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We investigate if prior professional legal education either restrains or increases the extent to which the 

insider trades of company executives and directors are informed. We show that executives and directors 

with legal expertise (lawyer-insiders) earn significantly lower abnormal returns than non-lawyer-insiders 

when they purchase their own company’s shares. Purchases by lawyer-insiders are associated with lower 

future earnings surprises and firm profitability than those made by non-lawyer-insiders, and are more 

muted following months with high levels of SEC enforcement activity. Our results suggest that insiders 

with legal education may be more conservative in exploiting private information when making insider 

trades. 

© 2021 Elsevier B.V. All rights reserved. 
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. Introduction 

A significant amount of empirical research examines the asso- 

iation between aspects of corporate governance (such as board 

tructure) and firm outcomes (e.g., profitability or firm value) or 

orporate policy choices (e.g., earnings management or tax aggres- 

iveness). A common assumption, often implicit, is that all corpo- 

ate executives have a clear and thorough understanding of gover- 

ance rules and regulations as well as the potential risks and/or 

onsequences of violating these rules. Coupled with this is the as- 

umption that, the extent to which executives understand these 

ules is uniform across firms. These assumptions, of a high and 

niform level of facility in governance rules among all corporate 

xecutives, is unlikely to be true in practice. Corporate regulation 
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nup Agrawal, Ferhat Akbas, Christopher Anderson, Brad Barber, Anthony Bellofatto, 

eorge Bittlingmayer, Lochlann Boyle, Lauren Cohen, Suzanna Emelio, Michael Et- 

redge, Minjie Huang, Dike Kalu, Destan Kirimhan, Paul Koch, Carl Kruse, Choonsik 

ee, Felix Meschke, Michael Schill, Giselle Scott, Jun Yang, as well as seminar par- 

icipants at the University of Kansas, the University of Oklahoma, the Financial 

anagement Association Annual Meeting, the Southern Finance Association Annual 
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nd compliance is becoming ever more complex. For example, the 

rst two decades of the 21 st century produced two monumental 

ieces of corporate regulation – the Sarbanes-Oxley Act of 2002 

nd the Dodd-Frank Act of 2010 – both of which together run 

nto several hundred pages and require significant legal acumen 

o understand the details. In addition, enforcement of these and 

ther longer-standing regulations often rely on extensive additional 

ules written by regulatory agencies (e.g., the SEC), as well as le- 

al precedents from judicial rulings, which require significant le- 

al expertise to interpret. As such, there is likely to be significant 

ross-sectional variation in the extent to which executives are fully 

ognizant of governance and compliance rules. 

In this paper, we examine the internal governance and compli- 

nce implications of different levels of legal expertise among ex- 

cutives. We do so in the context of insider trading. We view this 

s a particularly powerful context since it represents an individ- 

al and deliberate action on the part of the executive that has an 

mmediate impact on the executive’s wealth. Insider trading laws 

re ambiguous and complex, which may result in divergent be- 

iefs about the legality of specific trading behavior. While insiders 

n the U.S. are legally allowed to buy and sell their own company 

tocks, congressional statutes and SEC rules explicitly forbid them 

rom doing so when such trades exploit material non-public in- 

ormation. However, the line that divides legal from illegal insider 

rading has never been a bright one. Since 1934, when Congress 

https://doi.org/10.1016/j.jbankfin.2021.106114
http://www.ScienceDirect.com
http://www.elsevier.com/locate/jbf
http://crossmark.crossref.org/dialog/?doi=10.1016/j.jbankfin.2021.106114&domain=pdf
mailto:chao.jiang@moore.sc.edu
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assed the first statutes that could be used to define illegal insider 

rading, the intensity of enforcement has varied. Over the same pe- 

iod, Congress and the Securities Exchange Commission (SEC) have 

assed additional statues in an attempt to clarify what constitutes 

llegal insider trading, and a broad and complicated body of case 

aw has developed around the civil and criminal prosecution of il- 

egal insider trading. 1 

In addition to this, the legal ambiguity of insider trading reg- 

lation is set against the backdrop of extensive academic research 

hat suggests that insider trades, especially purchases, may be in- 

ormed. 2 However, despite this appearance of widespread informed 

nsider trading, the overwhelming majority of insider trades do not 

ttract any enforcement action. This suggests that from the per- 

pective of enforcement authorities, there is significant legal space 

etween what constitutes legal and illegal insider trading behavior, 

ven if the extent of such space is often uncertain. The upshot of 

ll this is that individual insiders may face significant challenges in 

nderstanding the full legal ramifications of their trading behav- 

or, while simultaneously having significant latitude in how they 

hoose to exploit private information when they trade. 

Our study compares the performance of trades from lawyer- 

nsiders (i.e., corporate insiders with prior academic or professional 

egal education) and non-lawyer-insiders. 3 When faced with ambi- 

uity or complexity, managers make decisions using inputs, rubrics 

nd ethical considerations that are processed and filtered based on 

heir knowledge, beliefs, assumptions, and values ( Bagley, 2008 ; 

yert and March, 1963 ; March and Simon, 1958 ; Hambrick and 

ason, 1984 ). A lawyer’s training, experience, and the judgements 

r beliefs formed along with this training, could potentially affect 

is/her behavior when he/she trades his/her own company’s stock. 

There are at least two competing hypotheses for how legal 

raining or a prior legal background could potentially influence in- 

ider trading behavior. On one hand, with a better understanding 

f regulations, executives with extensive legal training are more 

ware of litigation risks associated with their behavior. This could 

ake these insiders hesitant to make use of inside information. 

agley, Clarkson, and Power (2010) find that knowledge of the law 

acquired through formal legal training) leads to a higher likeli- 

ood of ethical and legally compliant behavior among managers. 

urthermore, behavioral experiments suggest that even salient re- 

inders of rules and laws in general – something that is more 

ikely if one is associated with the legal profession – make par- 

icipants less likely to engage in behavior that may be considered 

nethical (e.g., Mazar, Amir, and Ariely, 2008 ). Taken together, we 

ight thus expect lawyer-insiders to be more conservative in their 

se of private information and thus earn lower abnormal returns 

n their insider trades than non-lawyer-insiders. We refer to this 

onjecture as the restraint effect . 

On the other hand, legal training might help lawyer-insiders to 

btain higher returns than non-lawyer-insiders by enabling them 

o come as close as possible to the line between legal and ille- 

al use of information without crossing that line. Well equipped 

ith legal knowledge, lawyer-insiders know how to defend them- 

elves as long as they do not step beyond the gray area. In this 

ase, lawyer-insiders may be more aggressive than the average in- 

ider when they make insider trades. Therefore, we would find that 
1 See Seitzinger (2016) for a recent overview of the rules and legal precedents 

ssociated with insider trading. 
2 Recent examples include Akbas, Jiang, and Koch, 2020; Ali and Hirsh- 

eifer, 2017 ; Cohen, Malloy, and Pomorski, 2012 ; Jeng, Metrick, and Zeckhauser, 

003 ; Lakonishok and Lee, 2001 ; Ravina and Sapienza, 2010 , among others. 
3 We use the term “lawyer-insiders” throughout the paper as shorthand for cor- 

orate executives who happen to have had prior academic and/or professional legal 

raining. We do not mean that these individuals are practicing attorneys or solici- 

ors. In general, “lawyer-insiders” are simply executives and insiders (e.g., CEO, CFO, 

MOs, etc.) with law degrees, and they are not their firms’ general counsels. 

w

d

i

p

t

i

i

l

p

t

2 
awyer-insiders would be less conservative in their use of private 

nformation and thus earn higher abnormal returns on their in- 

ider trades than non-lawyer-insiders. We refer to this alternative 

onjecture as the enabling effect . 

Our analysis suggests that the restraint effect appears to be 

ominant. In a broad sample covering the sixteen-year period 

rom 1997-2012, we find that insider purchases made by lawyer- 

nsiders earn lower future average abnormal stock returns than 

hose made by non-lawyer-insiders. Specifically, insider purchases 

ade by lawyer-insiders earn monthly returns that are between 

.5% and 0.8% less than those made by non-lawyer-insiders. The 

nder-performance of insider purchases made by lawyer-insiders 

s more pronounced when the intensity of insider trading is higher 

i.e., when insiders buy more shares). 

One potential alternative explanation for our findings is that 

awyer-insiders simply do not have access to the same private 

alue-relevant information as other executives, or are simply less 

apable of recognizing when their firms’ stocks are undervalued, 

ather than having a greater reluctance to use private informa- 

ion. This may be the case if, say, lawyer-insiders are more likely 

o be outside directors, especially if outside directors are generally 

ess informed. However, additional analyses suggest this alterna- 

ive does not explain our findings. We find that lawyer-insider pur- 

hases remain less informed even after we account for whether or 

ot the insider is an independent director. Even when we exclude 

ndependent directors from our sample, we find that lawyer-insider 

urchases continue to be less informed. In addition, we find that, 

hile lawyer insiders trade about as much as other insiders after 

arnings announcements, they are less likely than other insiders 

o do so in the 15-day window immediately prior to earnings an- 

ouncements. This suggests that they are less likely to exploit their 

rivate information to trade during a period in which their private 

nformation would be especially valuable. 

Furthermore, we find that lawyer-insider purchases have lower 

redictive power for future earnings surprises and future prof- 

tability than those by non-lawyer-insiders. We also find that com- 

ared with non-lawyer-insiders, lawyer-insiders make fewer pur- 

hases in months following high levels of public disclosure of SEC 

nforcement actions. This is in line with the idea that legal ex- 

ertise may make the risks of aggressive use of inside information 

ore salient at times when such risks are highly publicized, while 

t is at odds with the alternative explanation of lawyer-insiders’ in- 

bility to identify undervalued stocks or their having less access to 

rm information. 

We also explore and attempt to rule the possibility of firm- 

election . For example, firms with a more conservative culture may 

e more likely to hire lawyer-insiders, and such firms may be less 

ikely to have insiders who make informed trades in general. How- 

ver, our analysis and empirical specification casts doubt on this 

otential explanation. We include firm fixed effects in all our cross- 

ectional tests. This means that, even within firms, lawyer-insider 

urchases remain less informed than those of other insiders. This 

uggests that our findings are unlikely to be driven by unobserved 

rm characteristics that just happen to coincide with the presence 

f lawyer-insiders. 

We further explore the alternative explanation of self-selection , 

hich can arise from the possibility that inherently restrained in- 

ividuals may be more likely to pursue a legal degree, and that 

t is this characteristic, rather than their legal education, that ex- 

lains their reluctance to exploit private information. We address 

his self-selection issue by using potentially exogenous variations 

n the likelihood that any particular insider is a lawyer-insider. An 

ndividual’s decision to pursue a law degree is likely to be corre- 

ated with the availability and popularity of such graduate study 

rograms. Thus, our first source of exogenous variation is the ra- 

io of law degrees to MBAs in a birth cohort. Bouwman (2011) and 
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nyazeva, Knyazeva, and Masulis (2013) suggest that firms tend to 

hoose executives and directors that are within close geographi- 

al proximity, so the likelihood that firms choose a lawyer-insider 

ight be correlated with the availability of executives holding law 

egrees. We thus use the number of lawyer-insiders in a state 

here a firm is located as our second source of exogenous vari- 

tion. Using these sources of exogenous variation, we carry out 

wo-stage sample selection regressions where we first select for 

he probability that an insider is a lawyer-insider and then account 

or such selection in the second stage. Our broad inference remains 

nchanged suggesting that self-selection does not appear to explain 

ur results. 

Our study advances the literature by testing how the legal ex- 

ertise of corporate insiders affects their trading behavior and per- 

ormance. Prior literature has generally focused on firm-level or 

rade-level characteristics rather than the background or individ- 

al characteristics of executives. One exception, Davidson, Dey, and 

mith (2016) , which is in the same spirit as ours, finds that the 

rofitability and probability of strategic timing of insider trades are 

igher for executives with criminal records. We differ from them 

y focusing on understanding how the legal backgrounds of corpo- 

ate insiders affect their use of private information. Another paper 

hat is close in spirit to ours is that by Jagolinzer, Larcker, and Tay-

or (2011) which finds that insider trades made with explicit ap- 

roval or clearance by the General Counsel (GC) are less informed 

han other trades. Our study differs from theirs by showing that 

he legal expertise of the corporate executive herself serves as a 

estraint on informed insider trading independent of the role of the 

C. 

Our findings have potential implications for investors, compa- 

ies and regulators. For investors who rely, at least in part, on in- 

ider trading behavior as a signal with which to assess firm value, 

ur results suggest that insider characteristics may be important 

n the interpretation of this signal. Our results are also consis- 

ent with one of the implications from the theoretical model of 

eMarzo, Fishman, and Hagerty (1998) , which shows that one of 

he key elements for an optimal enforcement policy is the clar- 

ty of conditions that trigger regulatory investigations. While pub- 

ic discourse often focuses on more restrictions and harsher pun- 

shments for illegal insider trading, our results provide a differ- 

nt perspective. Improving the awareness of insider trading laws 

mong corporate insiders may help regulate and restrain illegal in- 

ider trading. 

