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relation to taxation, accounting and market operation. In this issue, Juliette Overland examines the use of margin loans by directors
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The Insider Trading Implications of Directors’ Margin Loans

By Juliette Overland*
The University of Sydney

Abstract

The use of margin loans by directors of listed companies to acquire shares in their own companies raises a number of important
issues, not least of which are the insider trading implications. This topic has been the subject of a significant focus this year,
primarily due to the release of an Issues Paper and Report on Aspects of Market Integrity by the Corporations and Markets Advisory
Committee in response to a ministerial request. This article discusses the relationship between insider trading and directors’ margin
loans, analyses the current state of the law in the context of relevant commentary and law reform proposals, and proposes alternative
mechanisms to address the complex underlying issues in light of the current policy focus.

Key Words: Insider Trading, Margin Loans, Law Reform Proposals.

1. Introduction

Market integrity and investor confidence are considered
to be essential for the proper and efficient functioning of
Australia’s securities markets. Insider trading is acknowledged
as a significant threat to the efficiency and integrity of
securities markets, with the potential to greatly reduce investor
confidence and, as a result, participation. Indeed, this is the
principal legislative rationale for the prohibition on insider

trading in Australia.! Despite its status as a criminal offence,
insider trading is generally viewed as under-detected and
under-prosecuted, notwithstanding constantly improving
surveillance mechanisms and techniques, and relatively recent
review and amendment of insider trading laws in Australia and
internationally. Even where unlawful insider trading cannot be
proven to exist, the belief by investors and market participants
that company insiders have an informational advantage
and unfair opportunities to trade in company shares reduces

investor confidence in the integrity of securities markets.?

On 10 February 2009, the Corporations and Markets
Advisory Committee (CAMAC)® released an Issues Paper

on the topic ‘Aspects of Market Integrity’* in response to a
request from the then Federal Minister for Superannuation and

Corporate Law, the Hon Senator Nick Sherry®, for advice on
the effect that certain practices could have on the integrity of
Australian financial markets. The relevant practices on which
CAMAC'’s advice was sought were:

a. Directors’ margin loans;

b. Share trading by directors during ‘black-out’ periods;
c. The spreading of false or misleading information; and
d. Private corporate briefing of analysts.

CAMAC sought submissions on these topics by 10
March 2009, having been asked to provide its advice by 30
June 2009.° Following the provision of that advice to the new
Minister for Financial Services, Superannuation and Corporate
Law, the Hon Chris Bowen MP, CAMAC publicly released its

‘Aspects of Market Integrity Report’ on 30 July 2009.”

As a result, it is timely to address the insider trading
implications of the first of the four topics addressed in the
Market Integrity Issues Paper and Report — that of directors
entering into margin loans over shares in their own listed

companies.2  The topic of directors’ margin loans will be
addressed in the context of the application of Australian
insider trading laws, including a critical analysis of the current
commentary and recommendations relating to this topic, and a
proposal for alternative mechanisms by which these issues can
be more appropriately addressed.

2. The nature of insider trading

In essence, insider trading occurs when a person trades
in financial products (including, but not limited to, shares and
securities) whilst in possession of price-sensitive information
which is not publicly available. The elements of insider
trading, which are set out in detail in ss 1042A and 1043A of

the Corporations Act 2001 (Cth),® can be broadly summarised
as follows:

a. aperson possesses certain information;
b. the information is not generally available;

c. the person knows (or ought reasonably to know) that
the information is not generally available;

d. if the information were generally available, a
reasonable person would expect it to have a material
effect on the price or value of financial products;

e. the person knows (or ought reasonably to know)
that if the information were generally available, a
reasonable person would expect it to have a material
effect on the price or value of those financial products;
and

f.  whilst in possession of the information, the person
trades in those financial products (that is, buys or sells
those financial products) or procures another person
to do so.
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The Insider Trading Implications of Directors’ Margin Loans

Insider trading has a reputation as a notoriously difficult
offence to successfully prosecute. It has been the subject of
law reform debate since it was first prohibited by statute in

