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Introduction

Behaviora economics is emerging as an important new disciplinary adjunct to legd andyds ina
wide range of fiddsfromthe metaterritories of jurisprudence and judicia decisionmaking to the traditiona
zones of contracts and torts to the speciaized areas of tax and hedth law. It shakes up thought and
reorients scholarship laden by its progenitor, law and economics, to revise received wisdom that assumed
the bounded but subgtantid rationdity of human actors and prescribed legd rules and social norms
according to derile abgtractions that bore litle resemblance to actua human beings but which could be
modeled in degant and Smple ways. The encrusted models become more redlistic accounts of complex
human behavior originaly mapped in the fidd of cognitive psychology, adapted by economidts, and lately
being imported by legd scholars!

One corner of this behaviord orientation toward economics and law and the vast socid domains
those disciplines canvass examinesthe way stocks are priced inpublic capita markets and the knowledge
being generated from this investigation has sgnificant implications for the fidd of corporate governance.
Corporate law and economics has assumed that prices of publicly traded stocks are formed as the best
edimate of the vaue of the ownership interest in the businesses they represent.  Thousands of investors
study relevant and reliable information about the cash flows companies are expected to generate and price
their stocks based on arisk-adjusted muitiple of them. Some investors may act irrationdly in the process,
but there are enough rationa onesto offset (and indeed take advantage of) their mistakes so that the pricing
mechanism does work and the stock markets are best described as being efficient.

A st of cultura bdiefs accompany this view that stock markets are efficient in the sense of
accurately pricing business value? Chief among these is that the stock market itsdf operates as a
disciplining device oncorporate managers. Their company’ s stock prices are an accurate and transparent
report card on their performance—a manager that performs poorly will see his company’s stock price fall
and be held accountable. Accountability could take the form of an unwanted takeover of the company by
athird party through which the manager is ousted. It could come from the impairment of reputation that
would diminishamanager’ sfuturejob prospects. It aso could come in the form of a cooled receptionby
investors to any future plans the manager may have to attract additiond finanang to run or expand the
company’ sbusness. The efficient market’ s discipline extends to put limits on manageria discretion over
maor capitd structure and dlocationdecisons, such asthe mix of debt and equity in the firm, the level of

! For athorough and leading examplethat considersrationa choicetheory initsvariousguisesand
a series of behavioral reditiesthat contradict it and the effects of these on various legd policies, see Rusl|
B. Korobkin & ThomasS. Ulen, Law and Behaviora Science: Removing the Rationaity Assumptionfrom
Law and Economics, 88 Cal. L. Rev. 1051 (2000).

2 See Dondd C. Langevoort, Theories, Assumptions and Securities Regulaion: Market Efficiency
Revisited, 140 U. Pa. L. Rev. 85 (1992).



dividends, and the timing and extent of stock repurchases.

From these beliefs follows aset of legd principles. The market for corporate control should be
unburdened by rules of timing, disclosure, payment or other tiltsinthe playingfied. Fiduciary dutiescould
be relied upon in quite weak forms to police those rare managers who somehow escape the clutches of
market discipline to act contrary to the corporation’s and shareholders' interests.  Broad deference could
be given to director decisons on the whole range of capital decisons. Concern over the type and timing
of company disclosure, and even the principles of accounting gpplied in preparing financid satements,
could be limited Since the activity of the efficient market and its participants will piercethese, getting at the
real truth and reflecting it in market price. Investors, on the other side, could be presumed to rey upon
mideading managerid statementswhen they in fact rely solely on market price-when it turns out that what
management was saying was fase, judges could presume that investors relied on the price as areflection
of what management was saying without the need to ask whether the investor actudly did rely on what

management was saying.

The efident market idea, and the set of culturd norms and legd principles that these examples
typify, dominated thought and practicein the fidd of financid economics and corporate law beginning in
the 1960s and continuing with undiminished zed through the late 1980s. Though the zed abated as the
1990s progressed, and today many more sceptics voice doubt upon the validity of theseideas, the theory
of effident markets and its implications remain widdy embraced and the legd culture those ideas spawned
remains endowed with its teachings.

A sub-discipline of behaviora economicsis blossomingthat enervates the 30-year old tenets of the
efficient market story. Called behaviord finance, it restsontwo foundations. Thefirst isthat asubstantial
amount of stock pricing is performed by investors who do not accurately perceive underlying business
vaues, and hence produce prices that do not equa those vaues. Investor sentiment, rather than rationa
economic caculation, contributes sgnificantly to priceformation. The second isthat even those investors
who do accurately perceive underlying business vaueswill not aways step in to offset the sentiments of
those who do not, for they face risks too great for such an undertaking. This limited arbitrage, when
coupled withinvestor sentiment, yields pricing that does not equate to vaue and the managerid report card
seen in prices turns out often to be inaccurate, even if it remains tranducid.

In the world of behaviora finance, no longer canthe socia or legd culture be content to rely upon
market mechanisms for the work of manageria discipline. Neither the market for corporate control nor
that for managerid labor is as potent in the behaviorad finance sory as it wasin the world where efficient
stock markets ruled. Fiduciary duties, disclosure, and accounting play an important role in holding
manageria feet to the fire Capitd dructure and dlocation decisons are far more flexible and
unrestrained—dividend policy, the debt/equity mix, and stock repurchases dl matter as substantive decisons
and manifestations of manageria probity and inteligence. Investors, onthe other side again, may rely upon
market pricesindlocatingthar investment capital but that relianceisfunctiondly irrdlevant to legd questions
concerning whether a management that mideads should be found liable to an investor who does not rely
on what was mideading.



The deeth of the efficient market ideahasbeen coming for anumber of years, but it has held onto
breeth even as research steadily revedsitsfatd infirmities. Dozens of law review articleshave brought to
the legd academy the evidence from economics and finance scholarship showing the demise of the efficient
market story, yet scores more proceed with at least tacit acceptance of its force and implications. My
contribution to these discussions derted corporate law scholars to the decay of the efficient market idea
wrought by studies as they stood in behaviord finance of the early 1990s, dong withthe intellectud history
of the modd that showed it was heading for a dead end.® This piece is the continuationof that story, with
subsequent and stronger evidencethat the mode is poor groundsfor legd policy formulationand abroader
account of the implications of that conclusion.

Part | presents behavioral finance as to how prices of stocks are formed-including atheoretica
framework, empirical evidence, and psychologicd explanaions. It integrates these materids into a mode
of market and investor behavior that can be used as alens through which to andyze awidevariety of legd
rules and policies bearing on market regulation and corporate governance.

Part 11 is a series of prescriptions on the implications of this account relating to investor
governance.* It starts with a proposal to promote and expand investor education concerning the cognitive
biases behaviora finance exposes. It proceeds to introduce and propose reforms in three critica areas of
law and policythat thismodd impacts: (1) the market regulatory environment inwhichinvestors participate,
induding suitability and churning rules and policies relating to day trading, margin trading, and drcuit
breakers; (2) thelegal duties of boards of directors in making capital alocation decisons such as equity
offerings, dividend distributions and stock acquisitions,; and (3) issuesin corporate and securitieslitigation,
principaly the reliance requirement in securities fraud casesand the stock market exceptionto the apprai sal
remedy in cash out mergers.

The efficdent market ideaturns out to be an aspiration worth pursuing, but one never likely to be
redlized. These proposasand prescriptionstherefore operate both to push theredlity toward theideal and
to deal with the gap that will persist. The article has a mgor public policy sub-text too—at stake in the

3 Lawrence A. Cunningham, From Random Walksto Chaotic Crashes: The Linear Genedlogy of
the Efficient Capital Market Hypothes's, 62 Geo. Wash. L. Rev. 546 (1994).

4 | cdl this“investor governance’ to ditinguishit from the literature to date, which has tended to
focus on manager actions. E.g., Stephen M. Bainbridge, Mandatory Disclosure: A Behavioral Analyss,
68 U. Cin. L. Rev. 1023, 1035 n.57 (2000); Donald C. Langevoort, Organized Illusons A Behaviora
Theory of Why Corporations Misead Stock Market Investors, 146 U. Pa. L. Rev. 101 (1998); Dondd
C. Langevoort, TheHumanNatureof Corporate Boards: Law, Norms, and the Unintended Consequences
of Independence and Accountakility, unpublished manuscript available on the Lega Scholarship Network
(2000); Jeffrey Rachlinski, A Positive Psychologica Theory of Judging In Hindsight, 65 U. Chi. L. Rev.
571 (1998). Part | of this piece focuses on investor actions in markets that drive the legal issuesin Part
II’s discussion of investor education, market regulation, director duties, and the reliance requirement in
securities fraud litigation, which | consder to be key components of investor governance.
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discussion of how prices are formed is the overarching questionof capita alocation. Society is better off
interms of aggregate wealthwhenitsresources are allocated to those best able to deploy them. Investors
dlocating capita based on rationd caculation will produce that result, while those dlocating based on
sentiment will not.> Attention to this difference is dso important to the distributive question, not only since
asmdler piewill yidd less for certain groups, but because a skewed dlocation canwidenthe gap between
the rich and the poor. Proper pricing—or at least an understanding that improper pricing may exis and
why—is thus a transcendent socid question, not merdly atiny corner of scholarship in law and behaviord
economics, though it aso certainly isthat.®

1. Behavioral Finance

The efficent market idea contends that prices of securities in public capital markets dways reflect
al available information about the underlying businesses they represent. The theory has been described
as“dazzling” and as an“enormous theoretica and empirica success.”” Theentirefield of academic finance
was cregted on its basis, sarting in the economics department of the University of Chicago, spreading to
every department of every university in the country, and ultimatdy penetrating trading, board, court and
classrooms worldwide. Despitethat success, the EMH hasaways suffered from theoretical and empirical
limitations or exceptions, which of late have gone to consumeit. In its wake stands behaviora finance as
ariva account of capital markets.

® E.g.,Marcd Kahan, Securities Laws and the Socia Costs of "Inaccurate” Stock Prices, 41
DukeL.J. 977 (1991). Stock markets are ameans of alocating capital. Social wedlth is greatest when
capital isalocated to its most productive uses. Pricesthat equa underlying vaueswill effect that dlocation
best. Prices that deviate from values will misallocate to the extent of the difference. The socid cost of
misdlocated capita isamultiple of the foregone opportunities that properly dlocated capitad would have
generated. Additiond costsresult from theincreased risk investorsface in misalocations. That increased
risk will discourageinvestment, lead investorsto demand a higher rate of return, increase the cost of capitd,
decrease its supply, and drain overall economic horsepower.

® Proper pricing means prices approximately equal to vaues, with value defined as the present
value of the cash flows a corporation is estimated to generate from the date of cdculation to the infinite
horizon period. Vauein this modd isthus determinate as a theoretica and philosophica matter (though
the caculation in practi ce remains fraught withjudgments). The term proper pricing thus equates to value
but this should not be seen to congtitute a conflationof the two inaphilosophica sense. Compare Kyron
Huigens, Law, Economics, and the Skeleton of Vadue Falacy, 82 Cd. L. Rev. xxx (2001) (critique of
traditional and behaviora law and economics on the philosophica grounds that vaue is intrangtive and
incommensurable and, therefore, hasaninductable “tragic dimengon,” the part not accounted for inprice,
rendering economic andysis of law both impossible and usdess).

" Andri Shiefer, Inefficient Markets: An Introduction to Behaviora Finance 1 (2000).
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A. Foundations and Legal Import of the Efficient Market Hypothesis

The theoretical foundations of the EMH were laid by Paul Samulesorf and Benoit Mandelbrot.
I nessence, they supposed that investors act rationaly inmaking the invesment decisions that result instock
price changes and levels.  The consequences were equivaence between price and value and a random
element to the process of price formation that rendered impaossible predictions of future price movements
and sysematicaly earning higher than normd returns.

Rationdity did not have to be complete, however, and the mode alowed for the participation of
nonrationd or irrational persons. Their contributions would have the tendency to push prices avay from
values but, the theory went on, those deviations would not persst due to arbitrage by the rational
participants, whose trading would restore the price-va ue identity and reinforce thebasic condlusions of the
modd.

Eugene Fama lad the EMH’s empiricd foundations, starting with the propostion that stae
information about a company was of no vaue to a stock trader.’® The hypothesis was that an investor
cannot use information such as past prices, public disclosures, and maybe even privileged data to make
money in the stock market. Such information isingtantly absorbed into the price by traders who get the
information first and act on it, so knowing it thereafter gives an investor no advantage. There was a sort
of noncontroversia and commonsensical apped to this proposition (except maybe with respect to
privileged informetion), but the harder empirica questionwas what was meant by advantage to aninvestor.

Obvioudy people can make money in the stock market by looking at information, but the key
empiricd point of the EMH was that they could not use stde informationto earn more money than would
compensate them for bearing the risk of theinvestment. Risk was adjusted for in the EMH by apricing
model, most famoudy the “capita asset pricingmodel,” that specified the risk associated with each stock.
The empirica daim was tha no investor can use stade information to get returns greeter than judtified by
the associated risk the CAPM defined for the investment.

The theoreticd and empirica foundations of the EMH were powerful, constituting a mgor
academic success tory, leading to the tenuring of scores of bright young economistsand to the awarding
of Nobel prizesto about a dozen of their dders. In the triumphant congratulations of one of the pioneers,
Michadl Jensen announced in the early 1980s that the EMH was the best established fact in dl the socid

8 Paul Samuelson, Proof that Properly Anticipated Prices Fluctuate Randomly, 6 Indus. Mgmt.
Rev. 41 (1965).

° Benoit Mandebrot, Forecasts of Future Prices, Unbiased Markets, and Martingale Models, 39
J. Bus. 242 (1966).

10" Eugene Fama, Efficient Capitd Markets: A Review of Theory and Empirica Work, 25 J. Fin.
383 (1970).



sciences. Not an overly broad clam at the time perhaps, but with the passing of the years and the
emergence of newer studies, one continues to wonder whether the dam sad more about the socid
sciences than it did about the EMH.

Among legd scholars, the EMH became so dominant by the mid 1980s that two leading corporate
law teachers announced that it was the context to discuss marketsand their regulation.* Somelegd rules
were expresdy linked to the theory, especidly the stock market exception to the appraisal remedy, the
fraud on the market theory, and event study techniquesfor measuring damagesin securities fraud cases.'
Others were more loosdly or rhetoricdly based on it, such as the SEC's integrated disclosure system
initiative and its shelf regigtration rules®

I nbetweentheseparticularizations and far more broadly, the EMH exemplified the most successful
congtructs and applications of law and economics generally. The chief reasonfor this success wasthat of
al the places where theoretical rationd actors gather to produce results that look highly rationa—whether
in contracts, property, or courtrooms-it was in the public capita markets that they did so with greatest
plausibility.’* As a result, discussions of a whole range of topics in corporate and securities law went
forward with a backdrop of the EMH if not express articulation of its premises. This privileged postion
remans a fixture of the culture of business law scholarship, even if its purchase has declined as lega
scholars have digested the chalengesto the EMH uncovered by behaviora economistsand discussed next.

B. Challenges to the Efficient Capital Market Hypothesis

Theoreticd chalenges to the EMH question the assumed rationdity of investors. Drawing on the
1970s pioneering work of cognitive psychologists Amos Tversky and Danid Kahneman, as early as the
mid 1980s economists speculated that many traders act not on information but on hunch and that the
market absorbs no more rationdity of caculaion than it does mere noise™ More recent theorizing on
investor behavior has considered the nature of investor attitudes towards risk and the way investorsmake

11 Rondd Gilson & Renier Kraskman, TheMechanismsof Market Efficiency, 70Va. L. Rev. 549,
550 (1984).

12 See Langevoort, Theories, Assumptions and Securities Regulation, supra.
B

14 This plausihility is shown by the unusua degree to which some of the assumptions necessary to
sugtain the economist’s “perfect market” are met in public capitad markets: there are a large number of
participants such that the actions of any individua participant cannot materidly affect the market;
participants are fully informed, have equa access to the market, and act rationdly; the commodity is
homogeneous, and thereare no transactioncosts. E.g., Paul A. Samuelson, Economics 43, 56 (10th ed.
1976).

15 E.g., Fisher Black, Noise, 41 J. Fin. 529 (1986).
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decisons usng attention and memory more than probabilistic andyss (and even how the influences of
autonomous brain activity can produce judgments outside of a person’s awareness). '

In terms of assessing risk, investorstend not to look at levels of find wedth atainable but at gains
or losses relative to a reference point.t” The path can be more important than the end. In considering
the assumption of risk, people display loss aversion, atendency to place anasymmetricdly greater vaue
on losses compared to gains.’® It is epitomized in the reluctance of investors to sdll stocks that have
suffered substantial losses™® and inthe puzzlingly high premium returns atributable to investments in equity

16 Thefirst two of these formthe basi's of the mode that follows; the third is not implicated by the
mode but is taken up as a separate series of phenomena more localized in the part that follows.

17 Take anexample where dternative end states areidentical but the ways of getting their differ and
people systematicaly opt for one rather than the other:

QuestionA: Supposeyou arericher by $20,000 than you are and pick from thefollowing choices:

(2) receive $5,000 or (2) receive a50% chance of winning$10,000 (and a 50% chance of winning

nothing).

Question B: Supposeyouarericher by $30,000 thanyouare and pick fromthe following choices:

(1) forfeit $5,000 or (2) take a 50% chance of losing $10,000 (and a 50% chance of losing

nothing).
In terms of end gates, the problems are identicd: in each Question the expected vaue of choice (1) isa
position $25,000 richer than you are (in A, $20,000 + $5,000 and in B, $30,000 - $5,000) and the
expected vaue of choice (2) is dso $25,000 (you end up with either $20,000 or $30,000 with equal
probabilities). Most people see these Questions as quite different, and not because of the suppositions
about being richer by either amount, but because of the routesto the end. Among those inclined to gamble
on ether Question, the tendency is to gamble on the downsde (picking the gamble that includes possibly
losing nothing) and the sure thing on the upside (picking the cash despite the possibility of gaining more).
These choices dso illudrate the phenomenon of frame dependence, discussed below. See Danid
Kahneman & Mark W. Riepe, Aspects of Investor Psychology, 24 J. Port. Mgmt. 52, 56-57 (1998).

This description of investor behavior aso applies to manager behavior in evauating potential
acquisition transactions discussed below in Part 11.B.

18 For example, people asked how much they would have to stand to gain from the flip of acoin
turning up heads in order to take a bet that if it comes up tails they would pay $100 tend to Site arange
from $200 to $250. Kahneman & Reipe, supra. Ineconomic termsthey exhibit aloss function steeper
than again function. See Shefler, supra, a Xxx.

19 Terrance Odean, Are Investors Reluctant to Redlize Their Losses?, 53 J. Fin. 1775 (1998).
Toilludtrate the sort of loss averson known as the disposition effect and how it leads investorsto cling
to losing stocks consider this hypotheticd: Highbal and Lowball bought IBM shares at $200 and $100,
respectively, and today’s closing IBM price was$150, down $10. Who is more unhappy about today’ s
$10 decline? Most people concur Highball is unhappier at the $10 dedline for he is suffering further losses

9



rather than fixed income securities®

Related to the way reference pointsare created is how they influencesolutions. Different decisons
will be made depending onhowaproblemisframed.?! Thisframe dependence showsitsaf inthe observed

whereas Lowbdl isdill ahead of his purchase price by asubstantial amount. For the same reason, it would
be harder for Highbdll than Lowbdl to sdl IBM even giventhe same fundamenta picture of that company’s
prospects. 7d.

Y ou can see the sort of loss averson known as the endowment effect by aclassc sudy where
one group’ s members are each given a coffee mug and another group’ s members given $6 cash apiece.
The mug group are asked to name their sde price for amug and the cash group are asked to name their
buy price. The groups are told that with that information the experimenters would figure out the market
clearing price and effect swaps of cash for mugs that satisfied the clearing price. The behaviora surprise
isthat mug owners put a price on the mugs of about twice what the cash holders did, even after repest
plays of the game were held, contrary to the symmetry of va uationone would expect under rational choice
theory. Danid Kahneman, et al., Experimentd Tests of the Endowment Effect and the Coase Theorem,
98 J. Pol. Econ. 1325 (1990).

A different explanation that is more consstent with rationa choice theory is smply that this
preference differentid reflects social norms oriented toward bargaining inwhichbiddinglowand sdling high
are dandard. The parties with mugs have differentiated goods while those with cash have the currency of
the realm by whicheverything elseinexchange is measured. They are buyers and sdllers. Sdlerssl high;
buyersbuy low. Another isthat experimentssuch asthesetend to be performed on people with experience
asbuyersbut not as sdllers (oftenthe subjects are university students), raising some question as to whether
the results generdize to actual market behavior. Richard A. Posner, Rational Choice, Behaviord
Economics, and the Law, 50 Stan. L. Rev. 1551, 1556 (1998).