. Background and Hypothesis Development 

Insider trading rules and laws that define what constitute il- 

egal insider trading are ambiguous and complex. Even when the 

road facts of a specific case are publicized, it is often unclear, 

ven among well-educated and informed individuals, if that par- 

icular individual trade tends toward illegality. 4 

Modern insider trading regulation has its origin in section 10b- 

 of the Securities and Exchange Act of 1934, which makes it: 
4 While our paper obviously holds no position as to the merit of the particu- 

ar case, a recent anecdotal example of the ambiguity with respect to defining il- 

egal insider trading arose in April 2014, when William A. Ackman, founder and 

EO of the hedge fund Pershing Square Capital, reaped a profit of more than $1 

illion on Allergan stocks and options. Press reports suggest that Mr. Ackman had 

ecretly purchased these over the two months before his hedge fund and Valeant 

harmaceuticals International made an offer for Allergan at a substantial premium. 

t seems that he used material non-public information to make these profits. Such 

ehavior would, at first blush, appear to constitute illegal insider trading. However, 

r. Ackman asserted that his trade was not illegal as the trade was not based on 

nformation received from an individual who had breached a fiduciary duty or duty 

f confidentiality; indeed Mr. Ackman claimed that he made the deal after prior 

onsultation with an attorney who was a former head of enforcement at the SEC. 

d

L

c

(

t

F

c

D

3 
…unlawful for any person, directly or indirectly, by the use of any 

eans or instrumentality of interstate commerce, or of the mails 

r of any facility of any national securities exchange, (a) to employ 

ny device, scheme, or artifice to defraud, (b) to make any untrue 

tatement of a material fact or to omit to state a material fact nec- 

ssary in order to make the statements made, in the light of the 

ircumstances under which they were made, not misleading, or (c) 

o engage in any act, practice, or course of business which operates 

r would operate as a fraud or deceit upon any person, in connec- 

ion with the purchase or sale of any security…” While the rule 

oes not explicitly use the term “insider trading,” it started, espe- 

ially from the 1960s, to be used as the basis for SEC enforcement 

ction in insider trading cases. 5 However, the breadth of the rule 

tself meant that as enforcement actions started to move into law 

ourts, a broad body of case law developed alongside SEC actions 

o define what constituted illegal insider trading. In subsequent at- 

empts to further clarify the definition of illegal trading, Congress 

assed the Insider Trading Sanctions Act of 1984 and the Insider 

rading and Securities Fraud Enforcement Act of 1988. In 20 0 0, the 

EC adopted rule 10b5-1, which explicitly prohibits insider trading 

ased on “material non-public information” (while allowing some 

ffirmative defenses such as pre-planned trades). At the same time, 

he SEC also adopted rule 10b5-2, which provides guidance on the 

uty of confidence or trust that insiders have with respect to non- 

ublic information, as well as Regulation FD, which prohibits se- 

ective public disclosure by insiders of all material non-public in- 

ormation. 6 

In spite of the SEC rules and congressional statutes that have 

ttempted to clarify what constitutes illegal insider trading, the 

ine between legal and illegal insider trading remain murky. In- 

eed, a recent high profile Supreme Court ruling ( United States vs. 

ewman ) that overturned a lower court’s conviction of individuals 

ound guilty of insider trading suggests that, even among legal ex- 

erts, there is still substantial debate as to what constitutes illegal 

nsider trading. 7 

Alongside the legal ambiguity in insider trading laws, there is 

ignificant research alluding to widespread informed insider trad- 

ng. 8 Studies look at stock prices following insider trades with the 

dea that an abnormal price increase (decrease) after insider pur- 

hases (sales) suggests the trade was likely to be informed. With 

espect to insider purchases, the evidence that this is the case has 

een overwhelming (see, for example, Jaffe, 1974 ; Seyhun, 1988 ; 

akonishok and Lee, 2001 ; Jeng, Metrick, and Zeckhauser, 2003 , 

mong others). On the other hand, the evidence with respect to 

nsider sales has been mixed, probably due at least in part to the 

act that insiders receive stock as founders or as part of their com- 

ensation, and sell stocks for liquidity or diversification purposes. 9 

The literature suggests that the superior performance of stocks 

ollowing insider purchases may be due to their actual use of pri- 

ate information and not just a general ability to understand when 

heir firms’ shares are undervalued. Thus, prior studies investigate 

nsiders’ strategic timing of their trades around firm events. For ex- 

mple, Cheng and Lo (2006) find that insiders strategically choose 

isclosure policies and the timing of trades to maximize profits. 

ee, Mikkelson, and Partch (1992) document that managers in- 

rease their frequency of purchasing and decrease their frequency 
5 http://www.sechistorical.org/ 
6 https://www.sec.gov/rules/final/33-7881.htm 

7 http://www.scotusblog.com/wp-content/uploads/2015/08/15-137-op-below.pdf 
8 Previous papers argue that insider trading is a form of executive compensation 

e.g., Manne, 1966 ). Roulstone (2003) and Denis and Xu (2013) show that restric- 

ions on insider trading are associated with higher executive compensation. 
9 A few papers find that insider sales are informative in certain circumstances. 

or example, see Akbas et al. (2020) , Ali and Hirshleifer (2017) , Biggerstaff, Ci- 

ero, and Wintoki (2020) , Chiang, Chung, and Louis (2017) , Cohen et al. (2012) , 

echow, Lawrence and Ryans (2016) , and Goldie, Jiang, Koch and Wintoki (2020) . 

http://www.sechistorical.org/
https://www.sec.gov/rules/final/33-7881.htm
http://www.scotusblog.com/wp-content/uploads/2015/08/15-137-op-below.pdf
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f selling shares before repurchase announcements. Huddart, Ke, 

nd Shi (2007) find that insiders sell (buy) after good (bad) news 

arnings announcements; however, they avoid profitable trades be- 

ore earnings announcements due to high litigation risk. To circum- 

ent regulations, insiders may hide their informed trades in their 

hildren’s account ( Berkman, Koch, and Westerholm, 2014 ). How- 

ver, despite what may seem like significant evidence of informed 

rading, most insider trades are legal and attract no enforcement 

crutiny. This suggests that even from the perspective of regula- 

ory and enforcement authorities, there is significant legal space 

etween what constitutes legal and illegal insider trading behavior, 

ven if this legal space is ambiguous to otherwise well informed 

bservers. 

Prior research also shows that the performance of insider trades 

aries with firm characteristics and the information environment. 10 

n contrast, there has been much less work on the effects of per- 

onal characteristics and insider trading behavior. Hillier, Korczak, 

nd Korczak (2014) find that insider fixed effects explain a large 

ortion of the stock returns following insider trades but observe 

hat “it is surprising that we still know very little about whether 

nd to what extent personal characteristics of corporate insid- 

rs affect returns following their trades” ( Hillier et al., 2014 , page 

50). One notable exception is a study by Davidson et al. (2016) , 

hich finds that less frugal executives, and executives with crimi- 

al records, make more profits when they trade, and they are more 

ikely to strategically time their trades. They argue that executives 

ith criminal records could have relatively low respect for rules 

nd self-control. 

However, in a broader context, many studies link personal at- 

ributes to financial decision-making and investment performance 

n other specific situations, providing us some initial motivation for 

he conjecture that there are potential links between personal at- 

ributes and insider trading behavior. Barber and Odean (2001) find 

hat men are more overconfident than women are, leading 

o higher turnover and worse performance for male investors. 

arnea, Cronqvist, and Siegel (2010) and Cesarini et al. (2010) find 

hat genetic factors affect stock market participation, asset al- 

ocation, and portfolio risk. Grinblatt, Keloharju, and Linnain- 

aa (2012) document how investor IQ affects stock market par- 

icipation and performance. Corporate finance literature also finds 

hat personal characteristics of managers play an important role 

n determining firm policies. Bertrand and Schoar (2003) find 

hat managerial styles affect a firm’s investment and compensa- 

ion policies, firm value, and risk taking. Cronqvist, Makhija, and 

onker (2012) show that personal leverage choice can explain the 

everage of the firms that executives manage. 

The legal ambiguity of insider trading laws, coupled with ev- 

dence suggesting that some managers may be exploiting private 

nformation in their trades, provides further motivation for the 

onjecture that the background and characteristics of individual 

anagers may affect insider trading behavior. Individual managers 

enerally choose the nature and timing of their insider trades, 

nd they may very well choose the extent to which they exploit 
10 Lakonishok and Lee (2001) note that the predictive power of insider trading 

ertains mainly to the stock returns of small firms. Insider trading profitability 

nd the number of insider purchases decrease with analyst coverage ( Frankel and 

i, 2004 ). Aboody and Lev (2000) and Huddart and Ke (2007) show that insider 

ains are larger in R&D-intensive firms, while Joseph and Wintoki (2013) find a 

imilar result for advertising-intensive firms. Piotroski and Roulstone (2005) docu- 

ent that insider trades are positively related to the book-to-market ratio and neg- 

tively related to past stock returns. Corporate governance and firm internal con- 

rols also appear to be associated with insider trading behavior ( Cziraki, De Goeij, 

nd Renneboog, 2013 ; Jagolinzer, Larcker, and Taylor, 2011 ; Lee, Lemmon, Li, and Se- 

ueira, 2012 ; and Skaife, Veenman, and Wangerin, 2013 ). Rogers, Skinner, and Zech- 

an (2016) find that the speed of media dissemination of insider trading filings 

ffects the stock market reaction to the filings. 

e

g

c

t

t

c

i

i

0

4 
on-public information. However, managers’ expertise, beliefs, and 

alues can affect the way they interpret and process informa- 

ion and make decisions in ambiguous and complex environments 

 Bagley, 2008 ; Cyert and March, 1963 ; March and Simon, 1958 ;

ambrick and Mason, 1984 ). Hambrick and Mason (1984) , for ex- 

mple, argue that a firm’s strategies and performance can partially 

e explained by manager characteristics. In their model, manage- 

ial perceptions are formed through a “managerial cognitive base”

nd values, and then affected by “limited field of vision,” “selec- 

ive perception,” and “interpretation” (page 195). Given that formal 

ducation forms part of what makes up a “managerial cognitive 

ase,” it can be expected that a professional legal education will 

orm part of the underlying mental framework with which man- 

gers, who have such an education, make professional and man- 

gerial decisions. Along these lines, Bagley (2008) argues that a 

egally astute management team can incorporate both legal and so- 

ial considerations into their firm operations. 

Consistent with this view, a number of recent studies find ev- 

dence that having a legal background affects managerial behavior 

nd has a distinct impact on how individual corporate executives 

pproach corporate policy. Bamber, Jiang, and Wang (2010) find 

hat managers promoted from accounting and legal corporate ca- 

eer tracks exhibit more conservative voluntary disclosure styles. 

itov, Sepe, and Whitehead (2014) find that firms with lawyer di- 

ectors have fewer cases of misconduct and higher firm value. 

rishnan, Wen, and Zhao (2011) document that firms with legal 

xperts on their audit committee have higher financial reporting 

uality. Taken together, these findings suggest that legal expertise 

ay influence insider trading behavior. 

As we note in the Introduction, there are at least two different 

nd competing ways by which legal training or a prior legal back- 

round could directly influence insider trading behavior. These ef- 

ects have opposite predictions with respect to the use of private 

nformation by lawyer-insiders. On one hand, with a better under- 

tanding of regulations, lawyers are more aware of the effects and 

isk of litigation associated with their behavior. Indeed, executives 

ho are also lawyers may face more censure than non-lawyer- 

nsiders if they end up being convicted for insider trading. They 

ould, for example, be disbarred – a form of censure that cannot 

e imposed on non-lawyer-insiders. It is even possible that law en- 

orcement is harsher on lawyers when they break laws. For exam- 

le, Matthew Kluger, who was a lawyer on M&As, was sentenced 

o twelve years in prison for insider trading in 2013, one of the 

engthiest sentences for insider trading in U.S. history. The judge 

t his sentencing noted that: “…his actions were particularly egre- 

ious because he was a lawyer who had taken oaths of integrity. 

luger fully deserved 12 years in prison…”11 

Furthermore, behavioral experiments suggest that exposure to 

egal training, or even salient reminders of rules and laws in gen- 

ral, may make individual participants less likely to engage in be- 

avior that may be considered unethical. Bagley et al. (2010) sur- 

ey 112 second-year MBA students at the Harvard Business School 

who had at least two years of pre-MBA management experi- 

nce) before and after they enrolled in a law class entitled “Le- 

al Aspects of Management.” They find that following the con- 

lusion of the class, there were statistically significant changes in 

he perception of participants in a manner that strongly suggests 

hat the exposure to legal training can prompt managers to be- 

ome more legally compliant and socially responsible. Along sim- 

lar lines, Mazar et al. (2008) find in a series of experiments that 
11 http://www.bloomberg.com/news/2012- 07- 31/how- wall- street- lawyer- turned- 

nsider-trader-eluded-fbi.html ; http://www.forbes.com/sites/walterpavlo/2013/07/ 

9/inside- trader- matthew- klugers- 12- year- prison- term- affirmed/ 

http://www.bloomberg.com/news/2012-07-31/how-wall-street-lawyer-turned-insider-trader-eluded-fbi.html
http://www.forbes.com/sites/walterpavlo/2013/07/09/inside-trader-matthew-klugers-12-year-prison-term-affirmed/
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(

riming students to think of legal rules before a test completely 

liminated cheating on the test. 12 

After considering the increased risks due to complex regula- 

ions, potential reputation costs of breaking the law, and their own 

rofessional judgment that comes with their training, lawyer insid- 

rs may thus tend to be more conservative when it comes to their 

wn insider trading behavior and use of private information, and 

ill thus earn lower abnormal returns on their insider trades. We 

efer to this conjecture as the restraint effect hypothesis and state 

t formally as: 

H1a: Insiders with legal training are less likely to use private mate- 

ial information when they trade their own firms’ stocks than insiders 

ithout legal training. 