Australia.1°
3. The nature of margin loans

A margin loan is a facility which allows an investor to
borrow money to acquire financial products, such as listed
company shares, against the security of the shares acquired.
Margin loans are generally conditional on the shares retaining
an agreed ‘loan-to-value’ ratio. If market value of the relevant
shares drops so that the loan-to-value ratio falls below the
agreed level, the investor becomes subject to a ‘margin call’.
This requires the investor to take action to restore the loan-to-
value ratio to the agreed level, which can be done by paying
extra cash, selling some of the secured assets, or giving the
lender additional security. If the investor fails to take this
action, or there is otherwise a default under the loan, the lender
has the right to take recourse to the secured shares, and may
sell them to recoup or partially recoup the monies owed to the

lender by the investor.!!

In the context of the current focus on market integrity
issues, the practice of listed company directors using margin
loans to acquire shares in their own companies has come
under increased scrutiny. There are a variety of reasons why
a director might use a margin loan for this purpose. Margin
loans are a popular investment tool used by many shareholders
(not just directors) to finance share acquisitions. The use of
margin loans can enable an investor to acquire a larger parcel
of shares, shares in a greater number of companies, or a wider
variety of total investments, than might otherwise be possible if
such purchases needed to be funded solely from the investor’s
own funds.

From the outset, it needs to be acknowledged that it is
commonly accepted that, when a listed company director
holds shares in that company, the interests of the director and

the company’s shareholders are considered to be aligned.'?
Accordingly, the introduction of provisions or requirements
which would make the holding of shares in a listed company
less attractive to, or more onerous for, its directors should
be approached with caution. However, this clearly does not
avoid the need to amend the law (where appropriate) to ensure
certain company insiders are not placed into a privileged
position compared to other investors and market participants.

4. The implications for directors’ margin loans under
insider trading laws

As can be seen above, insider trading laws prohibit any
person, whether a director or not, from trading in shares
whilst in possession of price-sensitive information which is
not publicly available. This prohibition obviously applies
regardless of whether shares are owned outright, purchased
through the use of a margin loan facility, or subject to any other
financing arrangements. However, a fundamental concern
which arises over the use of directors’ margin loans is the
impact of a forced sale of the underlying shares following a
margin call. Aforced sale by the lender in those circumstances
could potentially result in a breach of the prohibition on insider
trading if inside information is possessed at the relevant time.
This concern is further exacerbated by the perception that a
director may choose not to pay a margin call, or may choose not

to make alternative arrangements to avoid the forced sale of the
underlying shares, if the director possesses inside information
which indicates that it would actually be advantageous to
dispose of the shares. These issues have received particular
scrutiny in light of recent international economic events and
the ‘global financial crisis’, which has not only seen the price
of many listed company shares fall in value significantly, but
the directors of many listed companies placed under financial
stress and subject to margin calls.

Thus, whilst directors and other company insiders must be
particularly aware of the insider trading prohibition at any time
when trading in company shares, the issue of directors’ margin
loans gives rise to several important questions:

a. Canadirector with a margin loan be liable for insider
trading as a result of the forced sale of shares by the
lender after a margin call? Do any exceptions apply
to avoid any such potential liability?

b. Can the lender be liable for insider trading as a result
of the forced sale of shares by the lender after a
margin call? Do any exceptions apply to avoid any
such potential liability?

c. Isthis state of the law satisfactory?

5. Potential liability for insider trading as the result of
sale of shares following a margin call

CAMAC has stated that a forced sale of shares subject
to a director’s margin loan could result in a breach of
Australian insider trading laws by that director, if the director

possesses inside information at the relevant time.®® In such
circumstances, the six essential elements of insider trading
may be satisfied. However, the final element — that the
director trades in the relevant financial products, or procures
such trading — requires some further consideration. If the
lender sells the shares, the director has not actually traded —
but has the director procured trading, if shares which he or she
holds subject to a margin loan are sold by the lender after a
margin call?

In the author’s view, this result is actually unlikely under
the existing law, due to the operation of regulation 9.12.01(e)
of the Corporations Regulations and the definition of ‘procure’
under the Corporations Act.

