issues could arise as to whether or when a disclosure of
information to a promoter or parent company would be "legitimate". One way to deal with some of these issues is for
corporate groups to devise policies to deal with intra-group disclosures of UPSI relating to listed companies.
III.3

Safe harbour provisions for due diligence - a significant issue

One issue that has exercised the minds of corporates and the regulators relates to whether a due diligence exercised can
be permitted when an acquirer takes up shares in a listed company. During the due diligence process, the acquirer may
come into possession of UPSI that has been disclosed by the company. This creates some incongruence because while
due diligence is an essential process to enable acquisition transactions that may be beneficial to shareholders, it results
in a potential violation of the insider trading regime. Hence, in the 2015 regulations, SEBI has introduced specific safe
harbour provisions that permit due diligence under controlled circumstances. The regime is bifurcated into two parts,
one where the acquisition results in a takeover offer for the company, and the other where there is no such offer.

5
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In case of a takeover offer, the acquirer is entitled to have access to UPSI to carry out due diligence. The justification for
this exception is that the acquirer makes an offer to buy shares from all shareholders who are entitled to equal treatment
in terms of price. Although there is no specific requirement that UPSI needs to be made public before the acquirer
acquires shares in the offer, necessary information needs to be disclosed to the shareholders as part of the offer in order
to enable them to make a decision on whether they should divest or retain their shareholdings.
In cases not involving a takeover offer, any UPSI disclosed by the company to an acquirer must be made generally
available at least two trading days prior to the proposed transaction. In either case, the transaction must be subject to the
fact that the acquirer shall keep the UPSI in confidence and shall not trade in the securities of the company prior to the
disclosure, and also that the board of directors of the company ought to come to a conclusion that the transaction is in the
interests of the company. This structure set forth in the insider trading regime reconciles the interests of acquirers (who
may wish to conduct due diligence) with those of other shareholders, as the acquirer must relinquish any informational
advantage (through a public disclosure) before it trades in the shares.
III.4

Aspects relating to evidence

The evidentiary aspects of insider trading are crucial, as they can determine the effectiveness of substantive regulation.
Often, there is no direct evidence in insider trading cases, and regulators are compelled to rely extensively on circumstantial
evidence. This makes the task of the regulators highly onerous. In India, given that insider trading is a serious offence,
the SAT has laid down a fairly significant burden on the regulator before an insider trading charge can be sustained.
Given this background, the explicit treatment by the 2015 regulations regarding the relative burdens of the regulators
and the insider is welcome.
The regulations provide that the burden on the regulator is to show that a person is an insider and that he or she was in
possession of UPSI at the time of trading. The burden then shifts to the person to show either that he or she is not an
insider or that any of the defences (See Box 2) is available. However, the regulations have refrained from specifying
greater details regarding the evidentiary burden as that is left to the facts of each individual case. While this approach
is helpful, a lot would depend on the manner in which the proposed regulations are implemented by SEBI and SAT. As
SAT considers insider trading to be a serious charge in the securities markets, the regulator's burden is quite heavy and
similar to one that is involved in a civil charge of fraud. 6
Moreover, since SAT's position has been somewhat ambivalent on the acceptability of only circumstantial evidence to
sustain an insider trading charge, the ability of SEBI to exercise its investigative powers for the collection of evidence
becomes important. In order to address these concerns, the Parliment in 2014 conferred additional powers on SEBI,
including the power to call for information and records in connection with any investigation or enquiry.
IV.		

Enforcement by SEBI

One of the ways to measure the robustness of enforcement of insider trading regulations is to analyse the data on cases
initiated and concluded by SEBI.
Table 1: Insider Trading Investigations by SEBI
2010-11

2011-12

2012-13

2013-14

2014-15

Investigations Taken Up

28

24

11

13

10

Investigations Completed

15

21

14

13

15

Sources: SEBI, Handbook of Statistics on the Securities Market 2014; SEBI Annual Report 2014-15.
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From a legal perspective, such a charge would be based on a higher degree of preponderance of probabilities.
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An analysis of the data in Table 1 shows that the number of investigations taken up is arguably small given the size of
India's capital markets and their liquidity. Moreover, the data relating to 'investigations completed' may not truly reflect
SEBI's track record of success as several of the actions initiated by SEBI over the years, including a few high profile
ones, were overturned on appeal.

V.

Summary and conclusion

As we have seen, the substantive law relating to insider trading has been considerably strengthened over the years. SEBI
has also acquired greater enforcement powers, which it is likely to exercise given that insider trading can potentially
cause a serious dent on market integrity. Regulations issued by SEBI, their enforcement by SEBI as well as rulings by
SAT and various courts have highlighted the need for companies to take serious note of insider trading concerns. In any
event, companies and insiders would be well-advised to take precautions to not fall afoul of the legal regime.

Box 3: Some good practices to deal with Insider Trading


Adopt a code of conduct for disclosure of UPSI; ensure transparency generally by limiting selective
disclosures;



Adopt a code of conduct for trading by employees and other insiders;



Set up trading windows and approval mechanisms for designated trades;



Designate a compliance officer for administering the insider trading code of conduct;



Educate employees about the importance of insider trading regulation;



Limit the flow of information during sensitive periods such as a board meeting for consideration of financial
information or during negotiations for significant corporate transactions and the like;



Prepare for a situation involving leakage of sensitive information;



Establish defensive mechanisms, where applicable, such as Chinese walls and trading plans;
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