On the other hand, legal training might help insiders to obtain 

igher returns by enabling them to come as close as possible to 

he line between legal and illegal use of information without cross- 

ng that line. The regulatory system is often “contested and riddled 

ith loopholes” ( Edelman and Suchman, 1997 , page 487), and this 

s certainly the case with respect to the insider trading regulatory 

egime. Executives with extensive training in the law may be bet- 

er at understanding the technicalities of insider trading regulation, 

nd consequently exploiting potential loopholes in insider trading 

ules. Indeed, this understanding may lead lawyer-insiders to feel 

ore confident than non-lawyer insiders in their ability to defend 

hemselves should their insider trades face enforcement scrutiny. 

nder such a scenario, we would find that lawyers will be less con- 

ervative in their use of private information and earn higher ab- 

ormal returns on their insider trades. We refer to this alternative 

onjecture as the enabling effect hypothesis and state it formally as 

H1b: Insiders with legal training are more likely to use private ma- 

erial information when they trade their own firms’ stocks than insid- 

rs without legal training. 

. Data and Methodology 

We obtain insider transaction information from the Thomson 

euters Insider Filing. Corporate insiders include officers, directors, 

nd any beneficial owners of more than ten percent of a com- 

any’s stock. We limit our sample to open market purchases and 

ales of common stocks by insiders. In any given month, we aggre- 

ate all of the trades by an insider. We then classify that month 

s a net sale month or net purchase month for that particular in- 

ider based on his/her transactions. We obtain additional firm fi- 

ancial statement information from Compustat and stock returns 

ata from CRSP. 

Our primary source for insiders’ education or professional legal 

ackground is the BoardEx database. An insider with legal exper- 

ise ( LEGALEXP = 1 for such an insider, zero otherwise) is defined 

s an insider who is listed as having obtained a law degree. To be

ncluded in the sample, an insider’s education background must be 

vailable in the BoardEx education file. The sample period spans 

he period between January 1997 and December 2012. 13 The sam- 

le also requires a firm to have positive book-to-market ratio and 

tock price above one dollar. Following previous literature, we also 
12 In this case, students were primed by being asked to recall as many of “The Ten 

ommandments” as possible, a list of laws from the Christian Bible. 
13 BoardEx starts to collect most of its data from 20 0 0. However, the education 

nformation exists before 20 0 0, allowing this research to use data before 20 0 0. To 

e conservative, we use data from 1997 to avoid biasing the sample towards exec- 

tives and directors who have longer experience as insiders. Using 1997 instead of 

0 0 0 as the starting point significantly increases the sample size by 25%. In the ro- 

ustness tests in Appendix Table IA3, we use both 20 0 0 and 1986 (when the insider 

rading data starts) as cutoffs. The results are unaffected. 
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xclude small trades where the dollar value of trades is less than 

10,0 0 0. 14 

General Counsels (GCs), who are ubiquitous in publicly traded 

rms, can obviously be considered as insiders with legal exper- 

ise because they are explicitly practicing lawyers. However, prior 

iterature suggests that management teams often treat the firm’s 

C as a “necessary evil” ( Nelson and Nielsen, 20 0 0 , page 474). The

ommunication between the management team and the GC often 

akes the form of reaction and counter-reaction, leading to lack 

f broader business context in such communication ( Linowitz and 

ayer, 1994 ). Therefore, compared to other lawyer-insiders, GCs 

ave different roles and access to information. Thus, the executives 

nd directors we define as having legal expertise do not include 

Cs. In our sample, lawyer-insiders are executives and directors 

ho have law degrees or a legal background but hold other po- 

itions in the firm, and we exclude legal counsels from our sample 

ltogether. However, in robustness tests, we find that including GCs 

s lawyer-insiders has no material effect on any inference from our 

nalysis. 

We start our analysis with both a portfolio approach and a re- 

ression approach. For the regression approach, we regress returns 

n the month following the insider trade month on the indicator 

ariable for lawyer-insider ( LEGALEXP ), and other control variables 

s follows: 

R i , t+1 = βLEGALEX P i , t + γ CONTROL S i , t + ηi + t + ε i , t (1) 

here AR t + 1 is the risk adjusted abnormal return for firm ( i ) in the

onth ( t + 1 ), calculated based on Fama-French four-factor model 

ollowing Brennan, Chordia, and Subrahmanyam (1998) . 15 Month t 

s the month when insiders trade. Although the dependent vari- 

ble is risk-adjusted abnormal stock return, to be conservative, we 

ollow Cohen et al. (2012) and include market capitalization ( SIZE ), 

ook-to-market ( B/M ), lagged one month stock return ( RET( −1) ), 

nd cumulative stock return in the past year ( RET( −2, −13) , the cu-

ulative return from month −2 to −13) as control variables. The 

nclusion of firm fixed effects, η, in our specification in Eq. (1) is 

mportant and a crucial part of identification in our cross-sectional 

nalyses. A major potential source of endogeneity in our inference 

rises from unobservable heterogeneity. Firm fixed effects allow 

s to account for potential firm selection among lawyer-insiders, 

.e., the possibility that there are unobserved time-invariant fac- 

ors that determine both the likelihood that a firm chooses exec- 

tives with law degrees and the extent to which insiders at that 

rm make informed trades in general. 

We winsorize continuous independent variables at the 1% and 

9% levels to mitigate the influence of outliers. In Table 1 , we pro-

ide further details regarding the construction of all the main vari- 

bles used in this paper. Following Cohen et al. (2012) , we also 

nclude month fixed effects ( t ) and cluster standard errors at the 

rm level. 

In Table 2 , we present the summary statistics for the main 

ample used in this paper. There are a total of 40,834 pur- 

hase months and 172,614 sale months. Of the 40,834 purchases, 

,888 were by lawyer-insiders. For the purchase sample, 11% 

1,795/[1,795 + 14,555]) of the insiders are lawyer insiders. Lawyer- 

nsiders are less likely to be CEO, CFO, or Chair of the Board. In 

ddition, they are more likely to work in large companies. There 
14 Previous literature (e.g., Marin and Olivier, 2008 ) excludes small trades where 

ess than 100 shares of stocks were traded. However, due to the large variation in 

tock prices, we use dollar value of the transaction to exclude small trades. Trans- 

ction value is calculated as the net transaction shares times the month-end stock 

rice. The robustness tests in Appendix Table IA3 show that including all trades or 

xcluding trades with less than 100 shares of stocks has little impact on the find- 

ngs of this paper. 
15 In the robustness tests in Appendix Table IA3, we also use raw stock return as 

he dependent variable, and the findings remain. 
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Table 1 

Main Variable Descriptions and Construction 

Variable Name Description & Construction 

AR( + 1) AR( + 1) is the leading one month ( t + 1 ) risk-adjusted 

abnormal stock return (i.e., FF4 Alpha). The 

risk-adjustment is based on the Fama-French three-factor 

model ( Fama and French, 1993 ) augmented with a 

momentum factor. The adjustment procedure closely 

follows Brennan et al. (1998) . For each firm in a given 

month, AR = RET − (r f + β1 × MKT _ RF + β2 × SMB + β3 ×
HML + β4 × UMD ) where RET is the raw monthly stock 

return in the current month; r f is the risk-free rate; 

MKT_RF, SMB, and HML are the Fama-French three 

factors; UMD is the momentum factor. β1 , β2 , β3 , β4 are 

the factor loadings estimated using monthly data over 

the previous 60 months based on the Fama-French 

three-factor model augmented with the momentum 

factor. We require at least 24 months of non-missing data 

for the estimation. 

BM The natural log of the book-to-market ratio. 

LEGALEXP A dummy variable that takes the value of one if an 

insider has a law degree and zero elsewhere. 

RET( + 1) RET( + 1) is the leading one month ( t + 1 ) stock raw return. 

RET(-13, -2) RET(-13, -2) is the cumulative stock return from month 

t-13 to t-2 . 

RET(-1) RET(-1) is the stock return from month t-1 . 

SIZE Market capitalization (SIZE) is the number of shares 

(SHROUT) times price per share (abs(PRC)) in month t . 

We take the natural log of market capitalization in the 

analysis. 
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s little difference in book-to-market ratio, past month stock re- 

urn, and cumulative returns from month −13 to month −2 be- 

ween firms of lawyer-insiders and non-lawyer-insiders. The num- 
Table 2 

Sample Composition and Summary Statistics 

This table presents a summary of the core sample used in this paper. The sample in

Insider Filing. The trades made by one insider are aggregated on a monthly level. 

her purchases (sales) exceed sales (purchases) in that month. The stock return da

This table provides summary statistics of market capitalization (SIZE), book-to-ma

stock return from month -13 to month -2 (RET(-13, -2)). The summary statistics (

time series averages of the monthly cross-sectional summary statistics. All variab

and 99% levels to mitigate the influence of outliers. The sample period covers Janu

insider) are based on Newey-West robust standard errors. ∗ indicates significance a

Panel A. Net Purchases by Insiders 

Insiders With Legal Expertise (LEGALEXP) 

Sample Composition 

Number of Firms 1,544 

Number of Insiders 1,795 

CEO, CFO, Chair 259 

Number of Trade Months 4,888 

Summary Statistics Mean Std Dev Median 

Market Capitalization ($mils) 6,250 15,375 856 

Book-to-Market (B/M) 0.72 0.58 0.57 

RET(-1) -1.4% 12.7% -1.8% 

RET(-13, -2) 10.5% 48.0% 2.1% 

Trade Months/Insider(pooled) 2.7 3.3 2.0 

Panel B. Net Sales by Insiders 

Insiders With Legal Expertise (LEGALEXP) 

Sample Composition 

Number of Firms 1,977 

Number of Insiders 3,019 

CEO, CFO, Chair 403 

Number of Trade Months 15,759 

Summary Statistics Mean Std Dev Median 

Market Capitalization ($mils) 10,787 23,940 2,116 

Book-to-Market (B/M) 0.54 0.50 0.41 

RET(-1) 4.4% 11.4% 3.2% 

RET(-13, -2) 35.8% 57.5% 22.3% 

Trade Months/Insider(pooled) 5.2 6.5 3.0 

6 
er of purchases by lawyer-insiders (2.7 purchases per insider) is 

imilar to those made by non-lawyer-insiders (2.5 purchases per 

nsider). For the 172,614 sales in Panel B, lawyer insiders make 9% 

15,759). For the sales sample, lawyer insiders are from companies 

ith larger market capitalization and higher book-to-market ratio. 

onsistent with prior literature, the number of sales per insider is 

wice that of purchases since executives often get their shares as 

ompany founders or as a part of their compensation in the form 

f options and/or grants. 

. Legal Expertise and Insider Trading: Results 

.1. Portfolio Approach 

We begin our analysis with the portfolio approach in which 

e assign stocks to four portfolios based on the direction of their 

rades, and whether or not a lawyer-insider makes the trade. In 

ach month t , we first group the stocks into two portfolios: a sales 

ortfolio and a purchases portfolio. We then further divide each of 

hese two portfolios into two groups consisting of trades made by 

awyer-insiders and non-lawyer-insiders. 

We present the monthly returns from these four portfolios in 

able 3 . We show average (raw) returns as well as the alpha 

 α) from a Fama-French four-factor model for the month follow- 

ng portfolio formation. The results show that stock returns are 

ignificantly higher in the month following insider purchases for 

oth lawyer-insiders ( LEGALEXP ) and non-lawyer-insiders ( NONLE- 

ALEXP ). However, the returns are significantly lower for lawyer- 

nsiders than they are for non-lawyer-insiders. For example, the 
cludes publically disclosed trades of common stocks from Thomson Reuters 

For a certain insider, a month is defined as a net purchases (sale) month if 

ta and financial statement data are from CRSP and Compustat, respectively. 

rket ratio (B/M), lagged one-month stock return (RET(-1)), and cumulative 

except trade months per insider, which is based on the pooled sample) are 

les are described in Table 1 . Continuous variables are winsorized at the 1% 

ary 1997 through December 2012. The t-statistics (except trade months per 

t the .10 level; ∗∗ at the .05 level; and ∗∗∗ at the .01 level. 

Insiders Without Legal Expertise (NONLEGALEXP) 

Total 

4,169 

14,555 

4,041 

35,946 40,834 

Mean Std Dev Median Mean Diff t-statistic 

4,197 14,476 426 3.2 ∗∗∗

0.71 0.60 0.55 0.7 

-1.2% 13.9% -1.9% -0.7 

10.6% 54.3% 1.0% -0.1 

2.5 3.0 2.0 3.3 ∗∗∗

Insiders Without Legal Expertise (NONLEGALEXP) 

Total 

4,328 

27,441 

6,596 

156,855 172,614 

Mean Std Dev Median Mean Diff t-statistic 

9,394 23,898 1,673 3.9 ∗∗∗

0.45 0.43 0.33 9.9 ∗∗∗

4.5% 12.4% 3.4% -1.1 

37.9% 61.4% 24.0% -1.4 

5.7 7.1 3.0 -3.7 ∗∗∗
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Table 3 

Legal Expertise and Insider Trades: Portfolio Analysis 

This table presents the results of portfolio analysis of returns following 

insider trades. For each month t , the stocks are first grouped into two 

portfolios: a sales portfolio and a purchases portfolio. Then, we further 

divide the sales portfolio and the purchases portfolio based on whether 

the trades are made by lawyer-insiders or non-lawyer-insiders, result- 

ing in four portfolios. We then hold each portfolio during month t + 1 . 