5.1 Regulation 9.12.01(e) of the Corporations
Regulations — the ‘lenders’ exemption’
Regulation 9.12.01 of the Corporations Regulations 2001
(Cth)* currently provides:

Subsection 1043A(1) of the [Corporations] Act does
not have effect in relation to the following:

...(e) a sale of financial products under:

(1) a mortgage or charge of the financial
products; or

(i) a mortgage, charge, pledge or lien of
documents of title to the financial products.

This means that where a listed company director (or
indeed any investor) acquires shares through margin lending
arrangements and offers the shares as security for the loan,
any resulting sale of those shares by the lender will fall within

June 2009
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this exemption, and thus avoid the application of the insider
trading prohibition. The protection offered by this regulation
is not expressed to apply only to the lender, and arguably also
protects the owner of the financial products — in the given
circumstances, the director with shares held under the margin
lending arrangements — from liability for insider trading
under s 1043A of the Corporations Act.

5.2 The definition of ‘procure’ under the Corporations
Act

Pursuant to the terms of s 1043A(1) of the Corporations
Act, the prohibited action is to, as principal or agent:

(c) apply for, acquire, or dispose of relevant financial
products, or enter into an agreement to apply for,
acquire, or dispose of, relevant financial products; or

(d) procure another person to apply for, acquire, or
dispose of relevant financial products, or enter into
an agreement to apply for, acquire, or dispose of,
relevant financial products.

CAMAC has stated that when listed company shares which
are the subject of a margin loan are sold by the lender because
the director has failed to honour a margin call, the director can

be argued to have ‘procured’ the disposal of the securities.!® It
is noted that s 9 of the Corporations Act provides that ‘procure’
includes ‘cause’ and it has been suggested by CAMAC that a
director causes securities to be sold by not honouring a margin
call (by failing to repay part of the loan, provide additional
security or take other action) since the sale of the securities

could have been avoided if such action were taken.®

The author respectfully disagrees. ‘Causation’ sufficient
to amount to an act of procuring requires an active step to be
taken, and does not result from inaction. In addition to the
general definition in s 9, s 1042F of the Corporations Act
now provides a more extensive definition of ‘procure’, which
states that if a person ‘... incites, induces or encourages an
act or omission by another person, the first person is taken to
procure the act or omission by the other person.” Whilst this
definition is expressed to be without limitation, the positive
acts expressed by the terms ‘incite, induce and encourage’
connote the taking of active steps and do convey a meaning
unlikely to be satisfied by mere inaction (such as the failure
to take other steps). Accordingly, this must mean that there
is no procuring of trading, and therefore no insider trading,
merely because a director fails to honour a margin call and, as
a result, the lender elects to sell the shares subject to margin
lending arrangements, even if the director possessed inside
information at the relevant time.

Thus, under the current state of the law, directors with
margin loans would not be liable for insider trading as a result
of a forced sale of the underlying shares by a lender after a
margin call. Additionally, lenders have no liability for insider
trading in those circumstances either.

6. Current proposals to amend insider trading laws

6.1 Regulation 9.12.01(e) of the Corporations
Regulations — the ‘lenders’ exemption

CAMAC supports a submission by the Australian
Securities and Investments Commission (ASIC) that the
lenders’ exemption be removed on the basis that borrowers and

lenders should not be in a privileged position when compared

to other market participants.}”  Whilst CAMAC states that
lenders can ‘... take the implications of insider trading laws
into account...” when entering margin loans and may *

employ Chinese walls to ensure they do not breach the insider

trading provisions...”*® this may have a less than desirable
effect in practice. With the removal of the lenders’ exemption,
lenders are likely to be less willing to enter into margin loan
arrangements with directors due to greater potential exposure
if they were to exercise their security, or may do so on terms
which are more onerous to the relevant director. Both causes
of action have the potential to reduce the willingness or ability
of directors of listed companies to acquire shares in those
companies. Thus the potential public policy implications of
this result should be carefully considered before further action
is taken.

