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Regulation Fair Disclosure and the
Cost of Adverse Selection

Baljit Sidhu
(The University of New South Wales, Sydney)
Tom Smith
(The Australian National University, Canberra)
Robert E. Whaley
( Duke University, Durham)

[ Abstract] Regulation FD, imposed by the Securities and Exchange Commission in October
2000, was designed to create a level playing field by prohibiting disclosure of material private in-
formation to selective recipients such as financial analysts. Exactly what informational advantage
these recipients gain is unclear. If multiple insiders receive identical information, the information
is immediately incorporated in price and the expected profit of each insider is zero. If, on the oth-
er hand, Regulation FD has curtailed the flow of information from firms to the investment public,
private information becomes long-lived and, hence, more valuable. And, with increased risk in
providing immediacy to potentially informed traders, market makers will demand increased com-
pensation by widening the adverse selection components of the bid/ask spread. To test this propo-
sition, we identify the cost components of the bid/ask spread for a sample of NASDA(Q) stocks in
the period just before and just after the implementation of Regulation FD. The evidence indicates
after controlling for other factors affecting the market maker’ s spread, we show that Regulation

FD has led to an increase in adverse selection costs.

The Securities and Exchange Commission’ s Selective Disclosure and Insider Trading Regula-
tion became effective on October 23, 20009, In a section popularly referred to as Regulation
Fair Disclosure (or simply “Regulation FD” ), the SEC exercised its intention to create a level
playing field for all investors with respect to accessing price sensitive information. Regulation FD
prohibits the disclosure of material non-public information to selective groups or individuals such
as investment analysts or institutional investors. If material disclosures are intended through such
briefings, the same information must be disclosed simultaneously to the investing public. In the

event of any inadvertent selective disclosure of material information, a public announcement is re-

@ See www. sec. gov/rules/final/33 —7881. html.
@ See www. sec. gov/news/extra/seldisal. html.
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quired to be made within 24 hours by filing a Form 8-K or through a medium capable of mass and
unbiased distribution [ see SEC (2000a) ].

The motivation for imposing Regulation FD was the belief that certain members of the invest-
ment community with access to private information had a trading advantage over (and at the ex-
pense of) the wider investing public. In the past, corporate managers had used private briefings
with key analysts to guide or manage earnings forecasts of analysts so as to minimize surprises and
sudden price movements on earnings announcements. @ The former SEC Chairman Levitt ex-
pressed the view that this constituted artificial smoothing and delayed the price discovery process
giving undue trading advantage to a favored few and their clients [ see SEC (2000a) |]. He also

commented that,

&

‘... when important financial information travels only to a privileged few, or when that information is used to
profit at the expense of the investing public, or when it comes by way of favored access rather than by acumen, in-
sight, or diligence, we must ask, ‘ Whose interest is really being served?’ If investors see a stock”’ s price change
dramatically—but are given access to critical market — moving information only much later—we risk nothing less
than the public’s faith and confidence in America’ s capital markets. ”

Arthur Levitt, Former Chairman of SEC [ see SEC (2000b) ]

Regulation FD has been plagued by a continuing debate with respect to its desirability and ef-
ficacy. The SEC argued that Regulation FD would improve investor confidence in the integrity of

13

the capital markets by reducing the “potential for corporate management to gain or maintain favor
with particular analysts or investors” [ see SEC (2000a) |. Whereas reliance on private briefings
may have compromised analysts into issuing favorable reports so as to maintain access to corporate
management , the new regulation would force analysts to do more independent research. The regu-
lation would also improve information flow to the market and remove the opportunity for selective
recipients to trade on private information. @ Finally, impleméntation would not be costly given on
recent technological developments that facilitate rapid and mass dissemination of information.

The academic literature on market microstructure and trading strategy offers little support for
the SEC’ s position. Holden and Subrahmanyam (1992) and Foster and Viswanathan (1996),
for example, show that if there are multiple informed traders with identical information, you get a
bang, bang result whereby the information is immediately incorporated into price and insiders’
expected profit is zero. Thus, analysts and their clients would receive no benefit from the private
briefing. Foster and Viswanathan go on to show that, if the information is not identical and not
perfectly correlated, insiders can exploit the information and earn some of the potential profits—
the amount depending upon the degree of correlation of the insiders information. In the case being
addressed by Regulation FD, however, the analysts receive identical information at the private
briefing and, therefore, have no exploitable profit opportunity.

@ Richardson et al . (2004 ) offer evidence that suggests that firms provide private information to analysts in order to man-
age EPS expectations downward, setting the stage for subsequently realized EPS to beat analysts’ forecasts.
@ Admati and Pfleiderer (1988) show that informed trading reduces market liquidity and increases price volatility.
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Views from the investment industry regarding the desirability of Regulation FD are, at best,
neutral. Before the imposition of Regulation FD, the Council of Institutional Investors (CII) ex-
pressed the view that Regulation FD would not reduce communications from corporations because.

“...in order to continue attracting capital, issuers will meet the market’ s demand for investment information
... "7 [see CII (2000) ].