We report the average monthly results (average raw return in the upper 

panel and average Fama-French four-factor alpha in the bottom panel) 

based on equally-weighted portfolio returns. All variables are described 

in Table 1 . The sample period covers January 1997 through December 

2012. The t-statistics (in parentheses) are based on Newey-West robust 

standard errors. ∗ indicates significance at the .10 level; ∗∗ at the .05 

level; and ∗∗∗ at the .01 level. 

NONLEGALEXP LEGALEXP L-N 

Average Return 

SALES 0.74 0.80 0.06 

(t) (1.51) (1.73) (0.37) 

PURCHASES 2.78 2.17 -0.61 ∗∗∗

(t) (4.58) (4.41) (-3.14) 

Fama-French 4-Factor 

SALES -0.10 -0.06 0.04 

(t) (-0.67) (-0.29) (0.27) 

PURCHASES 1.98 1.44 -0.54 ∗∗∗

(t) (4.59) (4.25) (-2.66) 
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verage raw returns are 2.78% and 2.17% for non-lawyer insiders 

nd lawyer insiders, respectively, and the difference is 0.61% ( t - 

tatistic = 3.14). Similarly, the Fama-French four-factor αs are 1.98% 

nd 1.44% for non-lawyer insiders and lawyer insiders, respectively, 

nd the difference is 0.54% ( t = 2.66). Using the Fama-French four- 

actor model, a portfolio that takes long positions in the purchases 

ade by non-lawyer-insiders, and takes short positions in those 

y lawyer-insiders earns an annualized return of 6.5%. These find- 

ngs provide support to our restraint ( H1a ) hypothesis, while cast- 

ng doubt on the enabling ( H1b ) hypothesis. 

We also note, however, that there is no significant difference 

cross insider sales made by either lawyer- or non-lawyer-insiders. 

his finding is in line with much of the literature that insider sales 

re less likely to be followed by any significant returns. 

.2. Regression Approach 

In the regression analysis, we regress monthly risk-adjusted re- 

urns from the month following the trade month on the binary 

ariable for lawyer-insider ( LEGALEXP ) while controlling for other 

actors as specified in Eq. (1) . We perform the analysis separately 

or insider purchases and sales. The left (right) panel of Table 4 

resents the regression results for purchases (sales). To establish a 

aseline, we run the regressions with and without firm-level con- 

rols. We also run the regression with and without firm fixed ef- 

ects. 

The results in Table 4 show that insider purchases by lawyer- 

nsiders are followed by significantly lower returns than those by 

on-lawyer-insiders. For example, when we include firm fixed ef- 

ects, the estimated coefficient on LEGALEXP is –0.75% ( t = –2.87) 

ithout firm-level controls (column 3), and –0.63% ( t = –2.42) 

ith firm-level controls (column 4). These results show that pur- 

hases by lawyer-insiders earn between 0.6% and 0.8% less in the 

onth following their purchase than those made by non-lawyer 

nsiders. This difference is of a similar order of magnitude as that 

btained from the portfolio analysis above. As with the portfo- 

io analysis, we find no significant difference between returns fol- 

owing insider sales by lawyer-insiders and those by non-lawyer- 

nsiders. 

Taken together, these results clearly indicate that purchases 

ade by lawyer-insiders are less informed than those made by 
7 
on-lawyer-insiders. The results provide support for the hypoth- 

sis that legal expertise restrains the extent to which insiders use 

on-public information when making insider trades ( H1a ). 

.3. Controlling for the Insider’s Position in the Firm and Potential 

ccess to Information 

The position an insider holds in the firm and the role one plays 

irectly affects his/her access to material information about the 

rm. If legal expertise is directly related to certain roles, our find- 

ngs may simply be a reflection of lawyer-insiders’ access to infor- 

ation rather than their use of information. For example, it is pos- 

ible that independent directors are less likely to make informed 

rades perhaps due to having less value-relevant information. In 

ontrast, CEOs, CFOs, and Chairmen of the Board are more likely to 

ossess more value-related private information about their firms 

han are independent directors. Table 2 shows that lawyer insid- 

rs are less likely to be CEOs, CFOs, or Chairmen of the Board. 

herefore, it is possible that our finding that lawyer-insiders’ pur- 

hases are less informative simply reflects the difference in access 

o value-relevant information compared to other executives. We 

xplore this alternative explanation in this section. 

We start by replicating the regression analysis presented in 

able 4 while accounting whether or not the insider is an indepen- 

ent director. We present these results in Table 5 . In column (1), 

e include a binary variable, INDP, that equals one if the insider is 

n independent director, and zero otherwise, as well as the interac- 

ion of that binary variable with a binary indicator for legal exper- 

ise, LEGALEXP. As reported by Ravina and Sapienza (2010) , we find 

hat purchases by independent directors have slightly lower subse- 

uent returns than those by executives. However, accounting for 

hether the insider is an independent director does not affect our 

nference, and the coefficient on LEGALEXP remains significantly 

egative. Our inference remains unchanged when we include ad- 

itional firm controls in column 2. We also find that the coeffi- 

ient on the interaction LEGALEXP × INDP is insignificant suggest- 

ng that the lower average return associated with lawyer insider 

urchases is not significantly different across executives and inde- 

endent directors. 

In addition to explicitly controlling for whether or not an in- 

ider is an independent director, we carry out subsample analyses. 

e divide our full sample into two groups, with one consisting of 

nsiders who are independent directors (reported in columns 3 and 

 of Table 5 , Panel A), and the other one of insiders who are not

ndependent directors (reported in columns 5 and 6). The results 

how that, in the subsample of executives who are not indepen- 

ent directors, lawyer-insider trades are significantly less informed 

han those of other insiders. Taken together, the results in Panel A 

f Table 5 suggest that lawyer-insider trades cannot be explained 

y the fact that they may likely to be non-executive independent 

irectors. 

In Panel B of Table 5 , we control for other executive positions 

hat an insider may hold. In column (1), we include binary in- 

icators (that equal one, zero otherwise) for each case in which 

he insider is the CEO, CFO, or Chair of the Board. As reported by 

ang, Shin, and Francis (2012) , we find that CFOs earn higher re- 

urns following their purchases than CEOs; however, we find that 

ccounting for any of these insider roles has no effect on our in- 

erence that lawyer-insider trades are less informed than those of 

thers. In column (2), we include an indicator that equals one (zero 

therwise) if the insider is another type of senior executive be- 

ides the CEO, CFO, and Chair of the Board (Chief Investment Offi- 

er, Chief Operating Officer, Chief Technology Officer, President, Se- 

ior Vice President, or Executive Vice President). In column (3), we 

nclude binary indicators (that equal one, zero otherwise) for each 

ase in which the insider is on the board’s audit, compensation, 
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Table 4 

Legal Expertise and Insider Trades: Regression Analysis 

This table reports regressions of risk-adjusted abnormal returns on indicators of lawyer-insiders (LEGALEXP) and other control variables. The regression 

analyses are performed for purchases and sales separately. The dependent variable is the future one-month stock return (AR( + 1)) that is adjusted for 

risks based on Fama-French three-factor model augmented by the momentum factor. B/M is the natural log of book-to-market ratio. SIZE is the natural 

log of market capitalization. RET(-1) is the lagged one-month stock return. RET(-13, -2) is the cumulative stock return from month -13 to month -2. All 

variables are described in Table 1 . All continuous independent variables are winsorized at the 1% and 99% levels to mitigate the influence of outliers. The 

sample period covers January 1997 through December 2012. Month F.E. and Firm F.E. denote month and firm fixed effects, respectively. Standard errors are 

clustered at the firm level. t-statistics are shown in parentheses. ∗ , ∗∗ , and ∗∗∗ indicate statistical significance at the .10, .05, and .01 levels, respectively. 

Purchases Sales 

(1) (2) (3) (4) (5) (6) (7) (8) 

LEGALEXP -0.0085 ∗∗∗ -0.0079 ∗∗∗ -0.0075 ∗∗∗ -0.0063 ∗∗ 0.0006 0.0007 -0.0009 -0.0004 

(-3.38) (-3.13) (-2.87) (-2.42) (0.63) (0.68) (-0.96) (-0.42) 

B/M -0.2264 -0.3776 0.0782 -0.1225 

(-1.37) (-1.27) (1.09) (-0.73) 

SIZE -0.4069 ∗∗∗ -3.9150 ∗∗∗ -0.0762 ∗∗∗ -3.0095 ∗∗∗

(-7.06) (-13.23) (-2.60) (-16.41) 

RET(-1) -0.0320 ∗∗∗ -0.0139 0.0006 0.0056 

(-2.95) (-1.31) (0.09) (0.96) 

RET(-13,-2) -0.0045 ∗ 0.0014 0.0013 0.0029 ∗

(-1.75) (0.47) (1.03) (1.93) 

Month F.E. Y Y Y Y Y Y Y Y 

Firm F.E. N N Y Y N N Y Y 

N 40,834 40,834 40,229 40,229 172,614 172,614 172,242 172,242 
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overnance, nomination or executive committee. Again, we find in 

oth columns (2) and (3) that accounting for any of these insider 

oles has no effect on our inference; the coefficient on LEGALEXP 

emains significantly negative, suggesting that insider purchases 

y lawyer-insiders are less informed than those by non-lawyer- 

nsiders. 

.4. Controlling for Additional Insider and Firm Level 

haracteristics 

In the previous subsection, we control for various insider char- 

cteristics. In Table 6 , we further control for a battery of insider 

nd firm-level characteristics that might affect insider trading be- 

avior, but may also be related to the presence of lawyer insiders. 

n column (1) we control for two personal characteristics: gender 

nd age. We include a binary variable, GENDER that equals one if 

he executive is female, and zero otherwise. While we find that 

urchases made by older executives are followed by lower subse- 

uent returns, we again find that the inclusion of these personal 

haracteristics has no effect on our inference. 

In column (2), we attempt to account for the possibility that 

rior trading styles that have been found to be correlated with 

eturns following insider trades may reveal personal characteris- 

ics that may coincide with being a lawyer-insider. First, we cre- 

te a variable, NON-ROUTINE , that equals one (zero otherwise) 

f an insider is classified as a non-routine (opportunistic) trader. 

ohen et al. (2012) categorize an insider as a routine trader if he 

r she trades in the same month for a certain number of years, 

nd find that trades by non-routine insiders are informative, while 

hose made by routine insiders are not. Second, we create a vari- 

ble, PO , that captures whether or not an insider has been per- 

istently opportunistic in their past insider trades. Cline, Gokkaya, 

nd Liu (2016) classify insiders as persistently opportunistic traders 

f more than half of their prior trades have been followed by sig- 

ificant abnormal returns, and suggest that these persistently op- 

ortunistic insiders continue to make informed trades. The results 

n column (2) show that, even after accounting for these individual 

trading style” characteristics, the relation between legal expertise 

nd informed trading remains significantly negative. 

In column (3), we include measures of board structure includ- 

ng board size, board independence, and CEO duality as proxies 

or the quality of governance. Column (4) controls for the firm’s 
8 
nformation environment using R&D expenditure. Aboody and 

ev (20 0 0) argue that firms with higher levels of information 

symmetry (e.g., R&D intensive firms) offer more scope for insider 

ains; however, R&D intensity may also affect the likelihood of 

aving a lawyer-insider. In column (5), we include the number of 

nalysts following the firm as an alternative proxy for the firm’s 

nformation environment. In column (6), we include measures of 

rm insider ownership and institutional ownership as these may 

ffect both insider trading behavior and the type of executives a 

rm has. In column (7), we include several other financial state- 

ent variables that have been shown to directly affect future stock 

eturns that may also affect the likelihood of having a lawyer- 

nsider. These include gross profit ( Novy-Marx, 2013 ; Fama and 

rench, 2015 ), asset growth ( Cooper, Gulen, and Schill, 2008 ), com- 

osite measure of the firm’s financial strength ( Piotroski, 20 0 0 ), 

nd accruals ( Sloan, 1996 ). We also control for turnover and return 

olatility. 

Across all our specifications, we find that the legal expertise 

ariable remains negative and statistically significant. Taken to- 

ether with the results in Section 4.3 , these findings suggest that 

he restraint effect of a legal background or education on informed 

rading is unlikely to be explained by insider characteristics that 

ay proxy for insider access to information or by firm character- 

stics that may be related to the likelihood of having a lawyer- 

nsider. 

.5. Legal Expertise, Insider Trading, and Trading Intensity 

In this subsection, we investigate whether the different trad- 

ng performance between lawyer- and non-lawyer-insiders varies 

ith trading intensity. If lawyer-insiders are reluctant to use pri- 

ate information, we expect that they would be even more conser- 

ative in doing so when making large purchases than non-lawyer- 

nsiders. We create two variables to measure insider purchase 

ntensity or strength: STR_VOL or STR_SHROUT . To get STR_VOL 

 STR_SHROUT ), we first scale net shares purchased by insider i in 

onth t by the total trading volume by all investors in month 

 (shares outstanding at the end of month t ). Then, we rank the 

caled insider purchases into quintiles across all insiders in month 

. STR_VOL and STR_SHROUT are the ranks of scaled monthly insider 

urchases. A larger value of insider purchase intensity essentially 

ndicates a higher level of insider trading activity by that insider. 
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Table 5 

Legal Expertise and Insider Purchases: The Role of Positions Held by Insiders 

This table reports regressions of risk-adjusted returns on indicators of lawyer-insiders (LEGAL- 

EXP) and other control variables. Panel A examines the differential performance of lawyer versus 

non-lawyer insiders conditional on whether the insider is an independent director. The depen- 

dent variable is the future one-month stock return (AR( + 1)) that is adjusted for risks based on 

Fama-French three-factor model augmented by the momentum factor. INDP is an indicator for in- 

dependent director. Panel B extends analyses in Table 4 by further controlling for positions held 

by insiders. CEO (CFO) is an indicator for CEO (CFO). CHAIR is an indicator for Chair of the Board. 