2 The equity risk premium puzzle refers to the observed departure, compared to bonds, of the
actua return on stock investments over long period times above that predicted by economic theories and
asset pricing modds associated with the efficent market hypothesis. The puzzle generated legions of
scholarship withinthe EMH traditionwithout any sati factory solution, though adopting abehaviora finance
perspective on the puzzle it dissolves-investors hold risk appetitesthat differ fromthose postulated by the
EMH and itstheoretical cognates. See Shlomo Benartzi & Richard H. Thaer, Myopic LossAversonand
the Equity Risk Premium Puzzle, 110 Q.J. Econ. 75 (1995) (returns on stocks and bonds explaingblein
terms of risk averson without any premium “puzzl€’). In paticular, it istrue that stocks are riskier than
bonds in terms of repayment of principal and of income generation but not o much riskier to judtify the
historica difference in actud returns on these two asset classes of about 6%. Rather, that substantial
spread is attributed to investor loss aversion that gives greater weight to losses than to gains, aweight in
this case greater by about 2.5 times. 1d.

2L Congdier the famous Tversky & Kahneman illustration of frame dependence in their theater-
goer comparative;
1. Youareonyour way to seeaplay for whichyoudo not have aticket. Ticketscost $10. You

10



tendency of experimental subjects to alocate more to stocks when they are shown long-term histories of
high returns to stocks thanthey do whenthey are shown short-term histories of substantial price volatility.?2

Another aspect of frame dependence concerns how broadly or narrowly a decison is drawn in
relation to others. Decisions are often presented in gpparent isolation of each other, though they may be
about subjectsthat are related. Rational choice theory prescribes choosing options inparticular decisons
that produce the best find or aggregate state of affairs (in investing terms, the highest financid value from
dl investment positions and decisons net). To do so, dl components of thet finad state of affairs must
samultaneoudy be evauated rather thanjudged on their own discrete terms. Y et across a whole range of
investment decisions, investors tend to isolate and make individud decisons rather thandevelop anoveral
and integrated investment policy.?

redize that you have logt $10 from your walet. Will you till buy aticket for the play?

2. You are on your way to see aplay for which you had purchased aticket for $10. Youredize

that you have lost your ticket. Will you buy another?
These studtions are andyticdly, finanddly, and cost-benefit wise identica, yet subjects diginguish their
answvers, virtudly dl saying yesto question 1 but amgority saying no to question 2. See Amos Tversky
& Danid Kahneman, The Framing of Decisons and the Psychology of Choice, 211 Science 453 (1981).

A gmilar sort of frame dependenceis exhibited in the pair of choice presented inthe illustrationof
reference point rddivity, supra note xx (decison to gamble on one but not the other of two identical
outcomes influenced by description of one as offering upside potential and the other as posing downside
rsk).

2 Benartzi & Thaer, supra (1995); see also Chridine Jlls et al., A Behaviorad Approach to
Law and Economics, 50 Stan. L. Rev. 1471, 1534 (1998).

2 Suppose, for example, two gods are to produce an aggregate amount of savings to fund a
child’ scollege tuition 10 years from now and to own abrand new car. It is very commonfor people with
these two gods to establish a savings account to meet the educationa goa and to take abank loan to
purchase the car. This strategy may impose discipline againgt invading the child's education savings
account. It is an example of aclass of techniques colloquidly known as making separate mental accounts
for different needs. Generations have been reared to think this way, but from a financid viewpoint this
narrow framing by separating the goals is not maximizing and not congstent with rationa choice theory.
The car loan will invarigbly cost more (say 10%) than the savings account pays (say 5%, minus say 1%
adlocable to income taxes on the interest). A superior sirategy would frame the question in broad terms,
combining rather than separating the gods. Use the cash that would be earning 4%to pay for the car (or
part of it) and that money will be working to save the 10% cost of the loan (plus income taxes). The
savings account won't get funded today but it will get funded tomorrow, with an ultimate balance higher
than under the narrow frame strategy.
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Attention and memory capahiilities are often incorrect, but people rely on them to such adegree
as to suggest they believe they are infdlible. People thus violate probability theory, including basic
principles of Bayesian logic and statistics, dl thetime?*  One tendency isto predict by projecting along
future pattern based ona short recent history rather than understanding that the short recent history could
be due to chancerather thanto any emerging pattern. A good example of the late 1990s was the tendency
to predict high rates of growth in future earnings of certain high-tech companies for severa yearsin light
of earnings growth in the few years just passed.

These tendencies could theoreticdly exist across dl groups of investors, from do-it-yoursalf
individuds to sophisticated hedge fund managers® If o, this would undercut claims that non-rationa
investors get canceled out by the rationd. On the contrary, it is even possible that these tendencies of
investors are followed by other investors and the biasesingtantiated.® Thisis especialy possible when
they act as agent rather than principa and therefore worry more about the measure of their performance
agang thar inditutiona peers. This tends to promote distortion rather than enable them to offset the
noise?” Nor can arbitrageurs be counted on, since not only is arbitrage arisky business but also because

24 Rationd choice theory says to pick among uncertain prospects, figurethe probability that each
will happen, assign a vaue to each possible outcome, and choose the progpect with the highest product
of probability timesvaue. Practical decisionmaking by actua people operating on intuition does not work
the way of the theory’ s prescription. Those that come the closest might bethe scrawl of Charles Darwin
concerning the pros and cons of choosing to marry versus not to marry, Charles Darwin, The
Autobiography of CharlesDarwin, 1809-1882 (N. Barlow, ed., 1969) (firgt published 1887), and the letter
of Ben Franklin to Joseph Priestly describing “mora dgebra’, the process of recording ona sheet of paper
the pros and cons of a decision over a period of severa days before choosing. Benjamin Franklin,
Writings (1987) (first written Sept. 19, 1772). Even 0, results of such pragmatic approaches vary from
those prescribed by rationa choice theory. For example, people will pay moreto increase the probability
of anuncertain event fromsay 0% to 1% or from 99% to 100% than they will to increase it fromsay 41%
to 42%. Thisis so even though in each case dl they are getting is a 1% increase in probability, but
somehow it looks better to get Something over nothing or asure thing over a (moderately) uncertain thing
than it is to boost your odds by an increment to a point not much different from where you were. See
Kahneman & Reipe, supra, at 56.

%5 For a chronicling of cognitive errors displayed by various Nobd prize winning hedge fund
managers and their colleagues, see Roger Lowengtein, When Genius Failed: The Riseand Fdl of Long-
Term Capitd Management (2000).

% See Andrel Shieifer, Inefficient Markets: An Introductionto Behaviora Finance (2000) (adverse
consequences of investor biases are exacerbated when traders “ behave socidly and follow each other’s
mistakes by lisening to rumors or imiteting their neighbors’).

21" For example, indtitutiona investors acting as agentsfor individuas may choose portfolios close
to the benchmark of evaluationlikethe S& P 500 Index. They may herd to avoid faling behind one another
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to do effective arbitrage requires there to be close subgtitutes for the thing being arbitraged and there are
not always close (and hardly ever perfect) subgtitutes for securities.?®

The empiricd chdlengesto EMH were pioneered as early as 1981 by Robert Shilller, who showed
that thereistoo much price voldility for the EMH tobe true.® The studies continued, chalenging the EMH
aitsevery level. Astoitsclam that past prices give no profitable trading advantage (called weak form
efficency), evidence comparing the performance of winning and losing portfolios showstheat |osers do way
better and winners way worse than standard risk models (like CAPM) explain.®

Asto the EMH’s clam about public informeation (called semi-strong form efficiency), anomdies
gaoreinfectit. Stocksof smaller companiestend to outperform those of large; the January effect described
how prices tended to rise in January; and the piece de resistance, hignly priced stocks-measured in
accounting ratios such as the market to book ratio—get lower average returns inthe future than those with
lower prices3! Ratios like those are sde information, yet these observations imply that it is possible to get
superior returns by buying the lower priced stocks (and, doesn'’t this seemlike commonsense, anyway?).

Concerning the more generdl EMH dam that there should be no (and aren’t any) reactions to
noninformation, it is common to note that the stock market crashof 1987 continues to have no discretely

as by picking the same stocks as each other. They can add window dressing right before year end reports
are issued by adding stocks that have gained and dumping those that have lagged. Such machinaions
produce tradesthat probably have worseeffectson price-va ue re ationshipsthanthe effects of Smple noise
trading.

8 They need close substitutes to the things the noise traders trade, such as futures or options at
the local level of particular stocks or bonds, and also like dl-out market indexes like the S& P 500 at the
broadest levd. While there may be some functiona subgtitutesin the former case, they areSmply absent
inthelatter. In other words, if the S& P 500 inaggregate is mispriced, there is virtudly nothing any trader
can do to correct it because there are no subgtitutes for it. In terms of the uncertainty in forecasting the
changing behaviors of noisetraders (or their counterpartsat big trading houses), Shiefer givesthe example
of Fed Chairman Alan Greenspan saying one thing just as Goldman Sachs market guru Abby Joseph
Cohen is saying the opposite. What isan arb to do? Shleifer, supra, at 15.

29 Robert Shiller, Market Volatility (1989).

% E.g., Warner DeBondt & Richard H. Thaler, Doesthe Stock Market Overreact, 40 J. Fin. 793
(1985) (comparing cumulaive average resultsfor winner and loser portfoliosformed based on 3-year prior
periods and looking at the next 5 years).

31 These categories of stocks are sometimes called, respectively, growth and vaue stocks, but
these labds are essentidly meaningless and should be deleted from the lexicon. See Lawrence A.
Cunningham, The Essays of Warren Buffeit: Lessons for Corporate Lawyers (1997).
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identifiable justifying cause, nor do virtualy any other magjor market moves of dramatic proportions? It
will become commonto note that the huge gyrationsindl market indexesinthe late 1990s and early 2000s
cannot be explainedintermsof fundamenta changeseither. Plenty of evidence showsthat al sortsof stock
price movements cannot be explained in terms of changes in information about the related businesses.®
Congder findly that stocks selected for incluson in amgjor stock index—such asthe Standard & Poor’s
500, for example-tend to enjoy a price increase even though the incluson dters nothing about their
probable future business performance.

Criticisms of these rebukes to the EMH go forward on avariety of grounds. The chief chdlenge
isinterms of the proper adjustment for risk. Maybe, for example, the observation that low priced stocks
outperform high priced stocks is due to the fact that the former areriskier than the latter. However that
may be, it ssemsin tensgon with common sense. Other critics dlege datamining, sample sdection biases,
not accounting for trading costs, and other potential research defects® Fair as these may be, it remains
hard to deny the power of the increasing scope and magnitude of this research field.

Recognizing thisis particularly important for legal scholarsand other chief architects or anaysts of
public policy. The cautionary bell against the EMH has been rung before and many do seem to be
ligening.®® Y et the atraction of EMH’s Smplicity and €egance remains, not only among scholarsbut also
among courts and regulators.®” One reason for this time lag between the output of economic scholarship
and itsabsorption by lawyers may bethe lack to date of a coherent model of market behavior that captures
thesefeatures. Much of theeconomicsliteraturefor most of the past couple of decades critiquingthe EMH
demongtrated weaknesses or anomdies in the model rather than developing anintegrated aternative view.
That hole is now coming to befilled, however, and the next section shows a version of the mode that will
be ussful to corporate and securities law  scholars and policymakers in evauating a range of rules and
positions considered in Part 11.

% Shiller, Market Voldility, supra; Robert Shiller, Irrational Exuberance (2000).

3 Richard Rall first showed that orange juice price changes were not fully explained by changes
in wesether, Richard Roll, Orange Juice and Wegther, 74 Am. Econ. Rev. 861 (1984), and later adapted
that andysis to show that stock price movements are largely unaccounted for either by news about them
or changesin the price of potentid substitutes. Richard Roll, R, 43 J. Fin. 541 (1988).

3 See Shiifer, Inefficient Markets, supra, a 23 (giving the example of Ameria On Line, added
to the S& P 500 Index in December 1998, and promptly jumping 18% in price).

®1d

% E.g., Langevoort, Theories, Assumptions and Securities Regulation, supra; Cunningham, From
Random Walks to Chaotic Crashes, supra.

37 See infra Part 11.
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C. An Alternative General Model

Thesetheoretica and empirica chalenges to the EMH have been combined and degpened inthe
broader context of wel known behaviora phenomenon. These traits can be seen in action in market
behavior we observe. When put together, they offer an attractive and general account of arange of typica
market activity that even the EMH has a hard time explaining.

1. Elements

A thumb nail versionof the basic outlines of the mode looks like this® Investors start by holding
some views about the world and markets and particular industries and companies. Some newsisrel eased
affecting a particular company, say the release of itsearnings for asngle quarter. Thetendency of investors
is not to react to this news in reevauating those prior views as rationality would prescribe but instead to
exhibit conservatism. Thismeansinvestorstend to updatetheir views about the company, and the context
inwhichit operates, dowly. They cling, in other words, to the status quo, and are dow to revise the status
quo view inthe face of angle bitsof news. Theresult isunder-reaction of pricesto earnings newsfollowed
by short horizon trends in those prices®

In contrast, when investors repeatedly receive smilar types of news over aperiod of time, say a
series of quarterly earnings surprises for a particular company in the same direction, the tendency is to
jettison their prior views quickly in favor of a view that extends that series as the new trgectory. Thisis
cdledthe representativeness heuristic, and describesthe mentd drategy of viewing events astypica or
representative of some specific class when datidticaly they arenot. So while asingle earnings news flash
has modest or no impact, once awhole dew of smilar sorts of reports emerges, a backlash comes. This
can be true equaly of news releases about a single company as about lots of different companies during
the same quarter or other reporting period. The result is an overreaction in price changes to the various
elements of news.

These under-reactions and overreactions are examples of investors ignoring or at least disobeying
the lawsof probability. Such phenomenaarenot limited toinvestorsand marketsbut rather pervade human
decisonmeaking. The humanmind searchesfor patterns indl sorts of eventsinduding randomevents. For
example, contrary to the beiefs of many basketball fans, just because a player has been shooting lots of
3-pointers from 20 feet, doesn’'t mean he is more likely to hit the next one (or less likely for that matter).
For the non-fan, just because the series of letters AAAABBBB |ookslessrandomthanthe series of | etters
ABBBAABA each sriesis equdly likely to have beenthe product of random configuration according to

8 Shleifer, supra, at 113-114.

% Id. at 128 (people “tend to underweight useful statistical evidence rdlative to the less useful
evidence used to form their priors’). In invedting, this is sometimes caled “stock price drift,” and the
evidenceisamilar for other newslike share buybacks, dividend changes, stock splits, and seasoned equity
offerings. /d. at 120.
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the tosses of acoin.

Another way of describing the representativeness heurigtic is to say that when confronted with a
decison that could be solved according to determining probabilities, people tend to take the shortcut of
using superficid benchmarksrather thanreal underlyingprobability baserates.”® Oneillustrationisamenta
game where subjects are told only one fact about aperson-that she isartistic by nature-and asked to guess
whether the personisasculptor or a secretary. Most people guess sculptor though everyone knowsthere
are more than ten times as many secretaries as sculptors and so the more highly probable answer is
secretary.

In the case of investing, investors tend to underestimate the likelihood that the past few surprises
arethe result of chance rather than of anew businessredity where more surprisesareinstore. Thispattern
of behavior can result not only in overreaction to such newswhen it arrivesin a series, but can dso lead
tojittery trading decisions. A common exampleisthe salling of one stock deemed “cold” quickly followed
by the purchase of another deemed “hot.” Trading lossesare the typical result, one study showing that on
average investors following that trading policy lost nearly 4% in the process of discard and draw.*

40 See Amos Tversky & Danid Kahneman Judgment Under Uncertainty: Heuristics and Biasss,
185 Sci. 1124 (1974). A classic example supposes there are 100 cabsin town, 85 green and 15 blue,
and one of these hits a pedestrian and flees. A witnesssaysthewayward cabisblue and wetest hisability
to recdll colors correctly and find he does so 80% of the time. Based on this, what is the probability that
he wasright inthe case of the hit-and-run? Most people choose 80%, asuperficidly attractive benchmark,
but theright answer is 40%, a deeper function of a base rate. Being right 80% of the time meansif the
witnesswere shown, for example, 85 greencabs, he' d say 68 were green and 17 were blue; and if shown
15 blue cabs he’ d say 12 were blue and the others green, making atotal of 29 he says were blue whenonly
12 of these were in fact blue. So the probability of him being right when he says a cab he saw was blue
is 12/29 or about 40%. See Amos Tversky & Daniel Kahneman, Evidentid Impact of Base Rates, in
Judgment Under Uncertainty: Heuristics and Biases 151, 156-58 (Daniel Kahneman, et al., eds., 1982).

4 See Shiller, Irrationa Exuberance, supra, a 144 A more complex variaion on this example
is the bank teller problem, where a story is told about a woman bank teller suggestive of her being a
feminig. Then people were asked is she more likely to be (a) abank teller or (b) afeminist bank teller.
People leap to choose (b) onthe strengthof the feminig story imagery when thisis clearly not the superior
choicesince (b) is a subset of (a) and, as with the example in the text, there are way more bank tellersin
the world thanthere are feminist bank tellers. See Amos Tversky & Danid Kahneman, Judgmentsof and
by Representativeness, in Judgment Under Uncertainty: Heuristics and Biases 84, 92-93 (Daniel
Kahneman, et al., eds., 1982).

2 Odean, supra. Theinterplay of conservatism and representativeness can be seen in astandard
experiment using the toss of a coin known to be loaded. The subject is told in advance that the coin is
biased, having either a70% chance of heads or a 70% chance of tails rather thanan even chance of ether.
A rationd actor would start off by assigning a 50-50 chance of in which direction-headsor talls-the coin
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In between the oscillation from under- and over-reaction to news are periodic price swings that
occur due to narrow framing of invesment decisons. A narrow framing of risk-rel ated decisions obscures
the variability of risk that occurs when a series of related risky decisions are made as awhole than when
a series of risky decisons are viewed in isolation. When, as is common, the relative risk of a series of
gamblesis lower thanthe sum of the risk of each of them, each particular bet should be made inthe context
of the whole.®

Y et thereis evidencethat investors tend to take decisions, say on the stocksinther portfolio, one
atatime* Itisasymptom of loss aversion noted earlier. People ask whether they should buy Dell, say,
or dl IBM. Even assuming the underlying fundamenta vaues of these socks areidentifiable, the answers
may be different for different people, depending on what other investments she holds. They aso may be
different depending on the degree to which the individuals are loss averse.  Failure to integrate these
decisons by adopting a broad frame helps to explain the undue amount of both buying and sdlling of
individua securities and hence to explain the substantial excessive price volaility of capita markets*

This modd of investor behavior capturing conservative under-reaction and representative
overreaction, mixed aong with framing volatility and loss averson, is supplemented by a few other
cognitive biases that so seem to play a sysemeatic role in price formation. First, thereis atendency of
people who have chosen a voluntary course of action to resist evidence that it was ill-chosen. This
commitment bias entals an unconscious shift in attitudes and bdiefs to preserve consistency with the

ishiased. Asthe coinisflipped and keeps coming up heads flip after flip, a Bayseian updating would call
for successvdy dtering the probabilities from 50-50 towards agreater likelihood for heads, but doing so
in modulated increasing increments.  Subjects in this experiment regularly miss the optima Bayesian
updating, and missit in an asymmetrica way: at first acting consarvetively (not updeting the probability of
a headstilt enough, exhibiting under-reaction) but after seeing afew headsinarow acting representatively
(updating too much and overestimating the probability of atilt towards heads, exhibiting overreaction).
See Shidfer, Inefficient Markets, supra, at 129-30.

Thisis the pattern seen in stock pricing behavior—under-reactionto discrete pieces of information
sde by sde with overreaction to a series of information that looks like a pattern. See infra.

4 This point is conceptudly similar to that underlying modern portfolio’s theory’s (MPT)
prescriptionto diversfy. But the operationa differences are dramatic, induding principdly that MPT cdls
for assambling a portfolio by reference to CAPM’ s messure of risk (a price-based measure which the
EMH assumesis equa to vaue) rather than according to fundamentd andlysis of the business (avaue-
based measure which behaviora finance suggests may differ from price).

4 Kanheman & Reipe, supra, at 61.

45 Price volatility has a positive and a negative dimension, the former relaing to changes in the
underlying fundamentas and the latter to other things. Excessive price volatility refers to the amount of
negative price voldility. Shilller, Market VVoltility, supra.
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origina decison. It reinforces the conservatism or satus quo bias in individud investors who have
purchased a particular stock. It heps to explain why people cling to stocks whose fundamentals have
obvioudy deteriorated.

Second, people tend todevelopself-serving beliefs, makinginferencesfromnew datathat endble
them to see what they want to seeiniit. This bias reinforces both the under-reaction to news associated
with conservatism and the overreaction to cumulated recurring news associated with representativeness.
Ineach case, the bias skews results toward seeing smdl changes as of low relevance and aseries of them
as having grest relevance.