Additionally, when considering the operation of the
insider trading laws to forced share sales under margin loans,
it is important to remember that, under Australian law, it is
not necessary to prove that an alleged insider trader ‘used’ the
relevant information — it is enough that the alleged insider
trader merely possessed the information when they traded (or
procured another to trade) in the relevant financial products.
Likewise, it is no defence under Australian law that an alleged
insider trader did not rely on the inside information because,
for example, they had already planned to trade prior to coming
into possession of that information, or that they based their
decision to trade on alternative information which was not
inside information. This also means that liability could arise if
the exemption were removed and the shares securing a margin
loan were disposed of by a lender in a forced sale following
a margin call, even where the inside information possessed
by the relevant director was information which would favour
retaining the shares (or buying more shares) — that is, price-
sensitive information which would be likely to cause a rise in
the price of the shares if it were generally available. In those
circumstances, neither the director nor the lender is placed
in an advantageous position compared to other investors or
markets participants.

This position can be contrasted with that of a number
of overseas jurisdictions, which have insider trading laws
containing either a ‘use’ requirement or a defence of ‘non-use’
of the relevant information. For example:

a. in Germany, it must be shown that an alleged insider

trader ‘made use’ of the inside information;*°

b. in the European Union, it must be shown that an
alleged insider trader ‘used’ the inside information;?°

c. in the United Kingdom, insider trading only occurs
where it is ‘on the basis of’ the relevant inside
information;?* and

d. in South Africa, there is a specific defence available

to a claim of insider trading, if the alleged insider
trader can show that they did not ‘use’ the inside

information in their possession.??
It is also no defence under Australian law that shares

were sold out of financial necessity, or because there were no
alternative means available to avoid a forced sale following a

margin call .3
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6.2 The definition of ‘procure’ under the Corporations
Act

In relation to the definition of the term ‘procuring’,
CAMAC has not directly addressed this issue, but has opaquely
suggested that ‘... it may be desirable to clarify the insider
trading laws... to overcome any uncertainty about whether a
borrower could be said to have ‘procured’ transactions by the

lender’.?* As the author maintains that the better interpretation
must be that a director does not trade or procure trading when
shares held under margin lending arrangements are sold by
the lender after a margin call, some amendment to the law is
clearly necessary if directors are not to be placed in a privileged
position when compared to other market participants. Directors
should not be placed in a position of advantage if they choose
not to respond to a margin call, knowing it is likely that the
lender will sell the underlying shares, if the director possesses
inside information at that time which indicates that it would be
beneficial to sell the shares.

7. An alternative proposal for amendments to insider
trading laws

7.1 Regulation 9.12.01(e) of the Corporations
Regulations — the ‘lenders’ exemption’

If the lenders’ exemption was removed in its entirety,
as suggested by ASIC and CAMAC, lenders taking security
over listed company shares under margin loan arrangements
would obviously become fully subject to the insider trading
prohibition. Whilst it is agreed that lenders should not receive
preferential treatment, they should not be placed in a less
favourable position than other market participants. Lenders
would risk being unable to exercise any security taken if
the director with legal title to the underlying shares was in
possession of inside information, even if such information
had not actually been communicated to the lender, as it is also
possible that, without the existing lenders’ exemption, the
director’s knowledge could be imputed to the lender.

Imputation of knowledge may occur under statutory
provisions, such as s 1042G of the Corporations Act which
imputes knowledge or information to a company if it is
possessed or known by an officer because of their position or

as a result of performing their duties.?® Obviously, a borrowing
director will not generally be an officer of the relevant lender,
rendering this provision inapplicable to directors’ margin
loans.

Imputation of knowledge can also occur through common
law agency principles. As it appears to be standard practice
under margin loans for a lender to be automatically appointed
asthe agent or “attorney’ of the borrower in order to enable them
to sell the underlying shares (or take other action) following
a margin call, the lender may be regarded as the borrower’s
agent for that purpose. Whilst common law agency principles
generally operate to impute the knowledge of an agent to their

principal,® in certain circumstances they may also operate to
impute the knowledge of the principal to the agent. Whilst
the extent of such attribution is not clear under Australian
law, it generally occurs in circumstances where the regulatory

purpose of a statute would otherwise be undermined.?”

It is therefore possible that, without the application of the
existing lenders’ exemption, a lender (as agent of the borrower)

may be deemed to possess information known only by the
borrower — including inside information. The lender may
then be regarded as having engaged in insider trading when
selling a borrower’s shares as a result of an unpaid margin
call, despite the fact that the lender did not actually possess the
inside information. In addition, it needs to be acknowledged

that lenders are more likely to come into actual possession of

price-sensitive information at times of financial stress.?