OTHER_SENIOR_EXE is an indicator for other senior executives, including Chief Investment Officer, 

Chief Operating Officer, Chief Technology Officer, President, Senior Vice President, and Executive 

Vice President. COMMIT_AUDIT, COMMIT_COMPEN, COMMIT_GOV, COMMIT_NOMINAT, and COM- 

MIT_EXECUTIVE are indicators for the audit committee, compensation committee, governance com- 

mittee, nomination committee, and executive committee, respectively. All other variables are de- 

scribed in Table 1 . All continuous independent variables are winsorized at the 1% and 99% levels to 

mitigate the influence of outliers. The sample period covers January 1997 through December 2012. 

Firm and month fixed effects are included. Standard errors are clustered at the firm level. t-statistics 

are shown in parentheses. ∗ , ∗∗ , and ∗∗∗ indicate statistical significance at the .10, .05, and .01 levels, 

respectively. 

Panel A. Insider Trading Performance Conditional on Being Independent Directors 

(1) (2) (3) (4) (5) (6) 

Subsample: INDP = 1 Subsample: INDP = 0 

LEGALEXP -0.0111 ∗∗ -0.0103 ∗∗ -0.0047 -0.0040 -0.0107 ∗ -0.0099 ∗

(-2.25) (-2.07) (-1.45) (-1.25) (-1.89) (-1.77) 

INDP -0.0049 ∗∗ -0.0019 

(-2.23) (-0.88) 

LEGALEXP × INDP 0.0062 0.0061 

(1.03) (1.01) 

B/M -0.3770 -0.5117 -0.4258 

(-1.27) (-1.40) (-1.00) 

SIZE -3.9095 ∗∗∗ -4.4118 ∗∗∗ -3.6280 ∗∗∗

(-13.20) (-11.92) (-8.51) 

RET(-1) -0.0138 0.0029 -0.0274 ∗

(-1.30) (0.22) (-1.80) 

RET(-13,-2) 0.0014 0.0041 -0.0010 

(0.48) (1.12) (-0.22) 

Month F.E. Y Y Y Y Y Y 

Firm F.E. Y Y Y Y Y Y 

N 40,229 40,229 22,130 22,130 17,197 17,197 

Panel B. Controlling for Other Executive Positions Held by Insiders 

(1) (2) (3) 

LEGALEXP -0.0059 ∗∗ -0.0064 ∗∗ -0.0065 ∗∗

(-2.27) (-2.47) (-2.48) 

B/M -0.3779 -0.3775 -0.3958 

(-1.27) (-1.27) (-1.32) 

SIZE -3.9153 ∗∗∗ -3.9193 ∗∗∗ -3.9429 ∗∗∗

(-13.22) (-13.24) (-13.32) 

RET(-1) -0.0139 -0.0140 -0.0134 

(-1.31) (-1.32) (-1.26) 

RET(-13,-2) 0.0014 0.0014 0.0007 

(0.47) (0.46) (0.25) 

CEO -0.0010 

(-0.33) 

CFO 0.0057 ∗

(1.67) 

CHAIR 0.0026 

(0.68) 

OTHER_SENIOR_EXE -0.0020 

(-0.88) 

COMMIT_AUDIT -0.0001 

(-0.07) 

COMMIT_COMPEN -0.0028 

(-1.35) 

COMMIT_GOV -0.0052 

(-1.38) 

COMMIT_NOMINAT 0.0078 ∗

(1.93) 

COMMIT_EXECUTIVE 0.0017 

(0.56) 

Month F.E. Y Y Y 

Firm F.E. Y Y Y 

N 40,229 40,229 39,415 

9 
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Table 6 

Legal Expertise and Insider Purchases: Controlling for Additional Insider and Firm Attributes 

This table reports regressions of risk-adjusted returns on indicators of lawyer-insiders (LEGALEXP) and other control variables. GENDER is a dummy variable 

that takes a value of one if an insider is female and zero if an insider is male. AGE is the age of an insider. NON_ROUTINE is an indicator variable for 

opportunistic insiders following Cohen et al. (2012) . PO is an indicator variable for persistently opportunistic insiders defined as in Cline et al. (2016) . 

BOARDSIZE is the natural log of the total number of board directors. PCT_INDPT is the proportion of the board that is independent. CEO-CHAIR takes 

a value of one if the CEO is the Chair of the Board and zero otherwise. R&D is firm R&D scaled by total assets. NANALYST is the number of analysts. 

INSIDER_OWN is the proportion of shares owned by insiders. IO is the institutional ownership. GP is gross profit ((revenue-cost of goods sold)/total assets). 

ATGTH is asset growth. PT is the composite measure of the firm’s financial strength. See Piotroski (20 0 0) and Fama and French (2006 , p. 516) for details. 

Following Sloan (1996) , the firm’s accounting measure of accruals (ACCRUAL) equals the change in non-cash current assets, less the change in current 

liabilities (exclusive of short term debt and taxes payable), less depreciation expense, all divided by total assets. TURNOVER is defined as trading volume 

(i.e., the number of shares traded) divided by the total number of shares outstanding. We take the natural log of TURNOVER. STDRET is the firm’s volatility 

of daily stock returns during month t . 

(1) (2) (3) (4) (5) (6) (7) 

LEGALEXP -0.0057 ∗∗ -0.0063 ∗∗ -0.0060 ∗∗ -0.0063 ∗∗ -0.0062 ∗∗ -0.0063 ∗∗ -0.0084 ∗∗∗

(-2.21) (-2.42) (-2.30) (-2.42) (-2.38) (-2.44) (-2.83) 

B/M -0.3710 -0.3717 -0.3940 -0.4059 -0.3602 -0.4009 -0.3755 

(-1.24) (-1.25) (-1.31) (-1.36) (-1.21) (-1.35) (-1.04) 

SIZE -3.9272 ∗∗∗ -3.9179 ∗∗∗ -3.9613 ∗∗∗ -3.9431 ∗∗∗ -4.1076 ∗∗∗ -3.7153 ∗∗∗ -4.4413 ∗∗∗

(-13.20) (-13.25) (-13.42) (-13.19) (-12.03) (-12.05) (-11.99) 

RET(-1) -0.0149 -0.0139 -0.0131 -0.0136 -0.0119 -0.0166 -0.0067 

(-1.40) (-1.31) (-1.24) (-1.28) (-1.12) (-1.57) (-0.59) 

RET(-13,-2) 0.0013 0.0014 0.0014 0.0015 0.0023 0.0002 0.0018 

(0.44) (0.46) (0.46) (0.49) (0.77) (0.07) (0.56) 

GENDER NON-ROUTINE BOARD SIZE R&D NANALYST INSIDER _OWN GP 

-0.0044 -0.0020 0.0014 -0.0205 0.0053 -0.0040 -0.0192 

(-1.54) (-0.37) (0.18) (-0.44) (1.39) (-0.30) (-1.34) 

AGE PO PCT_ INDPT IO ATGTH 

-0.0003 ∗∗∗ 0.0013 0.0039 -0.0257 ∗∗ 0.0057 

(-2.70) (0.53) (0.19) (-2.23) (1.27) 

CEO-CHAIR PT 

0.0210 0.0024 ∗∗

(0.53) (2.51) 

ACCRUAL 

0.0195 

(0.96) 

TURNOVER 

0.0089 ∗∗∗

(3.49) 

STDRET 

-0.1180 

(-1.03) 

Month F.E. Y Y Y Y Y Y Y 

Firm F.E. Y Y Y Y Y Y Y 

N 40,037 40,229 40,042 40,229 40,229 40,229 32,662 
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We then regress the return in the month following the pur- 

hase month on the binary legal expertise dummy ( LEGALEXP ), our 

easure of insider purchase strength (STR), their interactions, and 

ther control variables, as follows: 

R i , t+1 = β1 LEGALEX P i , t + β2 ST R i , t + β3 LEGALEX P i , t 

× ST R i , t + γ CONTROL S i , t + ηi + t + ε i , t (2) 

here AR i , t + 1 is the risk adjusted abnormal return for firm i in 

onth t + 1 . We use the same control variables as in Eq. (1) , includ-

ng capitalization ( SIZE ), book-to-market ( B/M ), lagged one-month 

tock return ( RET( −1) ), and cumulative stock return in the past 

ear ( RET( −2, −13) , the cumulative return from month −2 to −13). 

e carry out the analysis both with and without the control vari- 

bles. As before, we include firm fixed effects ( η). 

We present the results in Table 7 . Across all specifications, we 

nd that the interaction between the legal expertise variable and 

ur measures of insider trading strength are negative and signifi- 

ant. This result suggests that the difference in subsequent returns 

etween purchases made by lawyer-insiders and those by non- 

awyer-insiders increases with the strength or intensity of insider 

rading. This finding is consistent with the conjecture that lawyer 

nsiders are even more cautious when they make large purchases. 
10 
.6. Earnings Surprises and Firm Profitability Following Insider 

urchases 

Our analysis thus far shows that lawyer-insiders’ purchases of 

heir own firms’ stocks earn lower subsequent returns than those 

y non-lawyer-insiders. While this finding suggests lawyer-insiders 

re less likely to use private information than other insiders, an 

lternative explanation of our finding is that executives with legal 

xpertise are simply less able to assess when their firms are under- 

alued. In this section, we carry out further tests to assess whether 

ur finding is indeed related to the use of private information. 

pecifically, we analyze future earnings and profitability following 

nsider purchases. Future earnings and profitability are among the 

ost important information that could affect future stock prices. 

nsiders are privy to continuous information on the effectiveness of 

nternal investments that have a direct impact on short and long- 

erm profitability, while outsiders often only get this information 

t discrete intervals such as earnings announcements. If insiders 

ith legal expertise are more conservative at exploiting their in- 

ormational advantage because of their knowledge of law and legal 

stuteness, we should expect them to be less likely to trade on fu- 

ure unexpected earnings and future profitability information. 

For the unexpected earnings tests, we measure earnings sur- 

rise ( ES ) as the difference between the earnings in quarter q and 

he median analyst forecast for that quarter, scaled by price. Quar- 
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Table 7 

Legal Expertise and Insider Purchase Strength 

This table reports regressions of risk-adjusted returns on indicators of lawyer-insiders 

(LEGALEXP), insider purchase strength (STR_VOL or STR_SHROUT), their interaction, and 

other control variables. Insider purchase strength measures the size of insider pur- 

chase and is calculated in two steps. First, to obtain STR_VOL (STR_SHROUT), we scale 

monthly insider purchase by total trading volume by all investors in the same month 

(shares outstanding). Then, we rank them into quintiles. STR_VOL and STR_SHROUT 

are the ranks of scaled monthly insider purchases. All other variables are described in 

Table 1 . All continuous independent variables are winsorized at the 1% and 99% levels 

to mitigate the influence of outliers. The sample period covers January 1997 through 

December 2012. Month and firm fixed effects are included. Standard errors are clus- 

tered at the firm level. t-statistics are shown in parentheses. ∗ , ∗∗ , and ∗∗∗ indicate 

statistical significance at the .10, .05, and .01 levels, respectively. 

(1) (2) (3) (4) 

LEGALEXP 0.0029 0.0040 0.0035 0.0045 

(0.70) (0.98) (0.93) (1.20) 

STR_VOL 0.0093 ∗∗∗ 0.0011 

(7.70) (0.91) 

LEGALEXP ×STR_VOL -0.0056 ∗∗∗ -0.0056 ∗∗∗

(-2.96) (-2.96) 

STR_SHROUT 0.0098 ∗∗∗ 0.0033 ∗∗∗

(8.86) (2.93) 

LEGALEXP ×STR_SHROUT -0.0060 ∗∗∗ -0.0060 ∗∗∗

(-3.18) (-3.15) 

B/M -0.3775 -0.3750 

(-1.27) (-1.26) 

SIZE -3.8960 ∗∗∗ -3.7933 ∗∗∗

(-12.78) (-12.50) 

RET(-1) -0.0139 -0.0139 

(-1.32) (-1.31) 

RET(-13,-2) 0.0015 0.0015 

(0.49) (0.51) 

Month F.E. Y Y Y Y 

Firm F.E. Y Y Y Y 

N 40,229 40,229 40,229 40,229 
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Table 8 

Insider Purchases, Earnings Surprises, and Firm Profitability 

This table presents results from analyses of insider trading and fu- 

ture earnings surprises as well as firm profitability. The dependent 

variable in columns (1) and (2) is the earnings surprise (ES). ES is 

constructed as the difference between the earnings in quarter q and 

the median analyst earnings forecast (scaled by price). For columns 

(3) and (4), the dependent variable is future firm abnormal prof- 

itability in quarter q . It is measured by the difference between a 

firm’s gross profit ((revenue-cost of goods sold)/assets) and the av- 

erage gross profit among firms in the same 2-digit SIC industry in 

quarter q . Quarter q is the quarter with earnings announced follow- 

ing insider purchases in month t . All other independent variables are 

described in Table 1 . All continuous variables are winsorized at the 

1% and 99% levels. The sample period covers January 1997 through 

December 2012. Month and firm fixed effects are included. Standard 

errors are clustered at the firm level. t-statistics are shown in paren- 

theses. ∗ , ∗∗ , and ∗∗∗ indicate statistical significance at the .10, .05, and 

.01 levels, respectively. 