Third, overconfidence biasisthe pervasive tendency of people to think they know morethanthey
do and otherwiseto overrate their own abilities®®  Common examples are that 80% of drivers think they
are better drivers than average (most of them must be wrong) and despite a divorce rate of 50% newly
married couplesinvariably believe they will not be anong them (many of them must be wrong too).*”  For
investors, overconfidence bias is the tendency to construe investing success as confirmation of their own
abilitiesevenwherethe resultsare not due to any particular research, indght or <kill. It includesatendency
to underestimate the role that chance or luck played inthe process and is often coupled withcommitment
and self-serving beliefs biases just noted.*

Reinforcing these same effectsisthe availability bias. This describes the tendency of people to
overweight events or circumstances that are at one's fingertips, as it were, including due to their being
recent, or well-publicized, or traumatic, or vivid. Thus people think, wrongly, that car accidents and
homicides are more common causes of death than diabetes or stomach cancer. In investing, this
impressionistic behavior can contribute to trends and “hot stocks.” If dl the mediatak is of the Internet,
people sart thinking the Internet is the place to be.

2. Interplay

Theinterplay of various cognitive biases showspatterns of price formation that are familiar. One

4 Shilller, Irrationa Exuberance, supra, at 142.

47 Kahneman & Reipe, supra, @ 54 (drivers); Lynn A. Baker & Robert E. Emery, Why Every
Rdationship Is Above Average: Perceptions and Expectations of Divorceat the Time of Marriage, 17 Law
& Hum. Behav. 439 (1993). Peopledso tend to beievethat bad things(likeill hedlth or divorce) aremore
likely to happento other people than to themselves and good things (like staying hedthy and married) are
more likdy to happen to themsdves. See Nel D. Weingein, Unredigtic Optimism About Future Life
Events, 39 J. Pers. & Soc. Psych. 806 (1980).

“8 Notably, these biases are asymmetric: positive events are seen asthe product of one sskill and
ability while negetive ones are seen as due to externd forces. This difference is seen less often in people
who are more risk-seeking than risk averse. Kahneman & Reipe, supra, at 63.
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commonly seenphenomenoninmarket pricing historiesisthe occurrence of short term trends followed by
longer run trend reversals.®® The short term trends are a product of under-reaction to individua bits of
informationnot seen as significant, and described by the conservatism bias (the dow updating of bdiefsin
the face of information). The longer term reversals of those trends are a product of over-reaction to
cumulated bits of information perceived as manifesing conspicuous patterns, and described by the
representative heuristic.

Thesetrendsand reversas poseprice-va ue deviations that are undesirable, evenif not cataclyamic,
for they distort the capita alocation process. Other combinations of these biases can have devastating
effects. Overconfidence plus representativeness, for example, can lead to spectacular feedback loop
bubbles in prices. Feedback |oops describe a category of observed investment phenomena including
ingtances of price momentum, where prices continue moving persstently inthe same directiondespiteeither
no or opposite changes in fundamentals.

As prices drive upward, say, investors who recently bought those stocks see their judgment as
being vindicated, formbdiefs about their expertiseand buy more. Asthe pricesmove yet higher, apattern
of price increase is detected. Overconfidence confirms what is seen, more buying ensues and other
biases-commitment and self-serving beliefs—teinforce each other in an upward spird, or bubble.

There are separate and externd causes to the reinforcing cascades of overconfidence and
representativeness. These include investors chasing trendsor chasing each other. These loops can befed
by rumor, widespread publicity attendant to new technologies (say biotechnology stocksinthe early 1990s
or Internet stocksin the late 1990s), or other socid forcesthat trigger the availability bias. They produce
cascading chain reactions that reinforce each successive link. They are often accompanied by substantia
numbersof new investors to the market, increases in the dollar amount of new fundsand borrowed funds
invested as well asincreases in trading volume and price voltility.

Feedback loops dso can result from technica trading strategies adopted by some investors (and
sometimes followed by others), induding stop-loss orders that automatically prompt selling on price
declines and margin cdlstha result in the involuntary liquidation of al or part of aleveraged portfolio ina
declining market. A conspicuous example of afeedback loop cause was the so-called portfolio insurance
popular anong inditutiond investorsinthe 1980s before the crashof 1987. It was a programmed trading
directive that, much like a stop-loss order but onavaster scale, commanded the selling of stocks as their
prices fdl. Cascade resulted—as the faling prices triggered the “insurance’ sae, prices fell further in a
downward spiral.

More generaly, an entire class of investment phenomena rooted in the cognitive biases just
discussed and cdled extrapolative expectations can set in, where price declines (or rises) lead to
expectations of further price declines (or rises), which leads precisely to selling declines (or rises).
Narrative higtories of price bubbles throughout financia history show this pattern repeatedly.

49 Snlifer, Inefficient Markets, supra, a 112 ff.
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The price-value discrepancies this behavior creates is not diminated by sophisticated traders, for
severa reasons. Firdt, dl people suffer from these biases, even sophidticated traders. Second, even those
who do not so suffer cannot be sure they will escape the wrath of the biased errors. Third, securities do
not have good substitutes that enable the kind of risk arbitrage thet perfectly- or evensubgtantialy efficent
markets require. Fourth, in these patternsit becomes a rationa choice for arbitrageurs and other “smart
money” to jointhe crowd rather thantry to beat it. Far from stepping in to correct the mistakes of the noise
trader, arbsin the balooning of such bubbles can make more money by participatingin the rise by buying
on the way up-and hoping to sdl before the fal down.® Accordingly, not only does investor sentiment
drive thefind nail into the EMH'’s coffin, this “limited arbitrage’ makes the funerd complete>!

All these phenomenonaso point to amore generd attribute of investorsin public capital markets.
They operate inthese cognitive biases differently. Some display one morethananother. Otherscan more
eadly recognize themsdves as about to commit one and avoid it. When people operate under the
conservatismor representativeness heurigtic they do not do so in exactly the same ways. In short, people
exhibit different preferences for what is otherwise the same thing, an observation in tension with the usud
gtory of the EMH and the generd story of rationa choice theory.

The net results of these behavioral phenomena in financiad economic thought are theoreticd,
empirica and psychologica accounts showing that pricessystematicaly deviatefromva uesin stock market
trading. Thegory of EMH turnsout to belike afairy talein the sense that it would be wonderful if it were
true. Wonderful because the equation of price and vaue promotes optima asset dlocation-the capitd
market resources of society are deployed in their most effective capacities.

Policies that tend to dignthe reality withthe idedl are desirable. Recognizing judtifiable skepticism
that the idedl ever will be redized, atwo part programisimpliedby behaviora finance-apart that promotes
the aspirationd tale, and a part that respondsto the distance that remains between the redlity and that god.

0 Shefer, Inefficient Markets, supra, a xx. Both these aspects of the theory are necessary to
negate the EMH, for if investor sentiment were not true then no pricel/vaue digtortions would occur and
if complete and unlimited arbitrage were possble thenany distortions they created would be corrected and
eliminated. Economictheoristsat present exhibit adegper and broader understanding of investor sentiment
than they do of limited arbitrage though both are adequately theorized and documented to justify treating
the EMH as overthrown. Nevertheless, these researchers caution that their modeing capability remains
somewhat incomplete and subject to further refinement. E.g., Shliefer, Inefficient Markets, supra.

51 Ontop of dl this, the argument that the increase of indtitutiona investors (sSmart money) will
meake the biases less rather than more significant is certainly mideading and possibly dangerous. Theonly
clear primary consequence of such concentrationisthat decisions are made by a smdler number of people.

The only clear secondary consequence is that their mistakes will be magnified See Paul Gompers &
Andrew Metrick, How Are Large Indtitutions Different from Other Investors? Why Do These Differences
Matter?, Working paper, Harvard Business School and National Bureau of Economic Research.
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II. Investor Governance

The ultimate quest of research in cognitive psychology of which behaviord financeis a part is a
theory of decison making and a model of judgment. It follows the research methods and programs of
psychologica work in perceptiontheory (concerned withoptical illusons) and memory theory (concerned
withmnemonic failure).>? That quest isfacilitated by the discovery and documentation of cognitive biases,
anundergtanding of how and why they are used, and consideration of whenif at dl they may be overcome.
The resulting generd theories can then be adapted for gpplication in particular settings, such as the mode
of investor behavior presented in Part | for stock markets.

Concerning overcoming the biases, research considersfirs whether actors in particular settings or
the socid organizations of which they are part have dready adapted to them in sysematic ways. It is
possible, for example, that law has impliatly identified and corrected for various cognitive biases in the
judicid evolution of doctrine or the crestion of regulatory frameworks® In business firms, maybe the
substantia reliance upon systems of internd control are designed to fight anintuitivey perceivedrisk of sdf-
saving bias or other cognitive errors> While these are open subjectsin broader inquiries and debates,
in the case of stock markets the evidence shows that cognitive biases affect them and the effects persst
uncorrected by other systemic adaptations (such as, say, smart money traders correcting the errors of the
noise traders).>

The open question at the top of the socid science research agenda is whether it is even possible

%2 See Jeffrey J. Rachlinski, The “New” Law and Psychology: A Reply to Critics, Skeptics, and
Cautious Supporters, 85 Corndl L. Rev. 739, 751-52 (2000).

% See, e.g., Langevoort, Organized lllusons, supra (due diligence defense of third party
professonas in securitiesfraud context judtified as response to salf-serving biases associated with officers
and directors of SEC regigrants); Rachlinkg, Judging in Hindsight, supra (business judgment rule in
corporate law justified as response to hindsight bias, discussed infra).

% See Mdvin A. Eisenberg, The Board of Directors and Internal Control, 19 Cardozo L. Rev.
237 (1997).

%5 |t might beniceif these biaseswould disappear on their own through a quasi-Darwinian process
of weeding out the investors who suffer fromthem.  But not only is there no guarantee that they will
disappear, there isn't much reason to believe that they will. First, those who tend to lose money on
investment under these biases continue to generateincome, some of which could continue to be invested.
Second, operating under these biases does not necessarily mean an investor will lase money in investing.
Even an irrationd or nonrationd investment policy can sometimes turn out to generate profitsin the end,
though it could not have been rationally predicted that it would. The consequence remains the same,
however, for price formation—prices and values separate except by sheer coincidence, and it is that
separation that entails socia costs.
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to overcome thesebiases. Prdiminary indications suggest that it is possible, at least to some extent.®® The
openquestionat the top of the legd scholarship agendaiswhether it is desirable to employ law inthe effort
to overcome them. There are good reasons to be hesitant.

All these cognitive biases are heuridic strategies that operate at a subconscious leve and carry
some obvioudy powerful benefits. Conservatism performs the motivationa role of stress reduction,
enabling one to gft through avaanches of information with the comfort of rdaively easly separaing the
important from the trivia or meaningless. The drategies are often accurate. After dl, constancy is more
common than change. Some biases enable the embrace of attitudes that spell success in life-the traits
associated with overconfidence such as high sdf esteem, optimism, confidence, and perseverence,
characterize highly successful people.’

So maybe an investor is better off usng these biases.® If invegting is both a financid and an
emotiond enterprise, thenas muchattention should be givento selections that produce the desired financid
results as to the sdlection that enables better emotional states. These objectives can entail trade offs,

% See Kahenman & Riepe, supra, at 52-53 (presenting strategies to overcome biases and
heuridtics but noting that they are often correctly caled cognitive illusons for their smilarity to optica
illusons which aso can be very difficult to overcome even after they are pointed out to you); Shiller,
Irrationa Exuberance, supra, at 142 (“People can sometimes be trained out of their overconfidence’);
Jennifer Arlen, The Future of Behaviord Economic Andyss of Law, 51 Vand. L. Rev. 1765, 1768-69
(1998); Donald C. Langevoort, Behaviord Theories of Judgment and Decison Making in Legd
Scholarship: A Literature Review, 51 Vand. L. Rev. 1499, 1521 (1998); Korobkin & Ulen, supra note
XXX, & [21 of draft].

" E.g., Liond Tiger, Optimism: The Biology of Hope 203-05 (1979).

%8 With tongue only the dightest hit in cheek, devotees of behaviora finance developed an
experiment to evauate the exploit-ability of the recognition bias. It isa heurigtic that enables a person to
make a decison based on reative familiarity with the aternatives. In the case of the stock market, for
example, it isastock selection strategy based on the degree to which one recognizes a corporate name.
The researchers asked finance/economics graduate sudents at the Universitiesof Chicago and Munich as
wdl as randomly selected pedestrian nonprofessionds in those cities to indicate which companies they
recognized fromthose listed on the New Y ork and severa Germanstock exchanges. Theeight portfolios
that could be assembled by arraying this informationwere tracked over a succeeding 6-monthperiod (e.g.,
foreign stocks most recognized by domestic professionals, domestic stocks least recognized by foreign
professonds and so on). The result: German stocks mogt recognized by US nonprofessionds
outperformed the market and dl others. The intuition has a certain apped: those companies with the
greatest penetration in the random mind or consciousness of the untutored are most likely to enjoy that
penetration carried over to their product, supply, labor and stock markets aswell. See Bernhard Borges,
et al., Can Ignorance Beat the Stock Market?, in Gerd Gigerenzer & Peter M. Todd, Simple Heurigtics
That Make Us Smart (1999) 59.
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exposing atension between efficiency and happiness> The optimd financia strategy defined in terms of
rationa choice theory may leave a person feding uncomfortable. An optimal choice at the outset of a
particular investment prospect can become sub-optimd if it produces emotions that lead to upsetting the
origind choice a the wrong time.

This does not necessarily mean that it would bewrong for investors to think about their cognitive
biasesnor that public policy should ignorethem. Al this provesis that any public policiesthat are intended
to influence these behaviors should be highly conscious of their possible benefits and the associated costs
of training people out of them. Accordingly, an obvious implication is that policies desgned to educate
investorsabout these phenomenaare superior to building into legd rulesincentives or dis ncentivestowards
behavior that exhibits less rather thangreater cognitive bias.® It dso meansthat such investor education
must include not only tutelage in the principles of finance and thelr use as well asinsghts from behaviord
finance, but dso how these axioms may collide and what to do about that.

Thesepointsaso lead to a broader preliminary concluson. The insghtsof behaviora finance will
be useful asatoal in evauating awhole range of exigting and potentia future legal and policy postionsin
corporate and securitieslaw. Thesewould include rulesgoverning investor-broker relationships, thetiming
and content of corporate disclosure, the manner of deciding issues of corporate finance, the proof a
shareholder should be put to in dleging securities fraud, and so on, redly the whole field of corporate and
securitieslaw. Examples of how the behaviord approach gpplies to such topics, and the limitsof current
doctrine that perspective uncovers, are given in the next sectionsin this Part, after condderation is given
to the prior topic of investor education about behaviora finance.

A. Investor Education

Two questions are taken up in this section: the key lessons and possible remedid strategies that
investor education programs should teach and how the lessons should be ddivered. It sarts with the
question of ddlivery.

1. Delivery

A vast industry has emerged dedicated to investor education. It is composed of both private
enterprises such as mutud funds, investment banking firms, and Internet investment sitesaswel as public

%9 See Rachlinski, The “New” Law and Psychology, supra note xx, at 751-52.

% These behaviors are unusua to law in the sense that they are not readily amenableto traditional
legd tools such as prohibition or even deterrence. Enacting laws that require a certain response to the
release of earnings announcements is silly. 1t may be possible, of course, to identify certain systemic
symptoms of thesebehaviora biases, however, and enact lawsto deter or even prohibit these. Examples
include margin requirements and capita gains tax rates lower than ordinary rates. See infra text
accompanying notes xx-yy for additiona reasons why these devices are not highly desirable.
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agencies such as the Securities and Exchange Commission (the SEC) and the Department of Labor (the
DOL). Theseorganizationsal offer awide variety of publications, seminars, and other materiasthat seek
to educate investors about investment philosophy and srategies, types and risks of various investment
products, and the environment of investing, including risks associated with financid fraud. The SEC has
gathered much of this materid together in what is presented as an integrated investor education program
caled the “Alliance for Investor Education.”®*

This blossoming commitment to investor education arose in the past two decades in response to
important historical and culturd forces. Theseindudethe Baby Boom generation’ s maturation that will put
pressure on Socia Security programs to meet ther retirement needs. It includes steadily expanding
avalability and flexibility of private self-directed retirement vehicles such as IRAs and 401(k) plans.
Culturd factors include the characteristic sense in the US of individua responsibility and the market’s
willingness to meet demands from consumers as wel as public policy needs to address questions of
resource alocation and savings rates necessary for collective prosperity and economic efficiency.

Despite the importance of these phenomena, lega scholars have paid only scant attention to the
content or vehicles of investor education. In one of the few pieces to consder the subject at length,
Professor Fanto® cdls on the private market-including families, schools and firms-tolead theway in the
areas of savings and investing and recommendsthat regulators such as the SEC gtick to lessons concerning
financd fraud. He calls for the SEC therefore to redirect its educational efforts toward fraud education
but awvay from its historical saving and investing education programs, which he dams smply do not
measure up to those offered in the private sector.®®

Thereisno doubt that the private and public sectors have generated substantial educationd capital
for investors and that both have aroleto play.®* It is not so clear the best division of labor is as Fanto

®1 Partnersin this mission range from governmenta engines such asthe Departments of Labor and
Judtice and the Federal Trade Commissionand Socia Security Adminigration, to trade groups suchas the
Securities Industry Association, the American Association of Retired Persons (AARP) and the Nationa
Association of Securities Dedlers and quasi-public bodies such asthe New York Stock Exchange. See
<http://Avww.investoreducation.org>.

62 JamesA. Fanto, We' re All Capitalists Now: The Importance, Nature, Provisionand Regulation
of Investor Education, 49 Case Wes. Res. L. Rev. 105 (1998).

6 Fanto dlows that the SEC could remain focused on encouraging saving and investing and
encouraging the private market to promote investor education but otherwise cdls for the SEC to create a
conceptua framework project to provide a*“sustained reflection on” the SEC'sroleinthefidd. Fanto,
supra.

% Part of the private sector that also has arole are corporateissuers of securities. Thisgroup too
seldom believesit has such arole. They could eadly do this on their Web sites, though regisirants seem
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prescribes. First, none of these ddivery sysems dedls in any systematic way with behaviord finance.®®
It may be that the private sector smply lacks the interest in this kind of investor education. It is
sophidticated. Itisdifficult. Itisrdatively newly developed. Most of all, these providers may prefer an
investor that succumbs to many of these biases, for they lead to subgtantid trading activity (and therefore
commissons), margin lending (and interest income), and even greater volumes of corporate deal making
(and associated fees), al as discussed in Part |1 below.®

Even were the private marketplace to be an effective provider of these lessons, there remainsa
public policy dimension to their ddivery. Educated and psychologicdly astute investors will produce
superior dlocations of capital. This carries substantial socia advantages. 1t is therefore a matter of
important public policy concerning both savings and regulation of securities markets. Accordingly, some
role for governmenta engines remains, whether the SEC or other body.

Congress prescribed just such arole for the Department of Labor. Inlight of evidence of a
dedining nationa savings rate (it actualy was negative in the latter part of 2000), Congress enacted the
“SAVERAcct” whichimposed an express educational mandate onthe DOL.” Its purpose wasto advance

more oftento usethese vehidesas apublic reations deviceto encourage demand for their securities. One
of the rare companiesthat recognizesthisrole is Berkshire Hathaway and its Chairman, Warren E. Buffett.
See Lawrence A. Cunningham, The Essays of Warren Buffett: Lessons for Corporate America (1997)
[hereinafter, Cunningham, Buffett Essays] (including in documents Berkshire sent to shareholders an
“Owner’'s Manud” designed to educate Berkshire shareholders about management’s business and
investment philosophy so that only those who share it would become Berkshire investors).

Nor, for that matter, does Fanto, who endorses as a desirable component of an investor
education curriculum the idea of developing separate menta and actua accounts for different financia
purposes, suchas placing funds to be saved ina savings account, cdling these“behaviord ‘tricks ”, Fanto,
supra a 129, when it is precisaly these sorts of strategiesthat behaviora psychologists have identified as
operating at the subconscious level and that sometimes impair rationa choice making (though admittedly
they also may sometimes help, see supra note xxx).

% An extreme but ingtructive example of the pitfals of leaving investor education to the private
sector isthe proliferation of day trading firmsin the late 1990s and early 2000s. These companies teach
people how to trade dectronicaly usng tactics that purport to exploit minute-to-minute price changes
during the course of atrading day. Advertisng materias for these firms fraudulently touted the high profits
and low risk associated with this absurd Strategy. Regulators cracked down but not until after about 5%
of aggregate market trading was being performed by theseamateurstrained by unscrupulous hawkers. See
U.S. Senate, Day Trading: An Overview (Hearing Before the Permanent Subcommittee on Governmental
Affairs, 106" Cong., 1% Sess., Sept. 16, 1999).