Accordingly, the author recommends that rather than
remove the lenders’ exemption in its entirety, it should instead
be amended to clarify the position of lenders. The author
suggests that the exemption be amended to read instead:

Subsection 1043A(1) of the [Corporations] Act does
not have effect in relation to the following:

...(e) the liability of the holder of a mortgage, charge,
pledge or lien of documents of title to financial
products in relation to the sale of financial products
under:

(1) a mortgage or charge of the financial
products; or

(i) a mortgage, charge, pledge or lien
of documents of title to the financial
products,

where:

(i) the sale is effected by the relevant holder of
the mortgage, charge, pledge or lien; and

(iv) the holder of the relevant mortgage, charge,
pledge or lien does not possess inside
information as defined in s 1042A of the Act.

This will ensure lenders are not unfairly prejudiced in
the exercise of security if they do not actually possess inside
information, but will also maintain the application of the
insider trading prohibition if they do. Additionally, it would not
afford the protection of the lenders’ exemption to the borrower,
so that directors who hold shares under margin lending
arrangements would be exposed to the application of ordinary
insider trading laws if they do possess inside information —
which is appropriate in those circumstances, subject to further
suggested clarification of the agency relationship between
lender and investor, as discussed below.

7.2 The definition of ‘procure’ under the Corporations
Act

Instead of seeking to amend the definition of ‘procure’,
which would have a wider effect than merely an application
to margin lending arrangements, it would be more appropriate
to address perceived problems with the operation of margin
lending arrangements by imputing the actions of a lender to the
borrowing director, so that the lender is deemed to be acting as
the director’s agent for these purposes as well. As noted above,
s 1043A(1) of the Corporations Act prohibits a person from
engaging in a variety of acts, as either principal or agent. An
additional clarification could be inserted into the Corporations
Act, or the Corporations Regulations, to provide that:

the sale of financial products under a mortgage, charge,
pledge or lien of documents of title to financial products
by the holder of the mortgage, charge, pledge or lien is
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also deemed, for the purposes of s 1043A(1), to be an
act undertaken on behalf of the mortgagor, chargor, or
grantor of the pledge or lien as principal.

This means that where a lender undertakes a forced sale
of secured shares following a margin call the investor who
owns those shares will also be deemed to have engaged in
the trading. Thus, the combined operation of this deeming
provision and the amended lenders’ exemption will mean that
lenders selling shares after a margin call will only be exposed
to liability for insider trading if they actually possess inside
information, and that a director (or any investor) who holds
shares under margin lending arrangements will be liable for
insider trading if he or she possesses inside information at
the time a forced sale occurs. Directors entering into margin
lending arrangements will clearly need to be aware of such
a potential result when structuring their affairs, as to provide
otherwise would lead to inappropriately lenient treatment for
those in a special relationship with the relevant company.

8. Status of insider trading law reform

Insider trading laws have long been the subject of debate,
both within Australia and internationally. As noted earlier in
thisarticle, insider trading is generally viewed as under-detected
and under-prosecuted. It is also regarded as a particularly

difficult offence to identify and successfully prosecute.?® In

addition, Australian insider trading laws have been considered
by judges and academics alike to be overly complex, legalistic

and unclear,® as well as being ‘... couched in language which

is difficult of understanding and application’.®!

Indeed, insider trading has been the subject of legislative
and policy debate for many years, as evidenced by many
different reviews of insider trading laws — including the

‘Griffiths Report’,®® the Anisman Review,** and a recent

Insider Trading Report®* (a review which was, coincidentally,
also undertaken by CAMAC) and many sets of resulting
legislative amendments. Once much vaunted amendment to
insider trading laws was the relatively recent introduction of
civil penalty proceedings under the Financial Services Reform
Act 2001 (Cth). The availability of civil penalty proceedings
was intended to assist in overcoming perceived difficulties
in prosecuting insider trading by providing an alternative
regime with a lower standard of proof, based on the balance of
probabilities and using civil rules of evidence. However there
have been very few civil penalty proceedings for insider trading
undertaken since they became available — most notably the
unsuccessful civil proceedings which led to the case of ASIC
v Citigroup Global Markets Pty Ltd,*® which was a crushing
defeat for ASIC, and the case of ASIC v Petsas®, in which the
respondents admitted liability. Thus civil penalty proceedings
have hardly provided the fillip which may have been expected.
Many other insider trading cases have also been controversial,
including the successful criminal prosecution in R v Rivkin®’

and the civil proceedings brought in the case of ASIC v Vizard®
for breaches of directors’ duties, not insider trading.