(1) (2) (3) (4) 

ES ES PROFIT PROFIT 

LEGALEXP -0.0006 ∗∗ -0.0006 ∗∗ -0.0040 ∗∗ -0.0042 ∗∗

(-2.11) (-2.17) (-2.24) (-2.37) 

B/M -0.0042 -0.4344 ∗

(-0.10) (-1.83) 

SIZE 0.0501 0.1194 

(1.08) (0.45) 

RET(-1) 0.0020 0.0238 ∗∗∗

(1.54) (4.03) 

RET(-13,-2) 0.0007 ∗∗ 0.0075 ∗∗∗

(2.37) (3.41) 

Month F.E. Y Y Y Y 

Firm F.E. Y Y Y Y 

N 22,552 22,552 38,883 38,883 
er q is the quarter with earnings announcements following insider 

urchases in month t . For the profitability test, we measure abnor- 

al profitability in quarter q as the difference between a firm’s 

ross profit in quarter q and the average gross profit among firms 

n the same 2-digit SIC industry in quarter q . 

We present the results in Table 8 . In columns (1) and (2) the

ependent variable is the earnings surprise ES and the key ex- 

lanatory variable is our binary variable for legal expertise ( LEGAL- 

XP ); in column (2) the control variables are the same as in 

able 4 . In columns (3) and (4) the dependent variable is PROFIT, 

nd the explanatory variables are the same as columns (1) and (2) 

espectively. The results across the specifications show that, com- 

ared with other insider purchases, lawyer-insiders’ purchases are 

ess likely to be associated with future earnings surprises, and fu- 

ure abnormal profitability. Taken together, the results indicate that 

awyer-insiders appear to be less likely than other insiders to trade 

n non-public future positive earnings information. 

. SEC Investigation Activities and Insider Trading 

The evidence in prior sections suggests that having legal train- 

ng appears to restrain rather than enable informed insider trading. 

s we note in the literature review, this restraint may arise from 

he fact that lawyer-insiders are more acutely aware of the risk 

f litigation associated with informed insider trading, which raises 

he possibility that lawyer-insiders may be especially restrained 

hen the salience of legal censure is particularly high. Announce- 

ents of SEC (or other legal) actions against insider trading may 

aise such salience. If legal training makes insiders more concerned 

bout litigation risk, we might expect legal insiders to make fewer 

rades following periods when the SEC announces more illegal in- 

ider trading enforcement cases. On the other hand, it is also pos- 

ible that non-lawyer insiders are more sensitive to SEC investiga- 
11 
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Table 9 

SEC Investigations and Insider Purchases 

This table relates insider trading behavior to SEC investigation activities. The 

dependent variable is the proportion of insider purchases made by insid- 

ers with legal expertise in month t . The independent variable of interest is 

SEC_INSIDER_PCT, which is the number of SEC releases regarding litigation cases 

against illegal insider trading scaled by the total number of SEC litigation cases. 

SEC_INSIDER_PCT t-1, t-3 is the monthly average of SEC_INSIDER_PCT from month 

t-3 to month t-1 . The control variables include lagged one-month market return 

(MKTRET t-1 ) and the twelve-month cumulative market return from month t-13 

to month t-2 (MKTRET t-2, t-13 ). The sample period covers 1997 through 2012. t- 

statistics based on robust standard errors are shown in parentheses. 

(1) (2) (3) (4) 

SEC_INSIDER_PCT t-1 -0.0397 

(-0.92) 

SEC_INSIDER_PCT t-2 -0.1058 ∗∗

(-2.60) 

SEC_INSIDER_PCT t-3 -0.0825 ∗∗

(-2.01) 

SEC_INSIDER_PCT t-1, t-3 -0.1199 ∗∗

(-2.17) 

MKTRET t-1 0.1057 ∗∗ 0.1077 ∗∗∗ 0.1061 ∗∗ 0.1048 ∗∗

(2.54) (2.62) (2.56) (2.54) 

MKTRET t-2, t-13 0.0093 0.0085 0.0087 0.0086 

(0.93) (0.83) (0.85) (0.85) 

N 189 188 187 187 
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ion actions because they are less aware of or less concerned about 

he consequences of illegal insider trading. As such, we view the 

mpact of SEC investigations on insider trading behavior of lawyer 

ersus non-lawyer insiders as an empirical question. 

To answer this question, we follow the methodology used by 

ohen et al. (2012) , who find a negative association between op- 

ortunistic trading intensity and SEC investigation activities. We 

eport the results in Table 9 . The dependent variable in each spec- 

fication is the fraction of all insider purchases made by lawyer- 

nsiders in each month t (lawyer-insider trading intensity). We 

easure the intensity of SEC investigations associated with in- 

ider trading using both the proportion of all announced SEC en- 

orcement actions within a particular month that are against in- 

ider trading, as well as the average proportion of investigation 

nnouncements against illegal insider trading in the past three 

onths. 

The results in Table 9 show that lawyer-insider trading inten- 

ity is lower in the three months following periods with a larger 

umber of announcements of SEC actions associated with insider 

rading, especially two and three months after such periods of in- 

ense SEC enforcement activity. This finding is consistent with the 

dea that insiders with legal expertise restrain their trading when 

heir perception of litigation risk becomes especially high. 16 

. Self-selection by Lawyer-Insiders 

A possible explanation of our finding is that the restraint effect 

rises from the intrinsic characteristics of a person who chooses to 

ursue legal education. We refer to this potential alternative ex- 

lanation as self-selection . For example, it is possible that individ- 

als who choose to attend law school and who subsequently find 

hemselves serving as corporate insiders tend to be more honest, 

ighteous, and concerned with ethics and laws, in comparison with 
16 It is possible that, in addition to making fewer purchases following periods of 

ntense regulatory scrutiny, the purchases made by lawyer-insiders are more (or 

ess) informed than those of other insiders. We explore this possibility (see Ap- 

endix Table IA4), and find no significant difference in returns following purchases 

y lawyer-insiders and other insiders. We do find that SEC investigations are neg- 

tively related to future stock returns for purchases by both lawyer-insiders and 

on-lawyer-insiders. 

h

c

a

a

b  

t

o

t

12 
he average corporate insider. It is thus possible that the observed 

ower returns following these lawyer-insiders’ purchases may thus 

eflect this innate personal conservatism. 

We try to address this potential explanation in this subsection, 

ut admit that it is difficult to analyze empirically. We have no ob- 

ervable measures of the intrinsic factors that lead individuals to 

pt for an education in law. We thus explicitly acknowledge that 

ur ability to observe the innate characteristics that may be par- 

icular to lawyer-insiders is an important caveat to the inference 

rawn from our results throughout the paper. Nevertheless, we be- 

ieve it is possible to examine the potential impact of this form of 

elf-selection on our inference. 

We start by noting that every individual who is a lawyer-insider 

hares two common markers. They have all: (1) chosen to study 

aw, usually early in life, and (2) been selected as an executive or 

irector by their firms. The first marker would have been influ- 

nced by the availability of alternatives to studying law in order 

o acquire (or signal) the expertise needed to ultimately become a 

uccessful business executive (such as the availability of graduate 

usiness education or the MBA degree) at the time the individual 

hooses to attend law school. It may have also reflected the pop- 

larity of law as a career option (relative to other careers) in that 

ndividual’s birth cohort. The second marker would clearly depend 

n the number of people with law degrees that are in the pool 

rom which firms select executives and directors, such as those 

ithin geographical proximity of the firm (e.g., Knyazeva et al., 

013 ). Most importantly, these factors are unlikely to be directly 

elated to any individual’s innate restraint, and potentially offer 

ources of exogenous variation that enable us to examine the effect 

f self-selection on our inference. Because an individual’s own in- 

ate restraint is unlikely to determine the total number of individ- 

als within a particular cohort with a law degree, we can consider 

ohort composition effect to be exogenous to individual restraint. 

e thus argue that the number of individuals with legal exper- 

ise within the cohort from which firms select their executives is 

 significant and exogenous determinant of whether any individual 

xecutive is a lawyer-insider. 

To account for selection using these potential sources of 

xogenous variation, we estimate a two-stage selection model 

 Heckman, 1979 ). In the selection stage, we obtain the probit es- 

imates of ˆ δ, ˆ γ from the model: 

(LEGALEXP i , t = 1 | X i , t , w i,t ) = �( X i , t 
′ δ, γ w i,t ) , 

 = 1 , 2 , . . . , N , t = 1 , 2 , . . . , T (3) 

here LEGALEXP = 1 (or 0, otherwise) if the insider is a lawyer- 

nsider, X includes a vector of firm characteristics, and w is the 

ample selection “instrument” for identifying if the executive is a 

awyer-insider, based on factors discussed in the preceding para- 

raph. Then, using the probit estimates from Equation (3), we 

alculate the estimated “inverse Mills” ratio, ˆ λi,t ≡ λ( X i , t 
′ δ, γ w i,t ) . 

his first stage estimates the probability that an individual is a 

awyer-insider. In the outcome stage, we estimate an OLS regression 

f insider trading returns on firm characteristics and the “inverse 

ills” ratio estimated from the selection stage. 

Our first selection instrument in Equation (3) is the ratio of 

olders of law degrees to holders of MBAs in an executive’s birth 

ohort. Our argument here is that firms are more likely to choose 

n executive with a legal background if the number of individu- 

ls in that cohort with a law degree is high relative to the num- 

er of MBAs. As Fig. 1 shows, the ratio of law degrees received in

he United States to the number of MBAs has varied significantly 

ver time. This pattern is in line with the relative popularity of 

he degrees as well as the supply of schools and faculty to teach 
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Fig. 1. Ratio of Law Degree Graduates and MBA Graduates over Time 

This figure presents the ratio of law degree graduates and MBA graduates over time in the U.S. from 1964 to 2013. 
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Table 10 

Legal Expertise and Insider Purchases: Self-selection Analysis 

This table reports two-step endogenous treatment effect regressions of risk- 

adjusted abnormal returns on indicators of lawyer-insiders (LEGALEXP) and 

other control variables. In the first stage, we predict the lawyer insider 

dummy variable using all the independent variables in our main model 

in Eq. (1) and two new variables: LAWSCHOOLPOP and LEGALEXPSTATE. 

LAWSCHOOLPOP is a time series measure of law school popularity. It is calcu- 

lated as the number of law school graduates scaled by the number of busi- 

ness school graduates. We assume that law school students graduate at an 

age of 28. LEGALEXPSTATE measures the depth of the pool of possible lawyer 

insiders in each state where firms are headquartered. Specifically, it is calcu- 

lated as the number of total lawyer insiders scaled by the number of firms in 

each state. All other variables are described in Table 1 . All continuous inde- 

pendent variables are winsorized at the 1% and 99% levels to mitigate the in- 

fluence of outliers. The sample period covers January 1997 through December 

2012. Month and firm fixed effects are included. Standard errors are clustered 

at the firm level. t-statistics are shown in parentheses. ∗ , ∗∗ , and ∗∗∗ indicate 

statistical significance at the .10, .05, and .01 levels, respectively. 

(1) (2) (3) (4) 

Model 1 Model 2 

1 st Stage 2 nd Stage 1 st Stage 2 nd Stage 

LEGALEXP -0.0361 ∗∗ -0.0388 ∗∗

(-2.13) (-2.21) 

B/M 1.5395 -0.3714 0.7999 -0.3709 

(0.63) (-1.29) (0.32) (-1.29) 

SIZE 0.7965 -3.6275 ∗∗∗ 0.2915 -3.5987 ∗∗∗

(0.65) (-12.67) (0.23) (-12.48) 

RET(-1) 0.0924 -0.0043 0.1024 ∗ -0.0053 

(1.57) (-0.42) (1.72) (-0.51) 

RET(-13,-2) 0.0387 ∗ 0.0007 0.0398 ∗ 0.0005 

(1.85) (0.22) (1.88) (0.18) 

LAWSCHOOLPOP 0.6275 ∗∗∗ 0.6701 ∗∗∗

(4.98) (5.24) 

LEGALEXPSTATE 0.0888 ∗∗

(2.12) 

0.016 0.018 
hese courses. 17 This exogenous variation in the potential supply of 

awyer-insiders is unrelated to an individual’s innate characteris- 

ics. To calculate the ratio of law degrees to MBAs, we obtain data 

n the number of MBAs conferred in the U.S. between 1964 and 

003 from the National Center for Education Statistics (NCES), and 

he number of law degrees from both the American Bar Associa- 

ion (ABA) and the NCES. 18 

The second selection instrument we use is the number of 

awyer-insiders in the state in which a firm has its headquar- 

ers. Our argument here is straightforward; Bouwman (2011) and 

nyazeva et al. (2013) suggest that firms tend to choose execu- 

ives and directors that are within close geographical proximity of 

here the firms are located. We thus expect a positive relation be- 

ween the likelihood that an individual is a lawyer-insider and the 

umber of lawyer-insiders in the firms’ state. 