®7 SavingsAreVita to Everyone sRetirement Act of 1997, 29 U.S.C. §8 1146-47 (Supp. 1997)
(SAVERs Act).
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the public’s knowledge of savings and investment by requiring the DOL to gather and disseminate this
knowledge, including by means of a permanent Web site and by requiring the President to hold periodic
summitson the subject. Thisiswhat the SEC hasbeendoing inmore narrowly focused ways for some time.

Some of what Congress requires of the DOL was so mundane that it is easy to defend. For
example, it requires the teaching of compound interest and the virtue of early savings to take advantage of
it. But other topics are controversia and when mandated by Congress or the DOL, parochia. For
example, the legidation compelled teaching the “importance’ of “diversification” and“timing” ininvesting, %
lessons dso taught by the SEC, even though neither ideais free from controversy in the investment
community.®

Evenif Congresswas mistakenin over-gpecifying the content of investor education, itwas certainly
correct in dlocating a public policy responghility to the executive branch of the Federd government. By
no means, however, should that cylinder be the only one hitting in the engine of investor education. A role
remains for dl the myriad sources of investor education—from family, to formal schooling, to industry
professonds, as wdl as governmentd leaders. All these sources must know, moreover, that while the
traditional key topics need to be covered (the time vaue of money, risk and return, liquidity, diversfication,
indexing, specidized funds, tax matters, and asset dlocation),” they also must indude a component on
investor psychology.

Indesigning such a component (aswell asinthinking about the content and presentation of exising
topics), considerationshould aso be givento devel oping adeeper philasophy of the educationd program.
At present, the SEC' s Alliance for Investor Education is a hodgepodge of materia culled from disparate
sourceslacking coherence and the panoply of products on the market evince no coordinated pedagogica
philosophy or educationa theory. Successful educational programs tend to be characterized by three
attributesinthe execution of their misson.” The first and most obvious isthe intringic function, learning for
itsown ske. Thisisthe core of enlightenment, involving the transmisson of knowledge and the skillsto
use it as edifying senghilities. Its quintessence may be the vaunted notion of a good liberd arts
undergraduate education. In the case of investor education, it is the complete picture-the traditional

6 SAVERsAC, § 1146(c)(2)(E)-(F).

%9 See Cunningham, Buffett Essays, supra (identifying criticism by Warren Buffett and others of
practiceof bothtiming the market and portfolio diversficationfor itsown sake). Inthe caseof emphasizing
“timing,” moreover, the lesson can be downright counterproductive by encouraging pernicious practices
such asday trading. See supra note xx; infra text accompanying notes Xx-XX.

© 1.

> For a wide ranging series of discussions of issues related to sound education policy, see
Improving the Environment for Learning: Academic Leaders Tdk About What Works (Janet Gail Donad
& G. Erlandson, eds., 1997).
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principles of finance dready widdly taught bolstered by the principles of behaviord finance.”

The second function is the symbalic, the conferring of tangible recognition of the rewards of
learning, asin granting diplomas, degrees and certificates, oftenaccompanied by forma ceremony such as
graduation or commencement exercises.  The symboalic function creates both incentives and rewards for
learning. In the case of investors, at present only those motivated by an independent desire to learn tend
to participate, a problem of sdf sdection. Tangible manifestations of achievement may be necessary to
broadenthe class. A garting point would include a certification component to the programs. Many of the
private programs confer tangible evidence of completion, induding the programs of severd ontline investor
education firms. Neither the SEC nor the DOL have done so, however, but they should.”

Thethird characterigtic of successful educationd programsis the indrumentd, entalling adistinctly
functiona vaue to the lessons inpractical gpplication. Examplesare qudificationsto enter the professons,
suchaslaw and medicine, to advanceinthe job market, and so on. The insrumenta dimenson of a sound
investor education program would also be enhanced by such a certification program. At present, one
theoreticd insrumentad advantage to investors of taking these programs is superior investing results and
another is superior investor protection. Empirica evidence is lacking about whether these results occur.
They are cartanly desirable and could be enriched not only by a certification program, but by the following
proposed expansion of the content of investor education programs.™

2. Content

The content of investor training inbehaviora finance should consist of expositionof the main biases
associated with investing and some suggestions and dirategies for evauating their influence to endble a
determinationof their usefulnessinparticular settings. The precise shape of the programwill vary according
to the organization sponsoring it, the 9ze of the audience, their demographic characteristics and other
factors. Subject to that kind of detailing and refinement, the broad generd outlinesillugtrating the highlights

2. On this dimension of education, see Mary Michael Spangler, Aristotle on Teaching (2000).

" In dl cases of investor education, certification could follow the model embraced by such
specidized humanendeavors as scubadiving, aviation or even automobile driving. Each of theserequires
traning to do wel, though in no case is a mandatory course imposed on those who would pursue the
activity. Yet inthese and other skilled but amateur-filled fields, forma certification is given that carries not
only educationa satisfaction to the student but tangible advantages such as discounts on car insurance in
the case of driver training and accessto superior Stesand swifter serviceinthe case of scubaand avietion.

Investing is as specidized asthese fields and yet except for the professond, thereisno or limited formal
training that leads to recognized certification.

" These could have insrumenta benefits beyond improving investor behavior and performance,
induding enhancing the proprietor’ sown ability to evauate its programming and improve its philosophica
shape and subgtantive integrity.
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of topics and approach follows.

Theligt of cognitive biasesis long and seems only to get longer.” Not al these biasesare rdlevant
to the modd of investor sentiment being discussed, nor arethey dl relevant in the same degree. As noted,
some may evenbe desirable for other reasons. Whiledl may be of someinterest to investorsand of benefit
to at least some, a comprehensive and generd program of investor educationwould stick to thosethet are
most relevant to the modd, contribute most to market inefficiencies, and do not otherwise offer their users
subgtantia offsetting benefits.

Definedthisway, the key cognitive biasesthat should be addressed by investor educationprograms
boil down to three basic categories. (1) reference point related issues (including conservatism, excessve
loss averson and frame dependence); (2) probabilistic andyss issues (induding representativeness and
overconfidence); and (3) mentd errors(brainfunctioningoutsideof one’ sawareness, principaly anchoring,
regret and addiction).” In each category, the lessons would consist of identifying and describing the set
of biases and introducing steps that can be taken to reduce any adverse effects that adopting them may
have.

Reference Point Related Issues. Atthemos generd leve, neutralizing theerrorsof cognitivebias
relating to reference point issues cals for recognizing them. Thisrequiresfirst asmpleintroduction to them
and how they can operate. To correct for them then requires some mechanism to spot them when they
come up. Some are easier to recognize than others of course. Conservatism biasis probably easier to
recognize in generd terms than are problems of excessive loss averson or framing dependence for
example. Onceinvestors are aert to watch for the conservatism bias-impaired or delayed responsesto
new information-they can begin to develop a habit of reflection and consderation upon receiving new
information.

Excessve loss aversion in connection with holding the losers (the disposition effect) can best be
addressed by combining three separate lessons. Thefirgt isto recognizethat risk of lossisamgor variable
and factor in investment sdection but that the rlevant loss varies by reference point, only one of which is
the price pad (others include year end price, losses that would have been redized on dternative
opportunities and so on). Making a habit of noting the loss reference point is vauable.”” Second, to
counteract the dispositioneffect inparticular, investorsshould betrained to think hard about non-investment
examples where the clearly superior strategy was to “cut on€' slosses.”

Third, and more generdly, investors should specify for themselves when they buy a security the

® Rachlinksd, The “New” Law and Psychology, supra, a 760 (organizing the seemingly
bewildering array of cognitive biases that are rlevant to law into these three categories).

1d.
" See Kahenman & Riepe, supra, at 52-53.
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circumstances under which they would sdll it. These circumstances should relate principaly to the
fundamenta characteritics of the businessrather thanto itsstock price but could dsoindudeprice. Inany
event, they should be dearly articulated to avoid inadvertently identifying a chance event (say the entire
market breaks one day, sending the subject stock to nadir low prices).”

The way to ded with frame dependence problems isto notice that decisions can be described in
broader terms or narrower terms. A choice between two problems posed in terms of tota wedth or in
terms of gains or losses from the particular decisons that were to be made produces different selections
despite having identical economics.”® When the framing is done more narrowly, as in terms of gains or
losses, the tendency isto select choicesthat can produce wesker (less profitable) postions. Accordingly,
decisons and other questions concerning investment that can be put in broader frames should be-usudly
tota wedth or the annua amount of income avallable froman annuity invesment, say, rather than gains or
losses®

Probabilistic Analysis Issues. Thewhole range of biases that are afunctionof limited cognition
of probability (such as the representativeness heuristic and overconfidence) can best be addressed,
obvioudy, by enhancing one's ahility to judge probabilities accuratdly. Decisonanaysts prescribe doing
30 by thinking of uncertain variables in terms of confidence intervas. Take an example from Kahneman
and Riepe:

What isyour best estimate of the level of the Dow Jones one month from today? Next pick ahigh
levd, suchthat youare 99% sure (but not absolutely sure) that the Dow Jones a monthfromtoday
will be lower than that. Now pick alow level, such that youare 99% sure (but no more) that the

8 Thiswas acommon error of portfolio insurance strategies adopted by many magjor ingtitutional
investors in the late 1980s that contributed to accelerating the market crash of October 1987. See
Cunningham, From Random Walks to Chaotic Crashes, supra note xx.

® An exampleis provided, supra note xx.

8 Kahneman & Riepe, supra, a 57. Superior framing can aso help to avoid excessive loss
averson. Emphasis should be givento the benefits of statistical aggregation-that is, betting less on the big
risky chances and betting moreonthe smaler so-so risky dedl's and knowing that throughout the long series
of decisons one will make over aninvesment life time, you will win some and youwill lose some and what
mattersis not so much each one but dl of them together.

A limiting point to cons der inevauaingframe breadth, however, iswhat disciplinary value different
people exact from narrow rather than broad frames. If a separate menta account for achild's collegiate
savings enables a parent to alocate more to the account and leave it untouched than would be possible if
those amounts werefirg gpplied to consumption (say buying acar), there may be reason to stick with that
heuristic-better to have something for college than nothing dl. But if asufficient level of discipline can be
used with a broader lens to dlocate the same amount to that account in future periods, then more money
will be avalable
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Dow Jones amonth from today will be higher than that .8

Following the ingtructions, you state as having a 1% probability each that the Dow will exceed your
highguessand fdl short of your low guess. In gatistical terms, you have set a98% confidenceinterva of
wherethe Dow will be. Y ou may turn out to be correct (the actua Dow iswithin your confidenceinterva)
or it may be higher (called ahigh surprise) or lower (caled alow surprise).

People who are well cdlibrated in judgments of probability have a success rate of at least 98% (it
is okay to be off 1% in each direction) but most peopl€’ s success rate is more like 75-80%.82 Evidence
showsthat cdibration rates can be improved by those who face smilar problems daily, make explicitly
probabiligtic predictions in terms of confidence intervals, and get quick and accurate feedback on
outcomes.® Including these lessons, and developing the prescribed habits, would be a prudent addition
to investor education programs.

Mental Errors. Ancther genera way people can be sengtized to their cognitive biasesisthrough
receiving feedback from decisons that reveal their presence. The good newsin the case of stock market
investorsis this feedback is pervasive; the bad is that the feedback itsdlf is not dways easy to identify (is
poor portfolio performance due to investor's misstatement of probability or just the plain unlucky
happenstance of the improbable occurring?). Recognition of the most common and costly menta errors
investorsare prone to would go alongway to hdp investors avoid repesating them. A vauable component
of abehaviord finance investor education would concentrate on introducing just afew of these.

Firgt, one of the most powerful cognitive errors of judgment isthe hindsight bias, a*“tendencyto
think that one would have known actua eventswere coming before they happened, had one been present
them or had reason to pay atention.”® In terms of financid markets, the most persuasive, daily and
multiplying evidence of the hindaght biasisin® market-wraps,” financid news shows about the market after

81 Kahneman & Riepe, supra, at 53.

8 Thisiswhy when someonetelsyou “I am 99% sure,” you should trandate that as “ 75-80%
sure.

8 Kahenman & Riepe, supra.

8 Id. A wonderful study described to agroup aset of circumstances existing in an obscure battle
between Britain and the GurkasinNepal in the 19" century. Four possible outcomes of the next stagein
the battle were then noted as possible. Five sub-groups were created, four of which were eachtold that
one of the four outcomesinfact happened and the fifth was not told which happened. Respondents were
asked to gauge how likdy they had thought each outcome was. The four informed groups responded
disproportionately that the outcome they were told happened was most likely to happen. See Baruch
Fshhoff, Hindsght is Not Equal to Foresight: The Effect of Outcome Knowledge on Judgment Under
Uncertainty, 1 J. Exp. Psych. Hum. Perception & Perf. 288, 289-90 (1975).
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it closes, and the dalily press, dl reporting onwhy the market moved the way it did earlier in the day or the
day before. Such commentary asthe* market moved sideways because investors were skittish about third
quarter earnings reports of technology companies’ suggests not only that it was possible for the speaker
to gather such information but aso that the market action was so reasonable that it could have been
predicted before hand. But if the market could have been predicted in that way, then lots of people would
have acted differently, and the actual market behavior that day would have differed t00.% Investors
consuming this daily diet should be forearmed with knowledge that it isan illusion.

Second, asthe examplesin Part | suggested, there is a substantial emotiona aspect to investing,
a concluson made even clearer when you turn your attention away from the moments of decison and
towards living with those decisions. The most striking emotion associated with the consequences of
invesment decisons isregret. Regret produced by uncertainty differs depending on whether a decison
resulted in an dfirmative action (“commission”) or a choice of not taking some action one considered
(“omisson”). Mogt people experience and understand regret to be greater over commissions more than
over omissions.®® Training to acquaint investorswith this distinction would go along way towards avoiding
regret. Trainingto overcome suchregret generdly requiresattentiontoitslink toloss aversion. It calsfor
learning about one' s own |0ss averseness, gauging the dope of one's vaue function (comparing the gain
function to the loss function) and sticking with investments that meet one' s willingness to bear losses and

8 See Kahneman & Reipe, supra, at 55.

8 To seethis, suppose that on January 1, 2000 Holder owns 1000 shares of Procter & Gamble
(P& G) and Trader owns 1000 shares of Gillette.  InJanuary 2002, Trader decidesto sl her Gilletteand
buy P& G and Holder consders sdling his P& G and buying Gillette but ultimately decides not to. By
January 2004, Gillette has performed very wel compared to P& G so that if Trader had not made the
switch she'd be better off by $10,000 and if Holder had made the switchhe' d be better off by $10,000.
Ineffect, these two areinthe same positionas each other, yet most people say Trader islikely to fed more
regret.

There are two reasons. The broader oneis that Trader made a stronger form of what looks like
amistake-acommisson, congsting of adecison and an affirmative action. Holder made the wesker sin
of omission, conssting of adecison, to be sure, but not any other affirmative action. The second reason
is the difference between outright losses and mere opportunity cost. Outright lossesare felt more acutely
than missed opportunities. Kahneman & Reipe, supra, at 63.

Regret isalso amplified by some of the cognitive errors catalogued above. The hindsight bias, for
example, that leads an investor to believe he could have avoided a loss, exacerbates fedings of regret.
Investors fed for not having seen the writing on the wall and acted to protect abad result later on.

Also noteworthy isthat of the minority of people who express greater regret over their omissons
rather than commissions, a disproporti onate percentage of themwere dso more risk seeking than average
and among this group a disproportionate percentage assigned virtually no role at al to chance in the
outcomes of their decisons, exhibiting an “illusion of control” thet itself isacognitive bias. 7d.
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thereby to minimize regret.%’

Third, the falk wisdom cautionagaingt the power of suggestionis cdled by socia psychologiststhe
problem of anchoring. Thiscomes up in finance and related negotiations dl the time and can be seenin
asmple experiment. Two groups of accountants are asked about the relative incidence of fraud among
mag or companies, one group whether they thought more than10 of every 2000 companies had the problem
and the other whether more than 200 of every 2000 had it. Not surprisingly, but certainly induced by the
anchors contained inthe question, whenthereafter asked to estimate the number of companieshaving fraud
problems the later group responded with significantly higher guesses than theformer.®  For investors,
anchoring can orient andyss towards the present or recent price of stocks and away from underlying
vaues. Even among those who exercise independent judgment in estimating vaue using fundamental
methods of andyss may be led toward a particular end of ther rangein light of present pricedataor price
data recently examined.

Fourth and findly, a couple of more obvioudy dysfunctiond limits are bad habits and addictions.
Some trading decisions or activitiesare performed Smply because one is used to doing it a particular way
as amatter of repetition. In many contexts, such performance habits can be cost savers, asin taking the
same route to work at the same hour of the morning, and thus amount to good habits. Rarely isthissoin
invesing, with the possible exception of dividend reinvesment plans and except for the good habits of
reflection and attention being discussed

Worse, however, are addictions, actions taken not smply as a product of ordinary repetition but
as a product of powerful compulsionsthat coerce an action againgt an opposing rational sense that it is
undesirable. Excessve drinking and egting fdl into this category, asdoes any amount of smoking, and at
least some forms and amounts of gambling, induding al such activity that bears on the price formation
process in public capital markets.

Inthe case of each of these phenomena, investor educati onwould be substantialy improved Smply
by covering the topics—retty muchas described here—as part of the course. More advanced courses or
materids could amplify them further. Even thisleve of awareness of these mental shortcuts should enable
an investor to evauate intdligently whether usng one or taking the long route is better when facing a
particular decision.

Promoting the identify of stock prices and business valuesis socidly desirable and may be aided
through superior investor education programs that emphasize not just the basic principles of investing that

87 See infira text accompanying notes xx-xx (considering this probleminthe context of the broker-
investor suitability rule).

8 Edward E. Joyce & Gary C. Biddle, Anchoring and Adjusment in Probabilistic Inference in
Auditing, 19 J. Acct. Res. 120, 122-23 (1981).
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have been accepted for decades but aso the role and significance of psychology that has been neglected
until recently. This education will not diminate dl errors or their effects, however, so atention dso must
be paid to potentid reforms infields that most directly relate to investors and their behavior. Thosefidds
are potentidly very numerous, but let’ sstart by tackling three of the most dramatic in terms of importance
and immediacy: market regulation, corporate finance, and shareholder litigation.

B. Market Regulation

Investor education rather than investor regulation is probably the best way to respond to the
increasing recognitionof the subgtantia role that cognitive biases play in investor behavior. Nevertheless,
the ingghts from behaviora finance do suggest a couple of areas where exiding legd rules should be
changed.

1. Local Educational Subvention: Suitability and Churning Rules

Brokers owe a generd duty of fair dedling to thar dients and a specid duty of suitability in
recommendations oninvestment decisions. Thesedutiesare defined principally by regulation of theNASD
and other SROs® as wel as adminigrative and judicia interpretations® The regulations and the
interpretations dl tend to define fair dedling and suitability solely in financid rather than psychologica
terms.®? Behaviord finance suggests, however, that while financid aspects of investing are obvioudy of

8 The New York Stock Exchange has its own version of the suitability rule caled a “know the
customer rule’, NY SE Rule 405, reprinted in NY SE Guide (CCH) 12405 (1999), understood to impose
aduty on the broker to insure that recommendations reasonably relate to the investor’s particular needs
and situation. See Richard W. Jennings & Harold Marsh, Jr., Securities Regulation 643 (61 ed. 1987).

9 Some states dso have adopted fair deding and suitability rules for brokers, but aong lines
subgantidly smilar to those discussed inthe text. See Joseph C. Long, Blue Sky Law § 7.07 (1998); Jerry
W. Markham & Thomas L ee Hazen, Broker-Deder Operations Under Securities and CommoditiesLaw
(1999). Liability for failure to comply with the principles underlying such rules has aso been found under
Section 10b(5) of the Exchange Act. E.g., Cruse v Equitable Securities of New York, Inc., 678 F Supp
1023, 1031-32 (S.D.N.Y. 1987); Brown v E.F. Hutton Group, Inc., 991 F2d 1020, 1031 (2d Cir.
1993); O'Connor v R.F. Lafferty & Co., 965 F2d 893, 897 (10th Cir.1992); Miley v. Oppenheimder
& Co., 637 F.2d 318 (5" Cir. 1981); Clark v. John Lamula Investors, Inc., 583 F.2d 594 (2d Cir.
1978).

1 For example, NASD Rule 2310(a), the main suitability rule, provides: “In recommending to a
customer the purchase, sdle or exchange of any security, a member shdl have reasonable grounds for
bdieving that the recommendeationis suitable for such customer uponthe basis of the facts, if any, disclosed
by such customer asto hisother security holdings and as to his financial situation and needs.” NASD
Rules of Fair Practice, Rule 2310(a), NASD Manua NASD (emphasis added). Most interpretations
emphasizefinancid aspects. E.g., In re Application of Rangen, 64 SEC Docket 628, Release No. 34-
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great importance, there is a substantia place for psychologica aspects that may differ. Accordingly,
congderation should be given to broadening the concepts underlying the far deding and suitability
requirements to include a psychological component.®?