Thus, the current focus on market integrity, which is
resulting in insider trading laws again receiving significant
legislative, policy and media scrutiny, can be viewed cynically.
Indeed, whilst CAMAC’s Advice on Aspects of Market
Integrity was actively sought by the then responsible Minister

and, it must be assumed, will receive an appropriate degree of
attention from the new Minister and the Federal Government,
the status of previous CAMAC recommendations relating to
proposed amendment to Australia’s insider trading laws is of
significant concern. In November 2003, acting on its own
initiative and having sought public submissions through a
Discussion Paper and subsequent Proposals Paper, CAMAC
released a Report on Insider Trading, which detailed a variety
of recommendations for insider trading law reform.

No action was taken in relation to the amendments
described in the CAMAC Insider Trading Report until March
2007, when the Commonwealth Treasury released its own
Insider Trading Position and Consultation Paper seeking
further public input. However, apart from the receipt of
public submissions, no further action was taken by the former
Federal Government. With the change of Federal Government
in November 2007, there then appeared to be a loss of
momentum on this topic and none of the recommendations in
the CAMAC Insider Trading Report have been implemented,
despite the passage of six years since the release of that report.
In this context, sceptics may wonder whether any substantive
or meaningful amendment to insider trading laws can be
expected.

9. Concluding remarks

It is useful to return to the key issues raised earlier in this
article, namely:

a. Can adirector with a margin loan be liable for insider
trading as a result of the forced sale of shares by the
lender after a margin call? Do any exceptions apply
to avoid any such potential liability?

b. Canalender be liable for insider trading as a result of
the forced sale of shares by the lender after a margin
call? Do any exceptions apply to avoid any such
potential liability?

c. Isthis state of the law satisfactory?
It can now be seen that:

e. Under the current state of the law, a director with
a margin loan is unlikely to be liable for insider
trading, due to the protection offered to both
borrowers and lenders under the operation of the
‘lenders’ exemption’ in Regulation 9.12.01(e) of
the Corporations Regulations and the requirement
in s 1043A of the Corporations Act that trading be
‘procured’. The current operation of the lenders’
exemption also protects a lender providing a margin
loan from liability for insider trading as a result of a
forced sale.

e. There is currently a proposal by ASIC, which
is supported by CAMAC, that the lenders’
exemption should be removed in its entirety and a
recommendation by CAMAC that the definition of
‘procure’ be reviewed. The removal of the lenders’
exemption would expose lenders to liability for
insider trading in circumstances where lenders may
be deemed to possess inside information known
only by the borrowing director. This has significant
potential to affect the availability of directors’ margin
loans. However, lenders and directors in possession
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of inside information should not be protected from
the prohibition on insider trading in circumstances
where to provide such protection affords them
preferential treatment compared with other market
participants. Accordingly, the author proposes an
alternative proposal for law reform, suggesting an
amended lenders’ exemption rather than removing it
in its entirety and a statutory clarification of the agent
and principal relationship which exists between the
lender and borrower when financial products are sold
by the lender, in order that the acts of the lender are
attributed to the borrower.

It is suggested that the author’s proposals should be the
preferred model for law reform in this area as they more
clearly recognise the true spirit of insider trading laws —
these proposals will better ensure that certain participants in
the market do not receive an unfair informational advantage
over others, and, as a result, are better aimed at achieving
market integrity and efficiency. However, as is noted above,
the status of insider trading law reform in Australia remains
uncertain. It remains to be seen whether, despite recent world
economic events focusing attention on market integrity issues,
substantive or meaningful amendment to insider trading laws
is likely to occur in the near future.
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