We report the results of our two-stage selection analysis in 

able 10 . In columns (1) and (3), we report the results from the 

rst stage in which we use the ratio of law degrees to MBAs in a

irth cohort ( LAWSCHOOLPOP ) as the selection instrument, either 

y itself, or in conjunction with the number of lawyer-insiders in a 

tate ( LEGALEXPSTATE ), respectively. As predicted, our instruments 

re strong predictors of the probability that an insider has a le- 

al background. In columns (1) and (3) the estimated coefficient 

n LAWSCHOOLPOP are 0.6275 ( t = 4.98) and 0.6701 ( t = 5.24), 

espectively. Similarly, in column (3), the coefficient estimate on 

EGALEXPSTATE is 0.0888 ( t = 2.12). More importantly, columns (2) 

nd (4) show that after we account for the selection of lawyer- 

nsiders in the second stage, we continue to observe lower returns 

ollowing insider purchases by lawyer-insiders compared to those 

f other insiders. The estimated coefficients for the binary vari- 

ble lawyer-insider ( LEGALEXP ) are –0.0361 ( t = –2.13) and –0.0388 

 t = –2.21) in columns (2) and (4), respectively. To the extent that 
17 Our use of birth cohort as an instrument is motivated, in part, by a similar 

pplication with respect to the likelihood of a CEO having served in the military, as 

pplied in Benmelech and Frydman (2015) . 
18 We start from 1964 because that is the earliest year for which we are able to 

btain an accurate annual count of the number of law degrees conferred in the U.S. 

n cases where there is a discrepancy between the number of law degrees reported 

y the ABA or NCES, we use the larger of the two numbers. To determine the ratio 

f law degrees to MBAs in any individual birth cohort, we assume that executives 

eceived either of these degrees at the age of 28. In unreported analyses, we vary 

he age we use to be anywhere between 25 and 27, and find that our results are 

either qualitatively nor quantitatively changed. 

Month F.E. Y Y 

Firm F.E. Y Y 

N 34,157 33,646 

w

a

fi

e

13 
e are able to account for self-selection into choosing to study law 

nd becoming a lawyer insider, this selection does not explain our 

nding lawyer-insider make less informed trades than other insid- 

rs. 
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Table 11 

Legal Expertise and Insider Purchases: Six-Month Stock Returns 

This table presents the results of portfolio analysis of returns following 

insider trades. For each month t , the stocks are first grouped into two 

portfolios: a sales portfolio and a purchases portfolio. Then, we further 

divide the sales portfolio and the purchases portfolio based on whether 

the trades are made by lawyer-insiders or non-lawyer-insiders, result- 

ing in four portfolios. We then hold each portfolio during month t + 1 

to t + 6 . We report the average six-month returns (average raw return 

in the upper panel and average Fama-French four-factor alpha in the 

bottom panel) based on equally-weighted portfolio returns. The sample 

period covers January 1997 through December 2012. The t-statistics (in 

parentheses) are based on Newey-West robust standard errors. ∗ indi- 

cates significance at the .10 level; ∗∗ at the .05 level; and ∗∗∗ at the .01 

level. 

NONLEGALEXP LEGALEXP L-N 

Average Return 

SALES 6.06 5.88 -0.18 

(t) (2.16) (2.46) (-0.22) 

PURCHASES 10.32 8.94 -1.38 ∗∗

(t) (3.57) (3.26) (-2.17) 

Fama-French 4-Factor 

SALES 0.96 0.72 -0.24 

(t) (1.18) (0.95) (-0.47) 

PURCHASES 5.64 4.20 -1.44 ∗∗

(t) (3.96) (3.66) (-2.37) 
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19 We thank the referee for this suggestion. We also find similar results when us- 

ing the 15-day window ( + 3, + 17) after earnings announcements and the results are 

available upon request. 
. Further Analyses and Additional Robustness Tests 

.1. Longer Horizon Returns 

We start our additional analysis by examining if our results are 

obust to longer horizon returns. To do this we replicate our main 

esult in Table 3 using six-month returns. As we do in Table 3 , we

ivide our overall sample into two portfolios: a sales portfolio and 

 purchases portfolio. Then, we further divide each of these portfo- 

ios into two portfolios – one consisting of trades made by lawyer- 

nsiders, and the other one consisting of trades by other insiders. 

e then hold each portfolio for six months, and measure average 

raw) returns as well the Fama-French four-factor alpha. We report 

he results in Table 11 . 

We find that over a six-month horizon, purchases by made by 

awyer-insiders earn about 1.4% less than those made by other in- 

iders. We find no differences between lawyer-insiders and other 

nsiders following insider sales. These findings are similar to those 

n Table 3 . 

.2. Alternative Definitions of Legal Expertise Based on Prior Work 

xperience 

Our analysis thus far has been based on identifying legal ex- 

ertise as having a degree or formal training in the law. While we 

hink this identification is simple, unambiguous, and allows us to 

dentify the broadest set of lawyer-insiders, there are other poten- 

ial definitions of legal expertise. In this section, we consider an- 

ther definition based on prior work experience of an insider. We 

eparately consider three types of prior work experience that is 

ikely to be correlated to both having legal training and legal ex- 

ertise – work in a regulatory agency, work in a law firm, or prior 

xperience as corporate attorney. 

To do this we identify, from our data set, insiders who have 

rior experience at: (i) the Securities and Exchange Commission 

SEC); (ii) a top 100 law firm (from the 2021 Vault Law 100 List);

iii) have previously worked as a Counsel before starting the cur- 

ent position. For each of these work-experience identification vari- 

bles, we create binary variables that equal one (zero, otherwise) 

or insiders who meet each of the identification criteria (SEC, LAW- 

IRM, COUNSEL for prior work experience at the SEC, at a top 
14 
aw firm, or a Counsel, respectively). In addition, for each of the 

rior experience identification variable we create variables that 

easure tenure of the executive at each of the previous posi- 

ions (SEC_TIME, LAWFIRM_TIME, COUNSEL_TIME for the number 

f years spent working at the SEC, the top law firms, or as a Coun-

el, respectively). We then regress the returns following insider 

urchases on each of these variables and other firm characteristics. 

e report the results in Table 12 . 

We find that returns following purchases by insiders who have 

reviously worked at the SEC, a top law firm, or as a Counsel are 

ower than those by other insiders. We also find a negative associ- 

tion between the number of years spent working at the SEC, or as 

 Counsel, and returns following insider purchases. Taken together, 

hese results show that, in general, purchases by lawyer-insiders 

re less informed than those of other insiders even when we use 

lternative definitions of legal expertise. 

.3. Trading Before and After Earnings Announcements 

Our inference thus far has been predicated on the hypothesis 

hat lawyer-insiders, i.e., insider who just happen to have legal 

raining, have the same information as other insiders but are more 

estrained in their use of this information to make trading prof- 

ts. We explore this further in this section by focusing on insider 

rades around earnings announcements. Earnings announcements 

re especially unique as they represent a regular informational 

vent around which there is significant information asymmetry be- 

ween insiders and outsiders. Insiders generally know the informa- 

ional impact of upcoming announcements and these announce- 

ents represent an opportunity for insiders to trade profitably if 

hey choose to exploit this private information. There is significant 

vidence that insiders do make opportunistic trades in the win- 

ow right before earnings announcements even though companies 

ften have explicit policies discouraging trading during this win- 

ow, and during which there may be increased regulatory scrutiny 

 Ali and Hirshleifer, 2017 ). 

If, as we expect, lawyer-insiders are more likely to be more re- 

trained in their use of private information, we predict that lawyer- 

nsiders would be less likely to trade in the restricted window im- 

ediately before an earnings announcement but expect no such 

ifference in the unrestricted window after an earnings announce- 

ent. We test this prediction explicitly and report the results in 

able 13 . The results show that in the period right before an earn- 

ngs announcement (from 17 days before through to 3 days before 

he announcement) lawyer-insiders are less likely to make a pur- 

hase than are other insiders. In contrast, in the period after the 

nnouncement (from 3 days to 12 days after the announcement), 

here is no difference between lawyer-insiders and other insiders 

n the probability of making a purchase. 19 The results suggest that 

awyer-insiders are more restrained from making purchases during 

 period in which there may be increased internal scrutiny of their 

rades, despite the possibility that they may be able to make prof- 

table trades in this window. 

.4. Legal Expertise, Routine Trading, and Internal Scrutiny of 

nsider Trading 

In this section, we examine the possibility that our in- 

erence is driven by lawyer-insiders being more disposed to 

e routine traders than other insiders. Cohen, Malloy and Po- 

orski (2012) find that routine trades are followed by lower re- 

urns than other insider trades. If lawyer insiders are more likely 
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Table 12 

Prior Legal Work Experience and Insider Trades 

This table reports regressions of abnormal returns on measures of prior SEC experience and legal work experi- 

ence as well as control variables. The dependent variable is the future one-month stock return (AR( + 1)) that is 

adjusted for risks based on Fama-French three-factor model augmented by the momentum factor. SEC, LAWFIRM, 

and COUNSEL are indicators of prior work experiences at the SEC, top law firms (on the 2021 Vault Law 100 List), 

and prior work experiences as counsels or legal officers in other firms, respectively. SEC_TIME, LAWFIRM_TIME, 

and COUNSEL_TIME measure the length of respective experiences in term of years. All other variables are de- 

scribed in Table 1 . All continuous independent variables are winsorized at the 1% and 99% levels. The sample 

period covers January 1997 through December 2012. Month and firm fixed effects are included. Standard errors 

are clustered at the firm level. t-statistics are shown in parentheses. ∗ , ∗∗ , and ∗∗∗ indicate statistical significance 

at the .10, .05, and .01 levels, respectively. 

(1) (2) (3) (4) (5) (6) 

Dep Var: AR( + 1) AR( + 1) AR( + 1) AR( + 1) AR( + 1) AR( + 1) 

SEC LAWFIRM COUNSEL SEC_TIME LAWFIRM_TIME COUNSEL_TIME 

-0.0351 ∗∗ -0.0154 ∗∗ -0.0094 ∗ -0.0050 ∗∗∗ -0.0004 -0.0014 ∗∗

(-2.27) (-2.03) (-1.72) (-3.29) (-0.84) (-2.30) 

B/M -0.3752 -0.3740 -0.3780 -0.3750 -0.3754 -0.3801 

(-1.26) (-1.26) (-1.27) (-1.26) (-1.26) (-1.28) 

SIZE -3.9234 ∗∗∗ -3.9173 ∗∗∗ -3.9182 ∗∗∗ -3.9206 ∗∗∗ -3.9196 ∗∗∗ -3.9187 ∗∗∗

(-13.26) (-13.24) (-13.24) (-13.25) (-13.25) (-13.24) 

RET(-1) -0.0140 -0.0140 -0.0139 -0.0140 -0.0140 -0.0139 

(-1.32) (-1.33) (-1.32) (-1.32) (-1.33) (-1.31) 

RET(-13,-2) 0.0014 0.0014 0.0014 0.0014 0.0014 0.0014 

(0.47) (0.47) (0.47) (0.47) (0.47) (0.48) 

Month F.E. Y Y Y Y Y Y 

Firm F.E. Y Y Y Y Y Y 

N 40,229 40,229 40,229 40,229 40,229 40,229 

Table 13 

Legal Expertise and Insider Purchases Before and After Earnings Announcements 

This table examines insider purchases before and after earnings announcements us- 

ing linear probability models. In columns (1) and (2), the dependent variable is a 

dummy variable that takes a value of one if the insider purchase is made in the 

15-day window ( d-17, d-3 ) before an earnings announcement and zero otherwise, 

where day d is the earnings announcement day. In columns (3) and (4), the depen- 

dent variable is a dummy variable that takes a value of one if the insider purchase 

is made in the 10-day window ( d + 3, d + 12 ) after an earnings announcement and 

zero otherwise All other variables are described in Table 1 . All continuous indepen- 

dent variables are winsorized at the 1% and 99% levels to mitigate the influence of 

outliers. The sample period covers January 1997 through December 2012. Month 

and firm fixed effects are included. Standard errors are clustered at the firm level. 

t-statistics are shown in parentheses. ∗ , ∗∗ , and ∗∗∗ indicate statistical significance 

at the .10, .05, and .01 levels, respectively. 

Before Earning Announcement After Earning Announcement 

(1) (2) (3) (4) 

LEGALEXP -0.0068 ∗ -0.0066 ∗ -0.0034 -0.0031 

(-1.87) (-1.83) (-0.43) (-0.40) 

B/M -0.1385 0.2258 

(-0.48) (0.39) 

SIZE -0.7705 ∗∗∗ 0.6157 

(-2.84) (1.02) 

RET(-1) 0.0327 ∗∗∗ -0.1247 ∗∗∗

(3.37) (-6.47) 

RET(-13,-2) -0.0004 -0.0108 ∗

(-0.15) (-1.84) 

Month F.E. Y Y Y Y 

Firm F.E. Y Y Y Y 

N 39,605 39,605 39,605 39,605 
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small trades does not affect our inference. 

20 Specifically, given that we aggregate insider trades in the same month, we as- 

sign a value of one (zero otherwise) to a given trading month t for an insider if 

over three quarters of the trades are signed by any of the company’s attorneys or 

Counsels. 
o be routine traders than other insiders, then the lower returns 

hat we measure following insider purchases may be due to their 

outine trades rather than restraint associated with legal expertise. 

owever, the results presented in Appendix Table A1 suggest that 

his is not likely to be the case. We find that non-routine traders 

re not more likely to be lawyer-insiders than they are to be any 

ther kind of insiders. 

We also examine another possibility: that lawyer-insiders, given 

heir professional orientation, may be more likely to submit their 

rades to internal scrutiny and this scrutiny ultimately leads 
15 
hem to make less informed trades. Jagolinzer, Larcker and Tay- 

or (2011) find that trades approved by the General Counsel are 

ess likely to be informed than other trades. If lawyer-insiders are 

ore likely to submit their trades to the General Counsel for ap- 

roval, it may be this additional scrutiny that explains their trading 

estraint. 