Asapractica matter, such a step would not differ dl that much from what happens in most cases
aready. When an investor opens a brokerage account the broker isrequired to take reasonable steps to
obtain informationabout the customer’ sfinancid and tax status and investment objectives, as well as other
informationthat could be ussful inmaking recommendations.® Brokersimplement this requirement in part
by induding on new account forms lines to indicate data such as income and net worth and boxes to
indicate investment objectives by categories suchasincome or growth.®* The broker typicaly reviewsthis
data with the customer in a conversation.

38486 (Apr. 8, 1997) (whether recommendation was consstent with “finendal Situation and needs”).
Though psychologica variables have not beenafactor, sometimesamong thefinancid aspectsfactors such
as experience and complexity have been considered. E.g., In re David Allen, NY SE Hearing Panel
Decision 96-147 (Dec. 19, 1996) (suitability in terms of invesment objectives, financid resources, and
experience); In re Application of Clyde J. Bruff, 52 SEC Docket 1266, Release No. 34-31141, Fed.
Sec. L. Rep. (CCH) 1185,029 (Sept. 3, 1992) (“high degree of financia risk and complexity”).

92 Legd scholarship concerning the suitability rule proliferated in relation to derivative securities
and sophiticated investors during the 1990s but was otherwise not arichly plowedfidd, withafew notable
exceptions. Robert N. Repp Rethinking Risky Investments for that Little Old Lady: A Redidic Role for
Modern Portfolio Theory in Assessing Suitability Obligations of Stockbrokers,24 Ohio N.U.L.(1998);
Dondd C. Langevoort, Selling Hope, Sdlling Risk: Some Lessons for Law from Behaviord Economics
About Stockbrokers and Sophisticated Customers, 84 Calif. L. Rev. 627 (1996); Seth C. Anderson &
Dondd Arthur Window, Defining Suitability, 81 Ky. L. J. 105 (1993). None of thiswork dealswith the
psychologica portion of the suitability equation.

% NASD Rule 2310(b) provides that “Prior to the execution of atransactionrecommended to a
nor-inditutiond customer, other than transactions with cusomerswhereinvestmentsare limited to money
market mutud funds, a member shdl make reasonable efforts to obtain information concerning: (1) the
customer’ sfinancid status; (2) the customer’ stax tatus; (3) the customer’ sinvestment objectives, and (4)
such other information used or considered to be reasonable by such member or registered representative
in making recommendations to the customer.” NASD Rules of Fair Practice, Rule 2310(b), NASD
Manud.

% Theformsvary by firm, sometimes widely. See Anderson & Window, supra note xx, at 119
(reporting thar surveyof four firms cdling, respectively, for: (1) prioritizing income, growthand speculation
as “objectives’ and reporting investment experience as none, low, moderate or high; (2) sdecting
appreciation with risk, speculation and income with safety, income with risk or tax reduction; (3) income,
growthor total returnas gods and aggressive, moderate or conservative inrisk; and (4) prioritizingincome,
investment grade, capital gains, and speculéive).
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It would not be hard in such a meseting, or on the account form, to cal attention to aspects of
investor psychology inaddition to investor financid condition. An applicant would check boxesaccording
to investment objectives and also according to psychologica profile. Aswith invesment objectives, firms
could choose which of various psychologica factors seem most relevant to ther understanding of what
investments would be suitable for a particular client. Of dl the biases and factors that one could possibly
ask about, however, one’ sdegree of lossaverson is sriking for itsrelevance, rdiability, and accessability.
Lossaversonrelatesdirectly to problems of regret (auniversd characteristic of damantsinnon-suitability
cases), it is a good indicator of the sorts of securities that would or would not make the investor
comfortable, and it is relatively easy to dicit by reflection or brief interview. 1t canbe expressed in terms
of one's vaue function, the degree to which the person differsin her weighting of gains versus losses®

These profiles would then be considered in relation to otherwise stated investment objectives. In
some cases the two may have to be reconciled according to some trade offs. For example, an investor
checking “ speculation” as her objective and dso indicating a steep gain:loss vaue function would dearly
need to reconsider at least one of her choices. This could be done by the client at the outset or could be
amended in the course of invesment sdection. In any event, the suitability of investment would be
messured in terms of both financia objectives and psychologica profile.®

This is, after dl, what people are usudly worried about in thinking about the uncertainties of
invesment and isamaor part of what they complain about afterwards when things don’t turn out the way

% For example, behaviord finance explanationsof the equity risk premium indicatethat on average
investorsweght losses more heavily thangans by afactor of about 2.5, agood proxy for the norma vaue
function. See supra text accompanying notesxx-xx. Morelossaverseinvestorswould have higher value
functions.

If this sounds at dl fancful, it should be noted thet it isno more peculiar to ask aninvestor what her
emotiond orientation towards gain versuslossisthan it isto ask her to specify her investment objectives
in terms of categories such as income, investment grade, growth, or speculation. Indeed, theselabelsmay
have far less meaning than labe s defined in terms of emotionda Sates.

In principle and to avoid creating substantial administrative costs or burdens, it would not be
necessary for the client to undergo any extensive diagnosis. It should be possible for aclient to form her
own judgments of her psychologica profile based onthe kind of training discussed above inconnectionwith
an investor education program. However, it isequally possble and certainly within the range of passing
a cogt-benefit test to cdl for the firm to evaduate a client using the kinds of behaviord testing and
experimentation researchers in behaviora finance have used in developing the theories discussed in Part
l.

% If EMH were true, suitability could be defined according to the linear rlationship of risk
specified by investor goas on the one hand and expected return from particular investment or type defined
by CAPM on the other. See Anderson & Window, Suitability, supra, a 110-111. Such a linear
relationship becomes irrdlevant, however, onceit is clear that EMH is not true, and particularly when a
maor reason it isnot true is due to loss aversion and asymmetric value functions.
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they had expected. The approach, therefore, would certainly change the sorts of investment
recommendations that are made and decisons that result. The outcome, however, would reduce the
frequency of good faith, after-the-fact, objections to broker advice and the incidence of formd disputes
dleging violation of the suitability rules. From that point of view, this device should have the effect of
protecting both the investor and the broker and at the same time promoting optimal capita alocations.

Defining suitability rulesinbothfinancid and psychologica terms bears onthe rel ated set of broker-
investor regulaions concerning churning, excessive trading done in an account.””  Brokers are not
permitted to trade excessively in accountsinamanner that appearsintended moreto generatetrading fees
and commissions than to meet investment objectives of the client.

The commonest means of assessing whether trading is so excessive as to conditute churning is
cdculating the annua turnover rate for the account.® The rate is then compared to generd basdine
indicators of trading levels ona continuum betweenlight, moderate, and excessive trading. The commonest
metric isthe so-cdled 2-4-6 rule, that arate over 2 indicates the possibility of churning; over 4 indicates
apresumption of churning; and over 6 conclusively establishes churning.*®  Whether applying thisrule or
taking aless formulaic and more contextua approach, it isaso commonto evauate the observed turnover
rate in relation to the investment objectives. Anaccount intended to engage in short-term price arbitrage
would ordinarily have a much higher turnover rate than one intended to preserve capital and accumulate
income.1®

97 Exchange Act Rule 15¢1-7, 17 C.F.R. § 240.15¢1-7. Churning rules gpply only to accounts
over whichabroker hascontral. A violation of the anti-churning rulesmay also beaviolation of abroker's
standards of conduct under Section 15(c)(1), 15 U.S.C. 8 78¢(c)(1), as well as Exchange Act Rule
10b(5). E.g., Hecht v. Harris, Upham Co., 430 F.2d 1201 (9" Cir. 1970).

% The smplest computation divides the total dollar amount of purchases by the average monthly
ending balance invested in securities.

% Some sophisticated techniques have been urged that apply portfolio theory to churning, an
approachrooted inthe EMH. See Dondd Arthur Window & Seth C. Anderson, A Model for Determining
the Excessve Trading Element in Churning Claims, 68 N.C. L. Rev. 327 (1990). These obvioudy do not
work when EMH isfdse, particularly where the reasonsiit is fase include psychologica factors.

100 Y et another approach isto compare the observed turnover ratio to the observed turnover rate
of mutud funds pursuing comparable investment objectives. Window & Anderson, supra. Supposethe
subject account’ s turnover rateis4. 'Y ou then compare thisrate to the mean turnover rate of mutua funds
adopting smilar objectives (such as “growth and income’) as their investment objective during a
comparable period. Suppose this is 53 with a standard deviation of .55. This means that the subject
account turnover rate exceeds the norm by 5.8 standard deviations. The likelihood that the actud rate
exceeds that norm purdly as a random matter is exceedingly dight, and that accounts operated in
accordance withthe invesment objectiveswould exhibit that high level of turnover. Accordingly, astrong
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But if we al so recognizethat substantia psychologica forcesare at work inthe market inaggregate
and in the case of individud investors, it may be most ussful to compare particular levels of trading in an
account not withmarket benchmarks but againgt the psychologica profile of the investor developed during
the suitability review. In other words, questions of churning would be related directly to questions of
suitability, which in turn are keyed off not only investment objectives but aso by psychologica factors.!*

Rulesof thumb might still be useful, and could draw on the 2-4-6 rule, for example. Theintuition
behind that rule is sound in the sense that it furnishes a channeling directive for the inquiry ranging from
digmissng a case a levds under 2 to granting summary judgment for the plaintiff a leves over 6 and a
degree of evaduation in between. Once a psychologicd profile is included, the intuition would il hold
though the cdlibration would differ.

Trading is risky but for an investor who identifies arbitrage as his invesment “ objective” and
discloses afla gain-loss vaue function, it would not seem unreasonable to raise the 2-4-6 scale up to as
much as 5-8-11. At the opposite end of the scale, an investor seeking preservation of capital and
disclosng an acutely steep gain-lossvaue functionmight be better served by a churning framework of 1-2-
3. Inshort, courts otherwise content with adopting and applying the 2-4-6 rule or smilar abstract formula,
could vastly improve the accuracy of their andyss by adjusting the genera standards for the particular
suitability defined by each investor’s combined financid and psychologica profile.

2. Systemic Manifestations and Public Policy: Day Trading, Margin Trading and Panic

These proposas to broaden the rules relating to suitability and churning to include psychologicd
profilescanthemsdves be seenas an dement of an investor education program, for the investor would be
cdled uponto pause upon opening anew brokerage account to consider her emotiond orientationtowards
investing. Nether sort of investor education program is likely to eiminate cognitive biases or their effects
and it would probably not be desirable to do so in any event.

What may be tempting, then, isto consder stronger action to address systemic manifestations of
the consegquences of callective cognitive biases. These generd manifestationsinclude such episodesasthe
explosion of day trading in the late 1990s and early 2000s, obvioudy a product at least in part of
overconfidence and representativeness biasesonamassscae.  Day trading is the practice of buying and
#ling stocks during asingle trading day with the god and result of holding no stocks overnight. It is an

clam can be made on these numbers that this activity condtituted churning. In evauating churning daims
by incorporating psychologica profiles, comparisons to the mutua fund industry would not be workable
except to the extent the psychologicd profile of the fund were known.

101 That nexus aso appearsin some of the cases, for some courts have held that ashowing of non-
suitability is an dement of a churning case. See Jennings & Marsh, supra note xx, at 639-41. Other
ocourts digtinguish the offenses. E.g., Nesbit v. McNeil, 896 F.2d 380 (9™ Cir. 1990).
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extreordinarily risky activity that became quite popular during the latter 1990s and early 2000s, suggesting
that thousands of people (and maybe more) suffered froman inability to caculate probabilities accurately
and other cognitive biases.

The mass apped of this activity compelled at | east the asking of the questionwhether public policy
could do anything to gemit. The epidemic caught the attention of regulators, induding the SEC which
warned againg it and the Senate which published a report about its hazards, dong withstatistical evidence
showing how unlikdly it isfor apersonto make moneyinthe process. Neither the Congress nor the SEC
took any additiona forma action to ban day trading or even to discourageit. Nor could they.

Thereisno practica way for aregulation to forbid the actua practice of day trading. Afterdl, at
the levd of practiceit congsts soldy of effecting tradesinan open market. What the regulators throughout
the country could and did do is enforce exigting laws againgt touters of day trading who engaged in fase
advertising and other deceptive trade practicesto promote the activity.'%? Indeed, it wasprecisdy thiskind
of forcein the market place that investor education programs emphasizing biases such as overconfidence
would be intended to counteract. But outright banning of day trading was not serioudy on the agenda.1®®

Thispolicy of persuasionmay reduce the incidence of day trading, but educating people about the
pitfals of short-termism has aways been atough public policy battle concerning investment. Indeed the
proliferation of day trading is an example of this commonly lamented characteridtic of limited rationdity in
American equity markets. There has ways seemed to be ardaively grester emphasis on the near term
compared to thelongterm. Thisis so even though in stocks, the near term (today through the next couple
of years) isriskier than the far term (five years and beyond) in that there is greater variability of returnsto
individud stocks, the percentage of losng time periods compared to winning time periods in the mgor
indexesis greeter, the volatility is greater, and so on.

Y et most (maybe dmogt dl) people check and recheck their purchases and sales and rebaance
their portfolios over the near term. This habit has only gotten worse over the past two decades, with the
advent of the Quotron in the early 1980s that enabled people to stop by any branch brokerage office to
check their quotesat lunchtimeto the ubiquity of the Y ahoo! Finance Internet site on peopl€' s desk tops
in the late 1990s to check them every five minutes. Apart from costing substantiad sums of money in
transactionfees and taxes, this preference for the short termview both makes people see greater risks than
thereredly are (whichcantrandate into missng opportunities within their tolerancefor risk, caled myopic

102 See North American Securities Administrators Association, Report of the Day Trading Project
Group: Fndings and Recommendations (Aug. 9, 1999) (on file with author) (cataloguing enforcement
examples).

103 See Senate Report: Day Trading, supra note xx (testimony of SEC Chairman Arthur Levitt as
wdl as remarks of Senator Callins expresdy disdlam any intenson to forbid day trading while also
expresdy condemning the practices of many of its promoters and characterizing the practice as afoolish
high risk drategy).

38



loss aversion) and, shockingly, compound those risks by active trading over that shorter and riskier period
(ineffect, converting risks to redity!)!*  Yet prosdytizing, and possibly some incremental tax policy, are
about the only available public policy avenuesto seek reorientation of this attitude and thisis no lesstrue
of problems such as day trading.1%

Another symptom of the short termview that reveals additiond plaguesof many Americantraders
ismargin trading. It isthe practice of borrowing funds from a broker with whom one holdsan account in
order to buy securities with the proceeds. It purports to exploit the leverage of lending but can have
finenddly dire consequences when securities market prices turn downward.!® In behaviora terms,
excessive margin trading seems to be a product of overconfidence, at least when levels of debt compared
to investment reached the proportions they did in the United States in the late 1990s and early 2000s.1%’

104 Kanheman & Riepe, supranote xx, at 62 (citing Benartzi & Thaer, Myopic Loss Aversion).

105 Apart fromtax policiessuch aslower capita gainstaxes, abroader possible prescriptionwould
impose differentia transaction taxes on purchases and sales of securitiesthat occur in asingle day. After
al, it would be the rare day on which it isrationa for an investor who decides in the morning that buying
ashareof IBM isagood ideainthe afternoonto decide that it is not. Most underlying fundamentals do not
change that quickly, nor do most news reports of such dteration disseminate in that short time period.
Apart from ignoring that rare case that admittedly maybe should not be ignored, however, the larger
problem with such aregulation isits inability to discriminate between day traders acting noisly and under
cognitive biases from smart money traders such as arbitratgeurs who notice pricefvaue differentids that
should be corrected. Discouraging such tradesin one market may a so exacerbate problems of mispricing
on others, for it reduces the range of opportunities an arb has to hedge risks he takes in one market by
offsetting pogtions in another.

106 quppose two brokerage clients. Mr. Conservative opensaregular account depositing $5,000
and buys X Company’ ssecuritieswiththat amount and Ms. Aggressive opens amargin account depositing
$5,000 cash and borrowing an additional $5,000 to buy $10,000 of X Company’ s securitieson day one.
A year later X Company’s stock has doubled in price and both Conservative and Aggressve sl ther
shares. Conservative hasyidded a 100% return while Aggressive yielded a 200% return (lessinterest on
the marginloan). Suppose instead ayear later X Company’ s stock has dropped in price by haf and both
our dients gl anyway. Conservative haslost 50% while Aggressive has lost 100% (plus interest on the
marginloan). Inlight of the exploding volume of margin debt outstanding in thelate 1990s and early 2000s,
it seems doubtful that al investors who use margin accounts are aware of the downside potentid.

197" From 1996 to 1999, margin debt at on-line brokerage firms rose nearly five-fold and doubled
among New York Stock Exchange member firms. During the decade of the 1990s, margin debt as a
percentage of total consumer debt quadrupled from4% to 16%. Y et many do not understand that margin
loans are not like other consumer loans. Gretchen Morgenson, Buying on Margin Becomes aHabit, The
New York Times, March 24, 2000. See also Gretchen Morgenson, Stock-Trading Cheerleader Now
Faces $45 Million Debt, The New York Times, April 19, 2000 (chronicling travail of promoter of margin
and day trading when crash in high tech sectors of market led to margin cdls againgt him).
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That canhdlp to foster market bubblesthat not only push prices above vaues but aso posesubgtantid risks
of uncontrollable financia fall out and devastation once the bubble burgts

This seems an easy context in which to judtify regulatory intervention, not so much because of its
effect on the stock market as such or investors individualy, but because of the broader macroeconomic
context of which itisapart. The volume of margin debt relates directly to the aggregate supply and cost
of credit in the economy, and therefore has an important bearing on the level of domestic production and
on priceinflation. It wasfor this reason that Congress dlocated the power to regulaie margin lending not
to the SEC, say, but to the Federal Reserve Board.'®

Indeed it was the Federad Reserve that first publicized concernsin the late 1990s about the effect
of increasing leves of margin debt onthe overdl supply of credit inthe economy. While individuds did not
seem collectively to get the initid messages, the private market responded with some brokerage firms
beginning to prohibit credit extensons for certain customers or for certain types of securities. Fed
proselytizing and even regulatory tightening of its margin credit rules are apt responsesto the problems of
excessive margin borrowing.1%

Y et it remains true that no amount of prosdyting or Fed policymaking isgoing to change everyone
to diminate the systemic manifestations of cognitive biases. Nor would this necessarily be desirable, not
only because of the ways that these biases may be beneficid to those exercising them but aso because
financid history and economic theory both strongly suggest that governmenta effortsto control market

1%8 The Federd Resarve sgenerd regulatory powers relate to the money supply and interest rate
(supply and cost of credit) in the economy with responsibility for monitoring whether and to what extent
credit is being used for “the speculdive carrying of or trading in securities, real estate, or commodities’ and
has power to regulateto minimize such speculative use of credit. The Fed exercises that power by limiting
the amount holders of securities may borrow upon securities, set as a percentage of their current market
vaue, afigurethat hasrange from45-60% and iscurrently at 50%. Thisregulaionisan exerciseinserving
asa“dabilizingand corrective influence’ againgt speculation for the broader economy. Theselimitsapply
only to theinitia loan, and do not require adding collateral or reducing the loan amount (these limits are
imposed by brokerage firms[and SROs?]. Therationde of the Fed' sinvolvement isthat while the broker
isthe nomind lender to the customer, the broker obtains the fundsin turn from banks and changesin bank
funds directly affect the bank’s reserve position. Substantial increases in demand for margin credit can
produce the same for bank debt and thus affect money rates. The Fed is thus able to redtrict the use of
bank funds for stock market speculation without restricting the volume of credit available for commercid
and industrid needs or raising its cod.

109 Regulation T governscredit extensions by securitiesbrokersand deders, including all members
of nationa securities exchanges. Regulation T, Margin Credit Extended by Brokers and Deders, CFR.
These parties cannot extend credit to their customers except by loans secured by publicaly traded
securities, mutud funds or certain foreign stock. At inception, the amount of the loan may not exceed the
percentage of current market value permitted by the Fed from time to time.
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activity through policies of price control or stabilization are doomed to fal. Alas, some lessons can only
be learned the hard way: by experience.