But, this is neither an argument for or against Regulation FD in the sense that implies that
the regulation will have no meaningful effect. Critics, on the other hand, were more vocal. They
argued that Regulation FD would have a chilling effect, with firms reducing the quality and quan-
tity of information flowing to the market. One reason is that firms may prefer to release information
to a selected audience rather than to the investing public at large. By constraining their audience
to, say, analysts, the firm can reduce the proprietary costs of disclosure and limit the litigation
risk that may arise from misinterpretation of detailed or complex information releases by less
skilled users. In addition, analysts can be constrained to use private information purely to inform
earnings forecasts and for no other purpose. © Another incentive for the firm to disclose less is
that they reduce the prospect of legal action against the firm by the SEC. The Association for In-
vestment Management and Research ( AIMR) , for example, expressed the concern that

“Corporations will almost certainly curtail the information flow to the market to avoid having to decide on the
spot whether certain information will be deemed to be material after the fact by the SEC ... " [see AIMR
(2000) ].

Information would tend to be released in standard or raw form with little value added in terms
of management guidance. Without guidance from management ( through the analyst community )
with respect to interpretation, users would have to make their own inferences, @

Views from the investment industry on the impact of Regulation FD since October 2000 are
fairly consistent. In a recent survey, the Security Industry Association (SIA) found that 72 per-
cent of analysts interviewed believed that information flowing to the public from corporations was of
lower quality. @ Likewise, a March 2001 survey of AIMR members revealed that 57 percent (14
percent) of its members believed that Regulation FD had reduced (increased) the quantity of in-
formation flow to investors. Similarly, 56 percent (15 percent) believed that the quality of infor-
mation had decreased (increased). Further, 71 percent stated that the reduced information flow
increased market volatility. @

The survey evidence, while informative, does not measure the impact of Regulation FD on
the information environment. A number of empirical studies have attempted to fill the void by ex-
amining the accuracy and dispersion of analysts, forecasts and the behavior of stock return volatili-

ty, trading volume, and/or bid-ask spreads in the months surrounding the implementation of Reg-

See Irani and Karamanou (2003 ) for a more detailed account.

See Weber (2000).

See AIMR (2001).

In contrast, a survey by Pricewaterhouse Coopers finds eighty percent of executives surveyed see a positive or neutral
effect through the introduction of Regulation FD ( Pricewaterhouse Coopers, 2001).

®eee



6 SR . SMEARSHELE

ulation FD. While these studies, too, are informative, they provide only indirect measures of
whether there is more or less informed trading taking place. The purpose of this paper is to esti-
mate the probability of informed trading and the cost of adverse selection in the period immediately
before and after the implementation of Regulation FD. We do so by examining the cost compo-
nents of market maker bid/ask spreads in the NASDAQ market. The evidence suggests that,
while spreads have fallen over time, the probability of informed trading and the magnitude of the
adverse selection cost component incurred by investors have risen. The outline of the paper is as
follows. In the first section, we review the results of the empirical work that has focused on the
effects of Regulation FD. The second section contains a description of the theoretical model, and
the third section contains a description of the sample. The fourth section contains the empirical

analyses and a discussion of the results. The paper concludes with a brief summary.

1 Past Literature

With Regulation FD in effect, debate surrounding its desirability has turned to empirical ex-
amination of its effectiveness. Effectiveness can be measured in a number of ways. One way is to
examine whether Regulation FD has changed the disclosure environment. For example, have the
quantity, quality, and frequency of voluntary disclosure by firms increased or decreased? Along
the same line, have the accuracy and/or the dispersion of analysts’ forecasts changed? Another
way is to look for capital market effects. Have market activity measures such as trading volume
and return volatility increased or decreased? Finally, while both of the above streams of research
speak to the question of whether Regulation FD has had a chilling effect on information releases,
they do not speak directly to the issue of informed trading. If Regulation FD has had a chilling
effect, private information becomes more long-lived and, hence, more valuable. This causes the
adverse selection (or information asymmetry) cost component of the bid/ask spread to increase.
Thus, the third stream of research, related to ours, focuses on the effect that Regulation FD has
had on the probability of informed trading and the expected cost of adverse selection.

1.1 Changes in the disclosure environment

Among the first studies to have examined the effects of Regulation FD is Heflin, Subrahman-
yam and Zhang (2003a). They focus on three issues: (a) the accuracy and dispersion of ana-
lysts’ earnings forecasts, (b) the frequency of firms’ voluntary disclosures, and (c) the infor-
mational efficiency of stock prices prior to firms’ earnings announcements. The intuition underly-
ing the use of analyst forecasts is that the curtailment of analysts’ privileged access to management
guidance may reduce the accuracy and increase the dispersion of their forecasts. @ Their evidence
suggests that there has been no significant change in analyst forecast accuracy or dispersion. The
motivation for examining voluntary disclosures is that some critics argued that Regulation FD would

cause management to be less forthcoming with information due to factors such as increased litiga-

@ In related work, Brown, Taylor and Walter (1999) examine the accuracy of forecasts before and after sanctions placed

on firms that did not comply with Australian Stock Exchange requirements.