To examine this possibility, we hand-collect signature informa- 

ion from all insider trade filings (Form 4’s) available via Edgar 

rom January 2004 to December 2012. We comb through this sig- 

ature information to identify filings that were explicitly signed 

y the firm’s General Counsel or any of the firm’s corporate at- 

orneys; our assumption is that these filings represent trades that 

ere submitted to the General Counsel for approval. We create 

 binary variable that equals one (zero, otherwise) when the fil- 

ngs are signed by the General Counsel and we carry out a lin- 

ar probability regression of this variable on our lawyer-insider 

ndicator (LEGALEXP). 20 The results, which we present in the Ap- 

endix Table A2 show that lawyer-insiders are actually less likely to 

ave General Counsel approve their trades than other insiders. This 

nding suggests that lawyer-insider trades are not more restrained 

imply because they are more likely to seek internal approval for 

heir trades. 

.5. Additional Robustness Tests 

In Appendix Table A3 , we present a battery of additional tests 

o assess the robustness of our inference. In column (1), in- 

tead of excluding small trades where less than $10,0 0 0 of stocks 

ere traded, we follow the literature and exclude small trades 

here less than 100 shares of stocks were bought (e.g., Marin and 

livier, 2008 ). In column (2), we drop all restrictions on trade size 

nd include all trades in the analysis. The results from both col- 

mn (1) and column (2) confirm that the inclusion or exclusion of 
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BoardEx, which is our primary data source for insider educa- 

ion and professional background, started to collect most of the 

ducation information for executives and directors in 20 0 0. How- 

ver, there are many cases where insiders’ education experience 

appened long before 20 0 0 and they traded before 20 0 0. Conse- 

uently, the sample period can be extended to before 20 0 0 to ob- 

ain a larger sample size (which is the main reason why our base 

ample starts from 1997). However, the extension means that both 

awyer-insiders and non-lawyer-insiders who were present at the 

tart of the sample have been executives and/or directors for an 

ndetermined length compared to those who come in to the sam- 

le after 20 0 0. This long tenure could affect insider trading behav- 

or. To ensure that incorporation of data before 20 0 0 (as we do in

ur main sample) does not affect the main findings, in column (3), 

e restrict the sample to the period from 20 0 0 to 2012. On the

ther hand, our insider trading data date back to 1986 and we are 

ble to identify the education and background of many of our in- 

iders all the way back to 1986. To fully utilize all the information 

vailable, we extend the starting point of our sample back to 1986 

n column (4). The results in columns (3) and (4) show that our 

nference is unaffected by changes to the start date of our sample. 

In creating our main sample (as described in Section 3 ), we ex- 

lude GCs who by definition could be considered as lawyer-insiders 

ecause they may have significantly different types of access to op- 

rating information from that of other executives. In column (5), 

e relax this assumption and allow firms’ GCs to be classified as 

awyer-insiders. The result suggests that this inclusion does not af- 

ect our inference; even if we include legal counsels as lawyer- 

nsiders, we find that their trades are still less informed than those 

f other insiders. 

Additionally, in the initial creation of our main sample, we only 

ncluded insiders whose educational and professional background 

ould be verified by BoardEx, and all other insiders were dropped. 

t is worth noting that this classification is conservative because in- 

iders who have a legal background that is not covered by BoardEx 

ould thus be inadvertently classified as non-lawyer-insiders. This 

isclassification has the potential effect of making it harder to dif- 

erentiate between the subsequent returns following purchases of 

awyer-insiders and non-lawyer-insiders. In column (6), we drop 

his filter by including all insiders, whether or not their educa- 

ional background information is available on BoardEx, and assume 

hat all insiders for whom we have no verifiable education infor- 

ation are non-lawyer-insiders. As shown, even with this “noisier”

lassification, our inference remains unchanged. In column (7), we 

se raw returns rather than risk-adjusted returns as the dependent 

ariable. Again, our inference remains unchanged, and we find that 

urchases by lawyer-insiders are less informed than those by non- 

awyer-insiders. 

. Summary and Conclusion 

We investigate whether or not, and how, insider trades by ex- 

cutives and directors with legal education differ from those by 

ther insiders. We find that purchases by insiders with legal ex- 

ertise are followed by lower stock returns than those by insiders 

ithout legal expertise. This result holds even after we account for 
16 
otential access to information that may result from the insider’s 

osition in the firm. We further investigate to what extent this pat- 

ern is driven by the use of private information, and we find that 

awyer-insider purchases are associated with lower future earnings 

urprises and future firm profitability than those of other insiders. 

urthermore, we show that, compared with other insiders, lawyer- 

nsiders make fewer purchases of their own company stock follow- 

ng months with more announced SEC investigations against illegal 

nsider trading. This finding is consistent with the idea that legal 

ducation predisposes insiders with legal expertise to further re- 

train their potentially informed trading when the litigation risk is 

specially salient. Taken together, our findings suggest that insiders 

ith legal expertise are less likely to exploit private information 

hen they buy their own company’s stocks. Our additional analy- 

is also discounts the relevance of various alternative explanations 

e.g., self-selection). 

Our study has several implications for investors, regulators, and 

ther parties in the firm’s “nexus of contracts.” Our findings sug- 

est that the nature of a manager’s education may affect manage- 

ial behavior and the attitude of the manager towards litigation 

isk and regulatory compliance. While our study has been within 

he context of insider trading, our results also suggest that clar- 

ty in the communication and enforcement of regulatory rules may 

mprove compliance with regulatory rules in general. 

ppendix 

Table A1-A4 

Table A1 

Are Lawyer-Insiders More Likely to be Non-Routine In- 

siders? 

This table examines whether lawyer-insiders are more 

likely to be non-routine (opportunistic) insiders us- 

ing linear probability models. The dependent variable, 

NON_ROUTINE, is an indicator variable for opportunis- 

tic insiders following Cohen et al. (2012) . All other vari- 

ables are described in Table 1 . All continuous indepen- 

dent variables are winsorized at the 1% and 99% levels 

to mitigate the influence of outliers. The sample period 

covers January 1997 through December 2012. Month 

and firm fixed effects are included. Standard errors are 

clustered at the firm level. t-statistics are shown in 

parentheses. ∗ , ∗∗ , and ∗∗∗ indicate statistical signifi- 

cance at the .10, .05, and .01 levels, respectively. 

(1) (2) 

LEGALEXP -0.0034 -0.0031 

(-0.43) (-0.40) 

B/M 0.2258 

(0.39) 

SIZE 0.6157 

(1.02) 

RET(-1) -0.1247 ∗∗∗

(-6.47) 

RET(-13,-2) -0.0108 ∗

(-1.84) 

Month F.E. Y Y 

Firm F.E. Y Y 

N 39,605 39,605 
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Table A2 

Insiders with Legal Expertise and Form 4’s Signed by Cor- 

porate Attorneys. 

This table examines whether insiders with legal expertise 

are more (or less) likely to request signature from a cor- 

porate attorney when they file Form 4’s. The dependent 

variable in this linear probability model is a dummy vari- 

able that takes a value of one if over three quarters of the 

Form 4’s in a given month are signed by the General Coun- 

sel or any of the company’s attorneys, and zero otherwise. 

All other variables are described in Table 1 . All continuous 

independent variables are winsorized at the 1% and 99% 

levels. We hand collect the signature information that is 

widely available after 2004 on Edgar. Therefore, the sam- 

ple period covers January 2004 (instead of 1997) through 

December 2012. Standard errors are clustered at the firm 

level. t-statistics are shown in parentheses. ∗ , ∗∗ , and ∗∗∗ in- 

dicate statistical significance at the .10, .05, and .01 levels, 

respectively. 

(1) (2) (3) 

LEGALEXP -0.0486 ∗∗ -0.0543 ∗∗∗ -0.0203 ∗

(-2.30) (-2.63) (-1.65) 

B/M 1.7703 ∗ 0.6851 

(1.66) (0.87) 

SIZE 5.0750 ∗∗∗ 2.0257 ∗

(7.85) (1.90) 

RET(-1) -0.0438 -0.0157 

(-1.24) (-0.76) 

RET(-13,-2) -0.0389 ∗∗∗ -0.0053 

(-3.09) (-0.74) 

Month F.E. Y Y Y 

Firm F.E. N N Y 

N 21,682 21,682 21,113 

Table A4 

SEC Investigations and Profitability of Insider Purchases Made by 

Lawyer-Insiders 

This table relates insider trading behavior to SEC investigation activities. 

The dependent variable is the future one-month stock return (AR( + 1)) 

that is adjusted for risks based on Fama-French three-factor model aug- 

mented by the momentum factor. SEC_INSIDER_PCT is the number of 

SEC releases regarding litigation cases against illegal insider trading 

scaled by the total number of SEC litigation cases. Firm fixed effects 

are included. Standard errors are clustered at the firm level. The sam- 

ple period covers 1997 through 2012. t-statistics based on robust stan- 

dard errors are shown in parentheses. ∗ , ∗∗ , and ∗∗∗ indicate statistical 

significance at the .10, .05, and .01 levels, respectively. 

(1) (2) (3) 

AR( + 1) AR( + 1) AR( + 1) 

LEGALEXP -0.0071 ∗∗ -0.0076 ∗∗ -0.0041 

(-2.22) (-2.44) (-1.28) 

SEC_INSIDER_PCT t-1 -0.0828 ∗∗∗

(-3.39) 

LEGALEXP × 0.0230 

SEC_INSIDER_PCT t-1 (0.50) 

SEC_INSIDER_PCT t-2 -0.0661 ∗∗∗

(-2.72) 

LEGALEXP × 0.0355 

SEC_INSIDER_PCT t-2 (0.75) 

SEC_INSIDER_PCT t-3 -0.0696 ∗∗

(-2.45) 

LEGALEXP × -0.0704 

SEC_INSIDER_PCT t-3 (-1.22) 

B/M 0.0479 0.0062 -0.0137 

(0.17) (0.02) (-0.05) 

SIZE -3.6264 ∗∗∗ -3.6843 ∗∗∗ -3.7434 ∗∗∗

(-13.89) (-13.89) (-14.13) 

RET(-1) -0.0157 -0.0168 -0.0171 ∗

(-1.54) (-1.64) (-1.67) 

RET(-13,-2) -0.0012 -0.0012 -0.0009 

(-0.43) (-0.44) (-0.34) 

Firm F.E. Y Y Y 

N 39,867 39,730 39,536 

Table A3 

Legal Expertise and Insider Purchases: Robustness Tests 

This table reports regressions of risk-adjusted returns on indicators of lawyer-insiders (LEGALEXP) and other control variables. It extends analyses in Table 4 in a series of 

robustness tests. Following previous literature, column 1 excludes small trades where less than 100 shares of stocks were traded. Column 2 does not exclude any small 

trades. Column 3 (column 4) uses data starting from 20 0 0 (1986 due to availability of the insider trading data). Column 5 includes a firm’s general counsel as legal insiders. 

In column 6, we treat all insiders with missing education data as non-legal insiders. Column 7 repeats the baseline model (column 4 in Table 4 ) using future one-month 

stock raw return rather than the risk-adjusted abnormal return as the dependent variable. All variables are described in Table 1 . All continuous independent variables 

are winsorized at the 1% and 99% levels to mitigate the influence of outliers. Month and firm fixed effects are included. Standard errors are clustered at the firm level. 

t-statistics are shown in parentheses. ∗ , ∗∗ , and ∗∗∗ indicate statistical significance at the .10, .05, and .01 levels, respectively. 

(1) (2) (3) (4) (5) (6) (7) 

Shares > = 100 All Trades Restricted Period Extended Period General Counsel Re-Define LEGALEXP Raw Return 

LEGALEXP -0.0063 ∗∗ -0.0040 ∗ -0.0069 ∗∗ -0.0042 ∗ -0.0045 ∗ -0.0067 ∗∗∗ -0.0046 ∗

(-2.43) (-1.84) (-2.25) (-1.93) (-1.86) (-2.64) (-1.87) 

B/M -0.3745 -0.5471 ∗ -0.2538 -0.1967 -0.2959 -0.7581 ∗∗∗ 0.2268 

(-1.26) (-1.88) (-0.75) (-0.79) (-0.94) (-2.64) (0.79) 

SIZE -3.9111 ∗∗∗ -3.8567 ∗∗∗ -4.5943 ∗∗∗ -3.1442 ∗∗∗ -3.8842 ∗∗∗ -3.9548 ∗∗∗ -3.9727 ∗∗∗

(-13.22) (-13.66) (-12.56) (-14.11) (-12.87) (-13.75) (-13.23) 

RET(-1) -0.0141 -0.0004 -0.0197 ∗ -0.0126 -0.0145 -0.0081 -0.0220 ∗∗

(-1.33) (-0.04) (-1.66) (-1.32) (-1.36) (-0.82) (-2.26) 

RET(-13,-2) 0.0014 0.0002 0.0007 0.0003 0.0016 0.0024 0.0040 

(0.47) (0.09) (0.23) (0.11) (0.53) (0.81) (1.43) 

Month F.E. Y Y Y Y Y Y Y 

Firm F.E. Y Y Y Y Y Y Y 

N 40,219 57,329 32,150 48,591 40,928 47,366 40,229 

Sample Period Jan. 1997 -Dec. 

2012 

Jan. 1997 -Dec. 

2012 

Jan. 2000 -Dec. 

2012 

Jan. 1986 -Dec. 

2012 

Jan. 1997 -Dec. 

2012 

Jan. 1997 -Dec. 2012 Jan. 1997 -Dec. 

2012 

17 
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