That raises afind question in this section concerning manifestations of collective cognitive biases:
market crashes and what, if anything, regul atorsshould do about them. Market crashes are described quite
wel by the behaviord mode outlined in Part I. They are preceded by a market bubble, driven by
psychologica forces suchas overconfidence and reinforced by thosesuch as representativeness. They are
sparked by biases such as overreaction, which are reinforced by those such as hindsight bias and regret.
In short, people get carried away on the way up and carried awvay on the way down.*°

Should government step in on the way down?''! Through the 1987 crash, the regulatory posture
had mostly been to let the cards fdl where they may. In October of that year, stocks steadily declined
manifold and on asingle day dropped by nearly 1/4. No regulatory mechanismsweretriggered to hat the
hemorrhaging. In the wake of the crash, the magjor nationd securities exchangesingdituted circuit breakers
to prevent panics. They trigger when specified price-level changes are reached and thenimposeatrading
halt for a specified period of time-a cooling off period.*2

N0 See generally Frank Partnoy, Why Markets Crash and What Law Can Do About It, 61 U.
Aitt. L. Rev. 741, 755-57 (2000) (summarizing this “cognitive error” theory of market crashes as
proceeding differently inthe details of various crasheshbut generdly following a structure or pattern moving
from an exogenous catayst creating new profit opportunities, the expansion of credit to exploit those
opportunities, euphoria a the resulting rise in finandia asset prices and a consequent mania, a panic that
things have gottenout of hand, and a crash that proves the point). Partnoy notes two weaker aternatives
to the cognitive error theory of market crashes: (1) mora hazard problem created by financid guarantees
in the economy ranging from deposit or securities insurance to probable governmentd bailouts (weaker
because the presence of these devices has reduced the incidence of crashesinthe US) and (2) information
asymmetry under which price-vaue discrepancies are caused by investors lacking suffident informetion
about vaue and can lead to market spirds by creating incentives for issuers and existing shareholders to
keep negative information quiet (weaker because it draws on the theory of investor cognitive error). 1d.
at 757-62.

11 Apart from the specific question posed inthe text concerning whether law should step inwhen
markets begin to crash, legd rules and socid norms do play important roles in averting the bubbles that
precede crashes and keeping the number of bubble-crash patterns to aminimum. Among the operative
forces having this effect are legd rules that reinforce a culture of trust in markets, corporate governance
rules that reduce the costs of the separation of ownership from control, rules that permit free markets to
operate according to therr own economic laws of supply and demand, and laws creating and governing the
operation of lenders of last resort. These can dl fail of course. The question iswhen they do, should law
do anything more?

12 Circuit breskers have triggered on various financia markets on many occasions since enacted.
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The gpparent concern of the drcuit breakers is an absence of liquidity. They are, however,
designed to bring buyersback to restoreit. A mgor behaviora problem with circuit breskersis they can
heighten fears and operate as amagnet to pull the market to the trigger level. They dso draw in arbs and
speculators who bet on whether the trigger will be hit, which can dso become a sdf-fulfilling prophecy.
Moreover, many forces other than relative liquidity affect trading volume and patterns, and therefore any
market or regulatory mechanismaddressing market crashes mugt be evauated in the larger context of such
other forces.!*®

These complexities are not well understood, the influence of psychologica factors indeterminate,
and the effects of the regulationthemsdves highly uncertain.  Indeed, the architects of the trading hats did
not seefit to draft rulesthat limit prices on their way up amid the speculative phase of the cycle, and rightly
so. Butif thereisan insufficient economic policy basisto cal for governmenta control of the pricing during
the speculative phase of the cycle, there remains an insufficient economic basis for doing so on the way
down. Trading halts do not, in short, seem defensible as ways to dedl with market inefficiencies.  Better,
agan, to work with the indirect tools of proselytization and education rather than with the direct tools of
price control and regulation.**

Pricesshould fdll. If they have been driven to heights above va uesthen acorrection should follow.
Any interfering with thefdl is artificid. It replacesirrationd fantasy for the heurigtics and other cognitive
limitsthat created the bubble. It isaform of price controls that are disproved repeatedly every timethey
are used. Prices are driven, congtantly, to equilibrium, the point where supply meets demand, where

113 Another gpproach would be to respecify the circuit breakers according to structural market
complexities described by chaostheory. See Cunningham, From Random Walks, supra, at 602.

14 Frank Partnoy has proposed diminating circuit breakers and replacing them with a Federa
Reserve as the stock buyer of lagt resort. Partnoy, supra note xx, a 802-03. Hisideaisif the market
declined by a certain percentage the Fed would begin offering to buy S& P 500 contracts at 20% below
the opening market price. He believes thiswould pose no mord hazard problem and the main behavior
it would encourage isthe diversification of portfolios and, on the brink of apanic, restore confidence, with
investors safe inthe knowledge that they stand to lose at most 20%. What if this does not calm people and
sling pressure continues? Or it calms themtoday but they dl come back again next, loang another 20%?
It would only take afew episodesto wipealot of people out. And then the Federa government isamagjor
shareholder of corporate America. Partnoy notes that in the event of a crash without this policy the Fed
would neverthel ess provide liguidity by purchasing government bonds on the openmarket. He arguesthat
his proposa just enables the Fed to do directly what it would now do indirectly.

Thereisahig difference, however, between buying stock directly and repurchasing debt securities
the Fed itsaf had functiondly issued. US taxpayers would be funding this insurance program, Partnoy
arguesinitsfavor. But why should dl taxpayers pay for the bal out of investors? Investors should know
they are getting into arisky business, part of that risk is they join a giddy parade of excess; part of that
experience should be to learnthe lessons fromsuchrisk taking. Those opting not to participateinthat game
of risk should not be forced to shoulder the burden—or at least not pursuant to this automatic device.
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margind cost equas margina benefit. It is bad enough when that equilibrium is forestalled by cognitive
error. When the consequence of the error is a price level bubbling higher than the vdue basg, it is
compounding the error to stand in the way of its correction. And that goes not only for the abrupt arrest
of the correction but dso, though more weskly, for the gradud deflation of the bubble over time. Either
way, atificid rather than merdly naturd forcesareingdled. Hard as it may be to correct or forfend the
natura errors of cognitive bias, it is Imply Frankengteinian tinkering to try to correct or forfend those
natura errors with artificia devices.

C. Corporate Finance

Apart frombetter equipping investors to ded with behaviora redities through investor educetion,
a substantia range of legd implications of market inefficiency remain. Lawyers and policy makers need
not only to be aware of these, but aso must recognize the extent to which the exigting legd framework fals
to ded with the issuesthey pose. Theselawsin the areaof corporate finance relate to Stuations thet fall
into the three categories of raisng, deploying, and didtributing funds.

Most lega scholarship in these three area considers cases where atransaction is made at aprice
different from vaue due to an issuer failing to disclose information that explains the difference!™  This
scholarship seeks solutions that limit the ability of indders to exploit such circumstances for persona
profit.®  Left out of thisliterature are transactions effected at pricesthat differ fromvaue Smply because
the market is not digesting disclosed information properly and without any mative of the ingders other than
for the corporationto take advantage of an ineffident market for cheap finencng. Thefollowing discusson
centers on that Situation in the three financing contexts.!’

15 This can occur both whenthe informationis material and unlawfully withheld or when it is not.
E.g., Dondd C. Langevoort, Rereading Cady, Roberts: The ldeology and Practice of Insder Trading
Regulation, 99 Colum. L. Rev. 1319, 1335 (1999).

16 E g., Mitu Gulati, When Corporate Managers Fear a Good Thing Is Coming to an End: The
Case of Interim Nondisclosure, 46 UCLA L. Rev. 675 (1999); Jesse M. Fried, Reducing the Profitability
of Corporate Insder Trading Through Pretrading Disclosure, 71 S. Cd. L. Rev. 303 (1998); Jesse M.
Fried, Insder Signding and Insder Trading with Repurchase Tender Offers, 67 U. Chi. L. Rev. 421
(2000).

17 Obvioudy when the context for discussion is the EMH and its limits these finance decisions
relate only to corporations whaose shares trade in public capital markets and does not generally address
closely hdd and other non-public business organizations except to the extent that doctrines in one fidd
inform those in the other and except to the extent that the issues discussed concerning raising funds bear
on the trangtiond firm in the process of preparing for and consummeating an initia public offering (1PO).
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1. Raising Funds

If astock market is not efficient, thenacompany’ s stock may be over- or under-priced compared
toitsintringc value. For acompany with an exigting class of public stock outstanding, agood timeto issue
new sharesto raise fundsis when the market is over-pricing that stock compared to value. 1f the stock is
trading at $5 but isonly worth$4, a company can “make’ $1 per share by sdling new shares. Secondary
securities offerings are often timed in precisdly thisway.**® A nicelegd questionarises; are directors who
make such adecison to offer discharging their legd duties? (Note that this legd question does not arise
in efficient markets, where the offering price isthe correct vaue.)

Directorsare discharging ther state law fiduciary dutiesinsuchanover-priced offering to the extent
that both the corporation is making money on the deal and this benefits at least the exiding shareholder
group. But for buyersin the offering, thisisabad bargain. While the directors a the time of the offering
don’t owethat group any fiduciary duty, they do owe themdisclosure dutiesunder Federal securitieslaws.
Those laws require disclosure of dl materid facts. If it is known that the company is exploiting a market
inefficiency and thisis not disclosed, then this would condtitute a violation. '

Directors thus face a conflict between duties owed to exiging holders and duties owed to the
buyers?® One way out of this conflict would be to observe that directors have no duty to effect the
offering at dl. Under the businessjudgment rule, aboard would not be legdly required by fiduciary duties
to effect an offering.’?*  But there will be times when boards in such a circumstance nevertheless find it
necessary or desirable to effect an offering. Once a decision to effect an offering were made, the price

U8 Shidfer, supra, a, 187 (citing A. Brav. C. Geczy and Paul Gompers, Isthe Abnormal Return
Following Equity | ssuances Anoma ous, mimeo, DukeUniversity (1999)); Tim Loughranand Jay R. Ritter,
The Operating Performance of Firms Conducting Seasoned Equity Offerings, 52 J. Fin. 1823 (1997).

19 Securities Act of 1933, § 11; Securities Exchange Act of 1934, § 10b(5).

120 This conundrum of dlashing duties is not unique to corporate financing through public equity
offerings. Asothershavenoted, directorsengaged in merger negotiations sometimesface adisclosure duty
under Federal securitiesthat would be inconsigtent with fiduciary duties they owe their stockholders under
datelaw. E.g., lanAyres, Back to Basics: Regulating How Corporations Speak to the Market, 77 Va
L. Rev. 945 (1991); Marcel Kahan, Games, Lies and Securities Fraud, 67 N.Y.U. L. Rev. 750 (1992);
JonathanR. Macey & Geoffrey P. Miller, Good Finance, Bad Economics: An Analyss of the Fraud-on-
the-Market Theory, 42 Stan. L. Rev. 1059 (1990). What isimportant is that whether the dutiesin this
context are indeed in tension varies depending on whether the markets are efficient.

121 A credible argument could be made that the failure to exploit such pricing inefficiency is a
derdiction of duty if not anactua breach See generally Edward Adams & David Runkle, The Easy Case
for Derivatives. Advocating a Corporate Fiduciary Duty to Use Derivatives, 41 Wm. & Mary L. Rev. 595
(2000).
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would to some degree be subject to judicia scrutiny under ate fiduciary law. On the low end, the price
could not be set so low asto congtitute waste of the corporation’ sassets.*?? At the higher end, thereis a
least a credible theoretical argument that the board is required to get the highest priceit can-including a
price above vaueif the market is offering to pay it.

That theoretical argument recognizes that a decision to effect a secondary offering of securitiesis
adecisonto sl part of the company to the buyers. Decisonsto sdll the entire company requireaboard
as a matter of fiduciary duty to get the highest value for shareholders reasonably avallable and subject a
board to enhanced judicid sorutiny of their decisionmaking process.’* The predicate of this enhanced
scrutiny of director action in sdling a company is some degree of sdf interest facing a director (his jobis
insome sense at stake whenthe company is on the block). But an anad ogous and maybe evenmore acute
conflict faces directors in this Stuation: failure to disclose posesthe risk of violating the Federd securities
laws and, in extreme cases, being sent to jail.'**  Asaresult, the conflict between Federal and state law
is particularly sharp, with the Federd consequences reinforcing their conflict with the sate law.

Empirica evidence about how the conflict plays out in practice suggeststhat managers make these
kinds of high-priced offerings dl the time, exploiting the market inefficency and in effect privileging Sate
law fiduciary dutiesto get the best dedl they can for their holders over disclosure duties suggesting they
should disclose their views of market pricing.?®> That compliance with both duties is the rare case is

122 Thisadso means, of course, that wholly apart from business reasonsto avoid effecting offerings
at prices lower than vaues, legd rules deter it too. In any event, though, wasteis a difficuit daim for a
shareholder to sugtain doctrindly, usudly requiring meeting a burdennot muchdifferent from the business
judgmert rule. E.g., Franklin A. Gevurtz, Corporation Law (2000) 346. But even while a judicid
presumption might exig in favor of upholding a transaction, the doctrine encompasses and judifies
rescinding transactions inwhichthe corporationdid not receive “the equivaent to what it gave inthe deal .”
Id.

123 Revion v. McAndrews & Forbes Holding Co., 506 A.2d 173 (Ddl. 1986), Paramount
Communications, Inc. v. QVC Network, Inc., 637 A.2d 345 (1994).

124 |t is a crime for any person to “willfully” violate any provision of the Federal securities law
statutes or the rulesand regulations promulgated thereunder and isa so acrime for any personto “willfully”
(and in the case of the Exchange Act, “knowingly”) make afdse satement inafiling submitted to the SEC.
See Cox, Hillman, & Langevoort, Securities Regulation, at 952.

125 The evidence includes something even worse: that firms planning equity offerings, both
secondary and initid, often massage their earnings to indicate growth trends that are mere figments of
accounting imagination in violation of securitieslaws. S. W. Teoh, et al., Eanings Management and the
Long Run Market Performance of Initid Public Offerings, 53 J. Fin. 1935 (1998); S. W. Teoh, et al.,
Earnings Management and the Long Run Market Performance of Seasoned Equity Offerings, 50 J. Fin.
Econ. 63 (1998). Evidence showssuch earningssmoothing in connection with stock optionsaswell. E.g.,
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suggested by the excitement and applausegivento the managers of Berkshire Hathaway whenthey effected
anoffering of anew class of stock inarecapitalization of the company by saying, in effect, they weretaking
advantage of market mis-pricing. A congpicuous legend on page one of the prospectus for the offering
induded the following:

Warren Buffett, as Berkshire's Charman, and Charles Munger, as Berkshire's Vice Charman,
want you to know the following (and urge you to ignore anyone telling you that these statements
are "boilerplate’ or unimportant):

1. Mr. Buffett and Mr. Munger believe that Berkshire's Class A Common Stock is not
undervalued at the market price stated above. Neither Mr. Buffett nor Mr. Munger would
currently buy Berkshire shares at that price, nor would they recommend that their families
or friends do s0.*%®

Robert W. Holthausen, et al., Annud Bonus Scheme and the Manipulation of Earnings, 19 J. Acct. &
Econ. 29 (1995).

Evidence al so showsthat managers actively manage disclosuretiming to maximize the vaue of their
options, as by issuing negative news ahead of option grants and hence exercise price setting and positive
news ahead of option exercise and hence values. E.g., David Aboody & Ron Kasznick, CEO Stock
Option Awards and Corporate Voluntary Disclosures (unpublished manuscript available on SSRN,
Nov.1998). Notably, these disclosure management techniques are not likely to condtitute violations of
ether the letter or the spirit of Federd securities or state fiduciary law. See CharlesM. Y ablon& Jennifer
Hill, Timing Corporate DisclosuresTo Maximize Performance-Based Remuneration: A Caseof Misaligned
Incentives?, 35 Wake Forest L. Rev. 83 (2000). Instead, this practice congtitutes a new variationonthe
old problem of agency codis, so that amelioration liesin ordinary tools of corporate governance such as
board oversight and, especidly, structuring option packagesto avoid the enhanced risks posed by options
pad & asngletime (the “one big payday”). Id.

126 Berkshire Hathaway Inc., Prospectus; Class B Common Stock (1996) (emphasis added). It
continued asfollows:

2. Berkshireshistorical rate of growthin per-share book vaueisNOT indicative of possible future
growth. Because of the large Sze of Berkshire's capital base (gpproximatdy $17 billion at
December 31, 1995), Berkshiresbook vaue per share cannot increase inthe future at arate even
closeto its past rate.

3. In recent years the market price of Berkshire shares has increased at a rate exceeding the
growthinper-shareintringc vaue. Market overperformanceof that kind cannot persist indefinitely.
Inevitably, there will dso occur periods of underperformance, perhaps substantia in degree.

4. Berkshire has attempted to assess the current demand for Class B shares and has tailored the
Sze of thisoffering to fully satisfy that demand. Therefore, buyers hoping to capture quick profits
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Berkshires's managers seemed to be discharging both duties—to get the highest price reasonably
avaladlefor this partid sde of the company and to disclose to the buyers that this price was likdy to be
greater than the vaue they are getting. Experts and practitioners of corporate law and finance dike
marveled a the candor in this step, suggesting at least anecdotdly that the practice is not widdy followed
in corporate Americaand that, if markets redly are inefficient, then there are red tensons being ignored
between state corporate and Federal securities law. %

If the conflict isreal and the doctrine and practice suggest a privileging of state fiduciary duties over
federa disclosure duties, the question is whether that is the correct hierarchy or should it be inverted (o,
more extremely, should both duties smply be abolished). The source of the problem, aswell asits codt,
areprice-vaue deviations. Accordingly, therule of resolution should be the choice that most tendsto close
rather than to widen or ignore the gap.

Aboalishing both duties risks sugaining the deviations, enabling management to take unbridied
advantage of continuing deviations. Retaining or privileging thefiduciary rulewould tend to produce buying
pressure on the stock and thus to widenor sustain the gap, withprice above vaue. Retaining or privileging
the disclosure rule would tend to produce selling pressure and thus to widenor sustain the gap, withprice
below vadue. Retaining both should benefit from the tenson in these cross-pressures and therefore tend
to produce a price closer to value.

There can be no assurances, on the other hand, that disclosure or non-disclosurewill induce such
pressure, because of cognitive biases or otherwise. Indeed, compliance with both rulesisaso possbleand

are amogt certain to be disappointed. Shares should be purchased only by investorswho expect
to remain holders for many years

127" See Robert W. Hamilton, Reflections onthe Pricing of Shares, 19 Cardozo L. Rev. 493, 500-
502 (1997). This paper was ddivered at alive conference of severd hundred experts, including Buffett
and Munger. Thelatter commented after this paper asfollows:

Itisaninteresting story. Y oucanargue that it demonstrates animportant principle of law: youdon't
want the judges running the prisons or the detailed operations of the corporations of America or
whatnot, and yet youwant certain standards of behavior that are so awful that you want judges or
legidaturesto intervene. Betweenthat intervention point and the best possible behavior should be
abig area, and you want abig areawhere it isnt illegd in the sense that courts will intervene, but
where you alow room for alot of behavior that's alot better than the minimum standards. And |
would argue that this prospectus wasjust an example of behavior that was better thanthe minimum
standards of the civilization, and to the extent that anybody wants to make it an example for law
students or anybody else, | encourageit.

Lawrence A. Cunningham, Conversations fromthe Warren Buffett Symposium, 19 Cardozo L. Rev. 719,
784-85 (1997).
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at least inthe caseof the Berkshire Hathaway offering just mentioned investorsfully subscribed the caution-
accompanied issuance in any event.  Thus management discharged both these duties, it generated dl it
sought fromthe finending, and there was no reasonto bdieve that it had any immediate effect on the proper
pricing of the shares. Even 0, the evaluation of which of these two duties should be privileged when the
two conflict-aswell as evauation of dl other legd rulesthat bear onthe regulationof such offerings-should
be undertaken by considering the effects of those rules on the price-value rdlaionship.!?8

2. Distributing Funds

A corporationcandigtribute fundsto equity holders either through the declaration and payment of
dividends or by share repurchases. Both these decisions can be strongly influenced by the presence of
market inefficiencies’®

In the case of share buy backs, things are just the other way around when compared with stock
offerings. That i, repurchases are desirable from the corporation’ s standpoint when the company’ sshares
are priced in the market a levels below their vaues.

If acompany’s stock istrading at $4 but it is redly worth $5, the company can at least close the
gap between price and vadue and thus generate some improvement in red returns to investors by funds
spent buying back stock.®*® But not al sharehol ders will be treated equaly by suchamove. Firg, the gain

128 See Jonathan A. Shayne & Larry D. Soderquist, Inefficiency in the Market for Initid Public
Offerings, 48 Vand. L. Rev. 965 (1995) (in the case of 1POs, securities law prescriptions to discourage
or eiminate practices including stabilization, issuance of unduly positive research reports on recent |POs,
the syndicate pendty bid, and refusal to lend shares for short sales)).

129 S0 can related decisions concerning stock splits.

130 Note that determining the return of paying $4 to repurchase stock worth $5 isnot assimple as
determining the return of paying $4 to expand a warehouse that will generate areturn vaued a $5. The
latter would generate a return of 25% ($5 of vaue is created through the outlay of $4, so $4 of outlay
landed $1 of additiond value and 1/4 = 25%). In the case of repurchasing on€'s own equity securities,
however, no real investment is being made and the funds used to effect the repurchase are no longer inthe
corporation or working for the corporation. What will happenis the number of shares outstanding will fall
and thus the remaining shares outstanding risein value. Due to inefficient marketswe cannot say thet they
will risein price by aproportiona amount, though share repurchases do seem to be taken by the market
as dgnds that a share is underpriced and the result is usudly a rise in price (though perhaps not
proportionaly and hence dl that can be said is the price-vaue gap should narrow rather than disappesar).
Evidence shows that corporations do take advantage of these inefficiencies in precisdly this manner and
these effects. David Ikenberry et al., Market Underreaction to Open Market Share Repurchases, 39 J.
Fin. Econ. 181 (1995). It isunlawful for a corporation to raise the price of its shares through buy backs
for the purpose of inducing new purchases. Exchange Act, 88 9(a)(2), 10b(5). (None of this would be
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in vaue from dosing the price-vaue gap will accrue only to shareholderswho continue to be shareholders
after therepurchase.  Those who sdll inconnectionwiththe repurchase are sdling at the price below vdue
and not enjoying any of the bendfit of the higher pricethat more closdy reflects the higher value. Second,
clear losers will be any shareholders who purchased that same stock within a short time earlier a aprice
above $4.

Directorseffectingasharerepurchaseinthese price-bel ow-va ue circumstancesthusmay discharge
a duty to the corporation but in the process impair the interests of a shareholder or entire groups of
shareholders.®® (Again, in efficient markets, this problem simply does not arise because price and value
arethe same and dl are paying or recelving the same))

This perspective exposesamagjor and usudly hidden ambiguity in corporate law. Fiduciary duties
areroutindy said by courtsand commentatorsto be owed by directors and officersto the “ corporation.”*32
That description is usualy dtered when the context requires it to the “ corporation and its shareholders,”
aswhen directors are negotiating a sale of the corporation.®** Whilethe splicing goes on to consider what
comprises“the corporation”—employees, creditors, suppliers, communitiesand so on—no further distinction
between the corporation on the one hand and the shareholders on the other is typicaly pursued.***

Thereare caseswhere corporate law must choose between shareholder groups, suchas between
preferred and common holders or between mgjority and minority common holders®® But there are few

possiblein efficient markets.  In efficient markets, acorporate buy back may appear to increase demand
and hence the price of its shares but it also reduces the corporation’s assets and earnings per share,
creating downward price pressure that should offset the upward pressure exactly.)

181 |n acorporate buy back fromshareholders, adirector’ sduties under state corporate law and

Federd securities law are not in conflict in the way they are in an offering to new shareholders, for a
disclosurethat says we are repurchasing shares we believe are undervaued is consstent with a corporate
interest of alocating capital inways that generate vaue to the corporation (i.e., purchasing things a prices
lower than vaues), though this does not mean a disgppointed shareholder will not sue claiming breach of
both these duties.  See Rochez Bros., Inc. v. Rhoades, 491 F.2d 402 (3d Cir. 1973); Staffin v.

Greenberg, 672 F.2d 1196 (3d Cir. 1982); American Gen. Ins. Co. v. Equitable Gen. Corp., 493 F.

Supp. 721 (E.D. Va. 1980).

12 F o MBCA 8.30(a).
138 E.g., Smith v. Van Gorkum, e 4.
13 E g., Franklin A. Gevurtz, Corporations 304-305 (2000).

135 Inthe context of freeze-out merger pricing, some have distinguished between sharehol derswho
purchased at prices that theoreticaly reflected a discount for the risk of being frozen out (e.g., a atime
when amgority block existed) from those who purchased at price that did not reflect that discount (e.g.,
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doctrinad areas where corporate law has managed to identify much less resolve the problem of
shareholders-or, moreprecisay, one group of shareholders-versus the corporation. One answer would
beto return to the standard statements and conclude that the corporation’ soverdl interestsare privileged
compared to the interests of any particular group, and there is some support for thisin the specid context
of the sdlective defensive sdif-tender offer.*¥  If so, then directors could choose to effect a buyback at a
price lower than vaue without regard to whether some shareholders are hurt in the process.

But should this be corporate law’s response? A more precise response would be to call on
mangers to consider the impact of corporate decisons on particular shareholder groups. Most broadly,
in capita dlocation decisons such an approach would cdl for directors to make decisions based on
shareholder-specific factors such as particular liquidity needs and tax brackets. Such an approach would
be unwidldy to say the least, and is ufficdent reasonfor the law’ s unwillingness to impose such an arduous
burden.

Yet there is a commonsensical gpped to affording the shareholders some protection of their
idiosyncratic positions. Inthe context of repurchasesthis appeal could be satisfied by a device far smpler
and efficacious than requiring directors to consider therr infinite particularity. The device is to give each
shareholder the direct voice in choosing whether or not to accept the repurchase. Thisisnot far fetched.

At present there are two common and straightforward ways to effect share repurchases. in the
open market or through forma tender offer. The chief subgtantive difference isthat the tender offer route
leaves it up to each shareholder whether to sell shares back to the company whereas in the open market
route this decision rests entirely with the company’s board. A policy that promotes the use of the sdlf-
tender rather thanthe open market would promote the objective of lodging the power to decideinexiding
shareholders.

Oddly, the law does not presently do this. The chief regulatory difference between open market
purchases and sdlf tendersis the latter must comply with Section 13(e) of the Securities Exchange Act (as
amended by the Williams Act) and Rule 13e-4 thereunder, including disclosure requirements. The
regulatory scheme may have the intuitive apped of imposng disclosureruleson offerswhere sharehol ders
actualy makeadecison. Yet it isbackwards as it imposes greater costs on adopting the approach that
is superior for shareholders and that diminates the problems ineffident markets create for this way of
dlocating corporate capital.

The current defense of this menu for managers is that there is also an impliat private ordering

a atime when no mgority block existed). Gevurtz, supra, at 737.

Shareholderswhose cashing out contributed vaue inthe formof tax benefitsto the corporationare
entitled to no greater share of the vaue than are sharehol ders of the same classwhose cashing out did not
make such acontribution. In the Matter of Cawley v. SCM Corp., 72 N.Y .2d 465 (1988).

1% E.g., Unocal, et d.
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solutionto the surface dilemma that makes the problem dissolve.  Managers sympathetic to theindividua
and tailored needs of shareholders can signd ther sympathy by disclosing and following clear principles
that guide ther capital alocation decisons. A no dividend palicy, for example, could be judtified for a
company with tremendous growth and invesment opportunities avallable to it and could seek to attract
invegtors in high tax brackets with no liquidity needs.

Even so, the practice and the results remain imperfect. The menu is prone to change and must
adapt to meet new circumstances. An gpproach that avoids those problems of the ex ante perspective
would smply be to lodge the particul arized decis ons impacting these hol der-specific mattersto the holders
themsalves. Inthe case of share repurchases, that Smply means requiring that the directors adopt the form
of the self-tender, where each holdersdecidesto sdll or not, rather than permitting open market purchases
in acompany’s own stock.*¥’

As for managers actudly sgnding to shareholders certain traits and cregting, in effect, amdl for
them to shop in, there is no question that such managers exist and that many mangers actudly follow this
sort of practice. Why they do so wo8uld be a mystery, were the EMH true, but obvious policy when it
isnot. The point can be drawn by turning attention to the other way managers can distribute funds to
shareholders—dividends.

Dividend theory and policy have beena particular specidty of the EMH, mainly by virtue of some
features of the so-call ed irrd evance hypothesis propounded by Modigliani and Miller. 2 It essentidly says

137 A specid caseconcerns “greenmail,” sharerepurchasesthat leave some stockhol dersout while
paying a price greater than either the prevaling market price or the actual vaue to a third party posing
threats to the corporation such as unwanted acquisition overtures. The special case is omitted from this
discussion, other than to say that cases reviewing director’s discharge of fiduciary of duty in paying
greenmail that focus on the difference between the payment amount and the price are myopic. E.g.,
Heckmannv. Ahmanson, 168 Cal. App. 3d 119, 214 C4d. Rptr. 177 (1985) (upholding injunctionagainst
shareholder alleged to have aided and abetted corporate directors breach of fiduciary duty in greenmail
transaction in part on grounds that shareholder “knew it was resdling its stock at a price considerably
above market value'). The important inquiry is the difference between the payment amount and value.

138 Modigliani and Miller make two major claims, one mentioned in the text and one other. The
irrelevance thesis holds that the market vaue of a company is independent of capita structure. That is,
when securities are correctly vaued, based on cash flows, then the total market value of al a firm's
securities will equd the present vaue of dl itsfuture profits. This means that any attempts by a company
to use varying mixes of debt and equity to increase itsmarket vdue would fail and are awaste of time. If
the assumption of market efficiency is removed because markets are observed to be ingfficient, then the
thess crumbles. The debt/equity mix becomes a potentidly significant factor in market pricing becauseit
canbe usad to creste different sorts of cash flow streams that different sorts of investors may have stronger
or weaker preferences for with resulting variations on market pricing. The Modigliani-Miller irrdlevance
thesis has been embraced routindy by lega academics but has not escaped criticismeither. E.g., William
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that afirm’s dividend policy (asto the timing or amount of payments) does not matter for the pricing or
vauationof the company. Thethes's depends on the accuracy of the assumption of efficient marketsinthe
sense of prices condtituting accurate vauations.

But under behaviord finance wherethisisnot true, dividend policy starts to matter very much for
pricing. That is, preferences for a particular design of cash flowsmay attract different sortsof investors to
different securities that are otherwise identica in terms of intringc vaue (the present vaue of future cash
flows). Thismeansthat dividends become adiscretionary managerid tool that can be deployed to market
the company’ s securities**®

Stock differentiationby dividend designisaso evidently widely practiced, as companies routingy
maintain dividend payoutsthat are steady and tend to rise or if they are cut they are cut only gradudly (even
though underlying business conditions are far fromsteady, don’t dways grow, and oftenfdl).}* Soit turns
out that dividends do matter and can be used for awide range of purposes.

This behaviora story of dividend policy does not necessarily meanthat corporate law should begin
to regulate them in any particular way.*** Thetheory of the second best till appliesand thereremain good
reasons for judicid deference to directors concerning dividend policy, such as not having courts make
decisons for businesses about whether to expand and to what extent. The behaviora story can even
defend bolgtering judicid deference, for when different shareholders place differing utilities on various
income greams or ther timing, it will be impossible for a board to please al shareholders, and just as
impossible for ajudge to do so.

W. Bratton, Corporate Finance, Dividends, Noncontractability and Corporate Law, 19 Cardozo L. Rev.
409 (1997); David G. Carlson, Secured Lending as a Zero-Sum Game, 19 Cardozo L. Rev. 1635
(1997).

139 See J. Linter, Distribution of Incomes of Corporations Among Dividends, Retained Earnings,
and Taxes, 46 Am. Econ. Rev. 97 (1956).

140" Plenty of companies whose earnings turn negative continue to pay out dividends according to
historic rates. E.g., Mattell after the fiasco of buying the Learning Channel led to substantial and sustained
losses, the quarterly dividend checks kept being cut.

141 Beyond formal, manipulable and archaic legd capitd rules, there are pretty much no lega
redrictions on dividends or dividend policy. Hardly any judicia opinions ever have upheld asharehol der
chalenge to a corporate dividend palicy, either ingenera or inparticular circumstances, even where there
was undoubted and objective groundsto show that the board’ s policy was Smply stupid and economicaly
irrationa from the perspectives of both the company and the shareholders. E.g., Kamin v. American
Express, 383 N.Y.S.2d 807 (Sup. Ct.), aff’d, 387 N.Y.S.2d 993 App. Div. 1976); see also Elliott J
Weiss, Teaching Accounting and Vauation in the Basic Course, 19 Cardozo L. Rev. 679, 691 (1997)
(cdlling board' s decison “ demondgtrably foolish”).
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But to the extent judicial deference has rested on the implied view that market discipline was
adequate to police directorid machinationsin dividend policy, behaviord finance underminesit. It raises
the possibility that corporate law’s highly laissez faire view of director dividend decisons should be
revisted. Doctrindly, this could mean as a ample a thing as there being more ways that a particular
dividend policy amount to bad faith under the standards set forth in cases such as Dodge v. Ford Motor
Co.'*? and Smith v. Atlantic Properties, Inc.*** Though these close-corporation cases remain non-
genadizable to the public corporation case with respect to the differing preferences of discrete
shareholders, their rules about mixed motives or bad faith could be generalized and broadened to police
director failure to consider these trade offs.**

3. Deploying Funds

Funds not distributed to investors are avalabdle for deployment in investment. It is useful to
diginguish between the generd form of invesment and investment effected by the acquisition of other
exisging businesses. Inthe case of such acquisitions, those chiefly affected by market inefficienciesinvolve
acquigtions paid for in stock.

Take an example, supposing at the outsat an efficient market.!* Company A issdling at $100 a
shareand Company B at $80 a share, but putting them together as Company AB creates enough synergy
to yield atrading price of $102. Contrast two merger dynamics.

Firg: assume Company A offers an even one-for-one share-for-share exchange of A for B. B's

42 170 N.W. 668 (Mich. 1919).
13 422 N.E.2d 798 (Mass. App. 1981).

144 The logic of limiting share buybacks to saf-tenders does not follow in considering dividend
decisons for the latter are Smply distributions with no offsetting reduction in outstanding shares. A
functiondly equivadent limitationon the discretion ordinarily givento director decisons would consider the
extent to which consideration has been given to disparate interests and effects of board decisons on
discrete shareholder groups.

145 This example is drawn from an interchange that took place a a symposium featuring Warren
Buffett’ slettersto BerkshireHathaway shareholders. See Cunningham, Conversations, supra, at 749-753.

146 By statute, stock swap statutory mergers alway's require board approval by each congtituent
corporationaswel as shareholder approval of each, e.g., Dd. Gen. Corp. L. § 251(c), except inthe case
of samall-scae mergers, upstream or downstream mergers, and holding company mergers. See DaeA.
Oedterle, The Law of Mergersand Acquidtions, 23-27 (1999). In some gtates (not including Delaware),
the swap can be effected by a share exchange agreement under which the acquiring company’s
shareholders do not get to vote, but only so long as it is not issuing subgtantidly dilutive new stock, e.g.,
MBCA 88 11,04, 6.21(f), which is the minority of cases.
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holdersand itsboard are likdly to respond favorably, onthe groundsthey are getting a share priced at $100
for ashare priced at $80. A court under current law would scrutinize the B board’ s conduct and decision
in this casebut would dmost certainly find it met its fiduciary duties*” No such enhanced scrutiny would
apply under current law to A’ sboard, even though it is paying such a premium or, more precisaly, sdling
part of itsalf to combine B with A, a a$2 per share profit.**

Second: assume Company B offers the same one-for-one share-for-share exchange of B for A.
A’ s holders and board are more likely to respond unfavorably, onthe grounds they are giving up ashare
priced at $100 for a share priced at $80. A’sboard is now subject to enhanced judicid scrutiny of its
actions, and may be found to have violated its duties if it accepts such alower price. B’sboard thistime
has no such judicid scrutiny to fear.

The economicsof the transactions are identicd in terms of what the sharehol ders had versus what
they end up with. Either way: A holders had A stock at $100 and they end up with AB stock at $102; B
holders had B stock at $80 and end up with AB stock a $102. The forms of the transactions are quite
different interms of who is buyer and who sdller and who is paying apremium or getting adiscount. Why
do the forms end up more important than the economics, as both a business matter in terms of the A
board’ s response and as alegd matter in terms of which board is subject to enhanced judicia scrutiny?

If marketswere purdy effident and the numbersinthis hypothetica reflected actua vauesthenthe
form should be subordinated to the economics. The boards should respond the same way and courts
should apply the same level of review to each board's actions in both cases. Yet thisisnot so. Boards
do respond differently and judges review them differently.

S0 suppose that markets are not efficient. If those numbers are not vaues but prices, then the
different behavior and review starts to make sense. For example, it ispossible that A’ sboard believes its
stock is overpriced at $100 and that it is redly worth only $80. If S0, the transactions end up being quite
different. Incase 1, A isnot redly paying apremium at al to get its shareholders stock worth $102; in case
2, it is not receiving any premium for its contribution to the increase in vaue of AB.#°

147 This would congtitute a “sale€” of the corporation caling for enhanced judicid scrutiny of the
board' s actions under the leading takeover cases noted above in discussing share offerings. Revion v.
McAndrews & Forbes Holding Co., 506 A.2d 173 (Ddl. 1986); Paramount Communications, Inc.
v. QVC Network, Inc., 637 A.2d 345 (1994).

148 Thiswould not condtitute a“sal€’ of the corporation triggering such scrutiny.

149 These examples show difficulties that extend well beyond now-standard non-EMH critiques
of particular legal practices. These critiques theorize that price formation is driven by the margina buyer
of shares (i.e., those with the least optimidtic expectations of the future). Other shareholdersmay vauethe
shares at levds subgantidly higher than the prevailing price. This view of pricing leads to a series of
critiques of typical legd responsesto takeovers, such as that a bid exceeding market price condtitutes a
premium to the target’s shareholders when dl it redly amountsto is a premium for the target’s margind
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This story even suggests that  the reasons for market inefficiency include those identified by
behaviord finance. A’sboard may have different assessments of the price-vaue rdationship of its sock
depending on whether it is acting as the proposer or proposee in the exchange. And boards and judges
evince greater concern about shareholders recaiving too little than about their corporations paying too
much.®®®  These responses echo the endowment effect—shares being givenup are seenas carrying greater
vaue relative to shares being used as currency to acquire something else. More broadly, the contrast in
these cases admit behaviora explanaions of frame dependence combined with loss aversion. !

Whether one isthe buyer or the seller does matter. Form matters. Markets do not produce divine
answers to business and socid problems. A role for courts remains.  Courts should examine these
gtuations differently because different perceptions and risksare at stake. Evenif intheory the economics
of the transactions are identical, in practice they are not.>>

Thejudicid response could ignore the cognitive differences and examine only the economics. The
standard of director behavior would be identica in both cases. Or it could recognize, along with the
directors, that characterizing or positioning one party as buyer and one as seller does make a difference,
even if not as amatter of economics.

But under this approach judges would approach the review differently. Prevaling law suggests
judges eva uate the economics of the transaction. Thisview suggeststhat economics aoneisnot the point,
but perception and cognitive bias are dso. A red conundrum opens up. Judges embrace the business
judgment rule and other deferential standards based on what reasonable people do or would have done.
In this stting, there is an admission that reason is muted, suffused with heuristics.  The rhetoric of

shareholders. See generally Lynn A. Stout, Are Stock Markets Costly Casinos? Disagreement, Market
Failure, and Securities Regulation, 81 Va. L. Rev. 611 (1995).

130 This description is itsdlf reveding—shareholders receive payment upon a takeover whereas
corporations make the payment.

Buying other companies with stock when your stock is overpriced seems potentidly vaue
enhancing. Onerisk isthat even if you use scrip trading a 5 that is worth 4, you may ill be tempted to
useit to buy something that isworth 3. Indeed, the problem of buyer overpayment, sometimescaled the
winner’ scurse, isexacerbated by overpriced stock withwhichto pay. Thesdler facestheoppositepicture
inasymmetrica way.

151 Theexamplegiven above concerning the choi cebetween two dternativeswithidentical financial
outcomes but presented as requiring traversng two quite different paths is an example of the same
phenomenon. Supra note xx.

152 The apt but blasphemous quip isthe apocryphd academic lament that “ It may work in practice,
but it will never work in theory.” Which in turn brings to mind a (useful) theory of theories, which isthat
good theories have some practica applications.
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reasonablenessis discordant with the redity of the deference. It isdeference to the cognitively biased, not
to the reasonable prudent man. Or are these, after dll, the same people?>®

The deployment of funds other than through corporate acquisition is lessclearly affected by stock
market inefficiencies. That is, the exploitation of timing and migpricing on the financing Sde does't imply
anything about use of proceeds on the non-acquisition investment sde. For example, a company could
exploit anoverpricing Stuationby effecting a secondary offering but then smply hoard the cashor it could
exploit underpricing by effecting a share buyback but smultaneoudy cut its dividend level to keep net
investable funds the same.

Important legd and policy questions nevertheless arise.  First, should firms be required or
encouraged to exploit market inefficienciesinthese ways? Buit if S0, what about any conflicting duties, such
as disclosure obligations, they may impinge upon in doing these things? Second, even if firms should be
dlowed (let done encouraged or required) to do these things, what effect should their doing so have on
the red investment sde of the equation? That is, should these finandng tectics be exploited only so long
as they have no effect on the substantive capitd alocation decisions or should it be recognized that there
will necessarily be such an effect.™ Questions such as these extend far beyond the particularized
relaionship between directorsmanagers and shareholders.  Solutions are only now being sought by
economistswho have beendiscarding EMH assumptions and trying to grapple withingffidenciesthat drive
corporate financing and possibly investment decisons. Much remains unclear in these pursuits.

Onething that is clear isthat these decisions can have a bearing on the periodic booms and busts
finandd markets experience and that these in turn impact the markets for real assets from real estate to
franchises™  Outstanding researchissuesindudethe precise shape and magnitude of the bearing and the
desirahility of the boomvbust cyclein bothfinancia-asset and real-asset markets. Infinancid markets, for

153 If courts pierced the formto get at the substance they would be overcoming framing and loss
averson biases. If directors and judges have acted according to those biasesin the padt, it is reasonable
to suppose shareholders would too. If that is correct, then perhagpsjudges should smply reflect the biases
that shareholders and directors share and permit director conduct that comports with that stand (even if
itisa product of cognitive biases that do not comport with rationa choice theory). On the other hand, if
we recognize that these biases produce error judgementsin terms of maximizing end states, judges when
capable of doing so should penetrate them and prescribe results that comport withrational choice theory
rather than behavior decision theory.

134 See nldifer, Inefficient Markets, supra.

155 For example, afirm that congtantly seeks to exploit market inefficiency by issuing overpriced
securities may have to use some proceeds to invest insub-optimal projects and this can create bubblesin
real investment markets, as happened invarious Floridaland rushesand railroad devel opment enterprises.
See Shlefer, Inefficient Markets, supra, at 188-89.
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example, though busts that follow booms can have devadtating effects on people, busnesses, and
communities, the boom that preceded it often generates vastly greater wedth than is taken away even
amidst the devastation.*®®  Even so, distributive questions are unanswered and policy touchstonesremain
dusive for these macro socia questions.™™’

At present, therefore, dl law and legad policy can do is focus on the reationship between
management and shareholder (existing or prospective). Sticking to that legd knitting cals for keeping in
force fiduciary and disclosure duties regulating share issuances that seem in tenson; heightening judicid
willingness to superintended director decisions concerning corporate distributions;, and recognizing that
cognition and perception, in addition to pure economics, play an important role in director decisons
gpproving stock-for-stock mergers and acquisitions and judicia scrutiny thereof.

D. Litigation

This piecefinishesup by consdering two of the most striking areas wherethe EMH was expresdy
used in corporate and securities law, both relating to litigation. The first concerns the fraud on the market
theoryin stock-price drop securitiesfraud actionlawsuits; the second concerns the stock market exception
to the gppraisal remedy otherwise available in cash out mergers and other cases.

1. Fraud on the Market

Thefraud on the market theory is alega doctrine that permits plantiffs to maintain securitiesfraud
class actions without the need to prove the reliance dement of individud claimants essentid to ordinary
commonlaw fraud daims® The reliance dement is presumed to be satisfied for claims about securities
that trade in public capita markets on the theory that the aleged fraud was reflected in the price a which
plaintiffs traded securities. In other words, fraud on the market theory assumes that certain types of
markets are efficient in the sense described by the EMH.

The fraud on the market theory emerged in the Federal district and drcuit courtsinthe late 1970s
and early 1980s and was endorsed by a divided Supreme Court in Basic v. Levinson.™ Theredfter,

1% Bubbles can thusbe socialy desirablewhen they enable funding otherwise unfundable projects.
That can produce subgtantia wedlth, as Keynes suggested was the case in the 1920s market boom and
as many say isthe case in the 1990s-2000s market boom. 7d.

157 See supra text accompany notes xx-xx (end of Part 1.C.2 on mode of hazards interplay).

18 Thisjudiciad innovation rendersthe 1934 Act’ s anti-fraud provisions more like those under the
1933 Act, Sections 11 and 12(a)(2) of which are drict liability statutes that digpense with the reliance
requirement (as well as the scienter requirement).

150 485 U.S. 224 (1988).
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hundreds of Federal cases regularly applied the doctrine as amatter of routine. Theflow of securitiesfraud
casesto Federal courtswasinterrupted for afewyears, however, after the US Congress passed legidation
in 1995 seeking to limit or diminate class action strike suitsin stock price drop cases where the fraud on
the market theory had been used. Thislegidation put numerous restrictions onthese suits, though it did not
address the fraud on the market theory at al.1®°

The new Congress ond barriersseemed to have outweighed the benefits of the fraud onthe market
theory, however, for increasing numbers of these cases were afterwards brought in state courts but no state
high court had embraced the fraud onthe market theory.*®!  That unintended effect was semmed withthe
passage, in 1998, of additiona Federal legidation requiring that any securities fraud action brought on
behdf of aclassof morethan 50 individud investors had to be brought in Federal rather thanstate court. 262
Back the caseswent to Federal court, and roaring back to vibrancy withthemwas the fraud onthe market
theory, on which this legidation again was slent.

Ineffident markets, the fraud onthe market theory is an obvious triumph of logic, law and palicy.
The price reflects everything, induding fraudulent statements.  Investors look to the price in making
decisons and use it when they actudly trade. So they rely on the statements when they trade, paying a
fraudulently-inflated price when they buy and receiving a fraudulently-deflated price when they sdl. But
withineffident markets, the theory crumbles. Investors may ook at, even rely on, the price, but the price
has no necessary connection to the statements at dl.  To continue to embrace the fraud on the market
theory in the face of evidence of market inefficienciesis then to indulge in afiction.

There is nathing inherently wrong with relying on afiction but it is useful to be aware that is what
isbeing done. Yet the tenacity with which Federd courts have held onto the fraud on the market theory
without admitting that it is fiction does not reflect so much a devotion to the EMH as such but rather a
recognitionthat the fraud onthe market theory isa ussful tool to solve adminigrative problems of securities
fraud class actions. The main gpped of the fraud on the market theory is that in the securities fraud class
actioncontext, presuming reliance is virtualy dways necessary to enable alawsuit to be certified asaclass
action. Without the presumption, factual issues open up that require intensive discovery and plaintiff-by-
plaintiff inquiries concerning individud reliance that would often be punishing if not prohibitively

160 Called the Private Securities Litigation Reform Act of 1995 (the PSLRA), the restrictions
include staying discovery while any motion to dismissis pending, rasing the specificity in pleading fraud
todlege a“grong inference’ of fraud, and limiting damagesto the difference betweenthe plantiff’ strading
price and the securities mean trading price during the 90-days after the fraudulent statementswere cured.
See generally 15 U.S.C. 88 78u-4 ff.

161 See, e.g., Kaufman v. i-Stat Corp., 2000 N.J. LEXIS 993 (NJ 2000).

162 Securities Litigation Uniform Standards Act of 1998, Pub. L. No. 105-353, 112 Stat. 3227
(codified in scattered sections of 15 USC 88§ 77-80).
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expensve.’®

Even if the fraud on the market theory is apragmatic solution to ared problem, however, when
the firmamentsof alegd theory are unsound asinthe case of the EMH underlying the fraud-on-the-market
theory, then it should ether be recognized as a fictiond tool rather than rearticulated as socid science
gospel or another tool more accurately rooted in fact should be devel oped to solve the problem without
fasdy championing bad socid science. After al, evidence shows that the EMH isfase, that pricesdo not
aways or evenoftenreflect the materid false statements or omissions registrants make. 1t also showsthat
investorsdo not dways or evenoftenrespond to suchinformationinrationa ways but accordingtoawhole
set of cognitive biases that make presumptions of reliance on the statements through reliance on price
farfetched.

Eventhe doctrina bases of the theory are a bit farfetched. For example, a chief legd basis of the
theory isits functiond equivdence to the indirect reliance doctrine. The indirect reliance doctrine permits
satisfaction of the reliance requirement in ordinary fraud cases by pointing to statements made not by the
defendant directly but by his agent or others acting at itsdirectionwiththe intentionthat the plaintiff should
hear it and rdly.*®* If the market functions as such asan agent or other person, then the fraud on the market
theory is functiondlly equivaent to the indirect reliance doctrine.!®® Strange or strained asthis analogy may
at first seem, it carries some purchase if the markets are in fact efficient. If they are not efficient, however,
then the unpaid fictitious agent of the defendant is acting outside the scope of its authority. The indirect
reliance doctrine analogy breaks down.

Thetheory itsdf can be understood inways that distanceitsdf fromthe truth of the EMH, but these
srategies do not fully succeed either. For example, one doctrina strategy for defending the fraud on the
market theory without indulging too much faith in the EMH recognizes that the theory does not excuse
reliance but rather furnishesarebuttable presumptionof reliance. Thisworksto permit defendantsto show
that plaintiffs did not rely on the statements, as by showing that the plaintiff would have traded the way he
did evenif he knew the statement wasfase or that the statementsdid not affect the price. It makesaplace,
in effect, to recognize non-efficient markets and even the indghts of behaviora finance. This stance thus
shiftsthe burden fromthe plantiff to prove relianceto the defendant to prove its absence. Troubleis, if the
rationd e of excusng the former isthe adminigtrative difficulty of individua proof inaclassaction, the theory

183 An innovative economic argument favoring fraud on the market theory’ s dispensing with the
reliance requirement holdsthat risks of misrpresentation in securities fraud are greater than in transactions
invalving real goods and therefore securities fraud actions should create greater deterrence than the
common law deceit action and reducing the reliance requirement is a reasonable way to do so. See
Nicholas L. Georgakopoulos, Frauds, Markets, and Fraud-on-the-Market: The Tortured Trangtion of
Judtifiable Reliance from Deceit to Securities Fraud, 49 U. Miami L. Rev. 671 (1995).

164 See Kaufman v. i-Stat Corp., 2000 N.J. LEXIS 993 (NJ 2000).
165 See Basic v. Levinson, 485 U.S. a 244 (cdling the market the defendant’ s “ unpaid agent”).
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does not diminate this problem but merdly puts it on the other party, making the doctrine suffer from the
very problem it seeks to escape.

Beyond these doctrina and theoretical problems, abetter way to solvethe adminigrative chalenge
would be to create or identify easily provenindidaof reliance. The SEC certification program mentioned
earlier could be put to work in this effort. It would be reasonable to presume that those investors having
takenthe SEC investor program and earned its certification have been trained to think properly about the
fundamentas of investing and of behaviora finance. That is, this group would reasonably be expected to
listen to satements management makesand to act onit in ways that gpproach accordance with principles
of rationa choice theory (admitting that plenty of cognitive biases would persist).’® This could be a
superior basisfor judicia presumptions of reliance by members of a putative class than the EMH.

Presuming reliance by investors who possess an SEC investor education certificate would entall
abit more adminigtrative work by classactiontria judgesthanat present, but not muchmoreand certainly
less than in afull blown rdiance inquiry individud-by-individua.*®” 1t would formally suffer from under-
incluson and over-incluson. Some without the certificate may have rdied and some with it may not have.
The under-incluson problem can be cured by permitting uncertified daimants to prove rdiance by
traditiona means. The over-inclusion problem cannot be cured, but therewould be far fewer damantsin
certified classes that did not rdy than is the case under the fraud on the market theory as it stands. A
substantia fictionmay remain inthis mechanism, but dso far lessthanunder the fraud on the market theory
and a least we could gart off admitting this indulgence.

2. The Stock Market Exception to the Appraisal Remedy

In certain corporate transactions, such as mgjority freeze-out mergers, a shareholder can dissent
and requirethe corporationto pay her the fair vaue of her shares as determined by ajudge inanappraisa
proceeding. Appraisal proceedings are time-consuming and expensive and depend on judicid ability to
gopraise vaue reasonably competently. When the shares at issue trade on a reasonably well developed
capital market, therefore, it may be tempting to turn to the market for ameasure of vauation rather than
toajudge. Asareault of that view, many states have chosen to limit the availability of the appraisal remedy

186 Of course, somewho learn behaviord finance and thetheory of cognitive biasesmay not follow
such apath of fundamenta analys's but instead seek to exploit such strategies as the recognition heurigtic
as short-cut. See supra note Xxx.

167" Assuming that class certification of aclaim isdesirable, the practical limitation on this device
or any other isto avoid triggering adminigtrative, discovery or other protracting steps concerning reliance
issues. Thus neither putative class members nor defense counsel would be involved in thissiep. Rather,
plaintiff lead counsdl would smply generate the dearly digible dasslig by comparing the broader potentia
classwitha computerized record of SEC certified investors. That group would enjoy presumed rdliance.
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to Stuations in which thereis no such rdiable aternative market measure 168

Thislegidative preference for the market over the courthouse is far from compelling. *%° Suppose
amgority sharehol der seeks to cash out aminority whose sharestrade onanopenmarket. Some minority
shareholdersobject that the priceistoo low. They aretold, if thereisaliquid market for their shares, tough
luck. Takethe priceoffered or leaveit. But why hasthe mgority structured this cash out ded rather than
samply buying the shares on the open market at the market price?

The mgority could go on the open market and purchase shares and may have done so. Some
membersof the minority might be sdllers and the mgority could buy their shares. This pushesthe market
price up and that may eveninduce some more members of the minority to sell. But there may be hold outs
among the minority unprepared to sl at the price to whichthe mgority’ s purchases drive the market. Still
the mgjority may wish to cash them out, but they don’t want to go.

At this point, the only reason the mgority is going to structure a cash out merger isit valuesthe
shares a aleve higher than the market price and higher than the price at whichit proposestheded. Any
minority shareholders who continue to refuse to sdl at that price and hence seek to perfect appraisal rights
aresaying they vaue the shares a alevd il higher thanthe pricethe mgjority is offering.1®  Theminority
may well be halding out for more on the grounds that they honestly and reasonably vaue their shares at
more than the last willing minority seller did (even if thisbelief isa product of biases). The mgority may
aso honestly and reasonably vaue them at morethanthat last sdller too (hence the dedl) but not as much
as the minority (even if this belief isaproduct of opposite biases).

When thisis the case, remitting a minority to the market price on squeeze-out day interferes with

18 £ g, New Y ork Business Corporation Law § 910; Revised Model Business CorporationAct
§13.01(1999). TheRMBCA version of thestock market exception to the gppraisal remedy applieswhen
there is a liquid market for the target’s shares and where the consideration being paid is ether cash or
sharesthat are dso liquid. Nor does the exception apply to transactions in which managers of the target
are part of the acquisition group.

189 For one thing, the appraisal statutes typically do not smply cal for vauing acompany at fair
market vaue, but rather “initsentirety as agoing concernand then determining the fair vaue of the minority
shares as a pro rata percentage of that vaue” M.G. Bancorporation v. Le Beau, 737 A.2d 513 (Ddl.
1999) (citing Nebel v. Southwest Bancorp, Inc., 1995 Dd. Ch. 80 (1995), which held that a banking
firm’ svauation opinion rendered to set the price in a short-firm merger was not legdly proper because it
hed determined only the “fair market value’ of the minority shares).

10 The difference between price and value can be explained in part on the grounds that the
margind buyer isthe one that setsthe price in the market, see supra note xx, and in part on the grounds
that the mgority and minority, aswell as other holders, exhibit different degrees of biasinthar vauations,
whether from overreaction, representativeness, overconfidence, or what have you.
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capital dlocations the partieswould reedily agreeto. Instead of the mgority buying in the openmarket at
prices that increase as it buys, it enablesthe mgority to useasangle prevailing market price below both its
and the minority’s private valuations. It is of course possible that the minority could clam an inflated
vauaion, leading the mgority to pay substantidly more than a far private vauation. But that is what
gppraisa proceedings are supposed to uncover that the market cannot, and animportant judicia function
remains even where subject shares trade in liquid markets.

Aswith the fraud on the market theory, the stock market exception to the gppraisa remedy may
be seen as a deviceintended not so much as a celebration of the EMH but as a pragmétic tool to solve a
difficult probleminlitigation. The typica appraisal proceedinginvolves a protracted dua betweenfinancid
vauation experts who oppose one another not only in result but aso in the proper modd to use in even
thinking about the case. The stock market exception may reflect legidative pragmatism to relieve judges
from being at the center of the dud. If S0, however, dso aswith the fraud on the market theory, thereis
a better way to go.

The judiciary could Imply develop arule for appraisal proceedings under whichit will refrain from
evauding theinternd detalls of each expert’s modd and refuse to develop an integrated model from the
parts of the competing modes that seemto make the most sense. Instead, the judge would Smply choose
one expert’ smodel and valuation over the other’s, period.t™ Thiswould have the effect of substantialy
contracting the litigation, contracting the range of valuations that the experts propose, and probably yied
a vauation that more accurately reflects the subjective but honest vauations of both the majority and
minority.*’?  Not only that, thiskind of judicia horse sense would solve the administrative problem for all

171 Courtshavethe power and discretion to select one of the party’ svaluation modelsasitsgenera
framework or fashion itsown. M.G. Bancorporation v. Le Beau, 737 A.2d 513 (1999).

12 Thiswastheingenious indght reveded by Chancellor Allenin Cede & Co. v. Technicolor, Inc.,
C.A. No. 7129, dip op., 1990 WL 161084, *7-8 (Dd. Ch. 1990) n.17, who put it far better:

“[In some appraisal proceedings, it is possible to develop] either a completely independent
judicidly created [discounted cash flow (DCF) vauation] or a pastiche composed of bits of one
mode and piece of the other. For good reasons aside from technical competence, one might be
digndined to do so. Simply to accept one experts view or the other would have a significant
inditutiond or precedentia advantage. The DCF modd typicaly can generate a wide range of
esimates. In the world of red transactions (capital budgeting decisions for example) the
hypotheticd, future-oriented, nature of the mode is not thought fatal to the DCF technique because
those employing it typicdly have an intense persond interest in having the best estimates and
assumptions used as inputs. In the litigation context use of the modd does not have that built-in
protection. Onthecontrary, particularly if the court will ultimately rgject both partiesDCF andysi's
and do its own, the incentive of the contending partiesisto arrive a estimates of value that are at
the outer margins of plausibility—that essentidly define abargaining range. If it isunderstood that
the court will or is likdy to accept the whole of one witnesses [sic] testimony or the other,
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gppraisal proceedings, not just those concerning shares that trade in liquid markets.
Conclusion

The efident market hypothess is a specia case in finance. It explains only tiny fractions of
observed phenomena. Perhapsits mgor contribution is a forma definition of an ideal market world, to
which policy formulations may be directed and againgt which they can be measured. Indeed, it seems
unlikely that the infirmities of market action ever will be so minuscule asto render the EMH more than a
specid case, thoughit may explain more in the future than it does now. However things evolve, during the
evolutionary course the shackles of the EMH should be unloosed from corporate and investing culture.

Apart from that subgtantive conclusion, a word of methodologica conclusoniis in order on the
particular place the foregoing andysis fitsin the bourgeoning legd literature drawing on behaviord socid
science. The genedlogy of behaviora finance traces itself to branches of psychology and economics. Its
great-grandparents on the psychology side were the behaviorists such as B. F. Skinner and on the
economics Sde the finandd economists such as Paul Samudson.  Its grandparents were both
revolutionaries againg those traditions: the cognitive revolution in psychology during the 1960s and the
discovery of extengve anomdies in efficient market theory inthe 1980s, both of whichare concerned with
humean thought processes in a way their forebears were not. Behaviora decison theory emerged from
cognitive psychology’s study of human thought processes that raised substantial doubts about rational
choice theory while noise theory emerged from financiad economists who applied those ingghts to capita
market phenomena. Theresult is behaviord finance, amarriage of cognitive psychology and the financid
economics of market inefficiency.

Throughout thisintdllectud history legd scholars with a socia sciene inclination have drawn on
various srands of thought pioneered in these fields. At agenerd leve, principles of psychology playeda
subgtantid role intheory and practi ce concerning the inditutionof the jury and the tools of economics were
deployed indl aspects of law withsuch a didinctive Syle of andyss that the whole field was givenitsown
name and so sweeping in scope that the name was “law and economics” Aswith many other intdllectua
endeavors borne in the socia studies departments, legal scholars in awide variety of fields areimporting
the work of the cognitive psychologigts, principaly behaviora decision theory (which they cal BDT).

As with such large-scade importation that has taken place in the padt, the leaders of this
development have sought to ease the fears of the critics and skeptics (and implicitly guide the direction of
itsusers). The present concerns of the lead importers center on the usefulness of BDT to legd scholarship
and policymaking generdly. A key concerniswhether dl it will doisfurnish criticism of law and economics
and fall to offer itsown pogitive theories of law or normative prescriptions. If that isdl it did, these lament,

incentiveswill be modified. While the incentives of the red world applications of the DCF model
will not be replicated, at |east the partieswill have incentivesto makethelr estimate of vaue appear
most reasonable. This would tend to narrow the range of estimates, whichwould unquestiongbly
be a benefit to the process.
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“BDT risks devolving into a degenerate research agenda with no postive theories, as has been the fate of
critical legd studies”'”® Whatever power BDT has for lega scholarship in generd and whatever its fate
may be in a baitle with principles of law and economics, this Article should leave no doubt thet it furnishes
apogtive theory of market behavior quite different thanthat of efficiency (imported and promoted by some
law and economics devotees) and that this theory carrieswithit substantia normative implications for law
and legd policy in thefidds of securities and corporate law.

173 Rachlinski, The “New” Law and Psychology, supra, at 741.
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