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Foreword

This book is intended for finance practitioners, regulators, lawyers, academics, and stu-
dents in advanced undergraduate and graduate business school programs. Financial
market manipulation and fraud covers all aspects of finance. The book includes chapters
written by academics in finance, management, and law, as well as by practitioners with
experience in trading, surveillance, and regulation. All the chapters are digestible by a
wide audience and not written specifically for one type of reader. The timely nature of
the material in this book is perhaps exhibited by the fact that one of the chapters had to
be removed a few months before going to print due to a gag order associated with on-
going litigation; as such, we made sure to cover the pertinent material in other ways to
ensure as timely and comprehensive examination of fraud and manipulation as possible.

At a broad level, the book has two main parts: (1) market manipulation and (2)
other types of fraud. Market manipulation refers to a wide array of trading practices on
stocks, bonds, derivatives, commodities and currencies (including cryptocurrencies).
These practices include price manipulation, volume manipulation and insider trad-
ing. Other types of fraud are money laundering, credit card fraud, financial statement
fraud, options backdating, breach of contract, self-dealing, financial and intellectual
property theft, procurement fraud, regulatory or compliance Breach, Ponzi schemes,
and computer-intrusion fraud and hacking.

The coverage is very comprehensive: identifies and defines the full array of
manipulative activities; discusses the different markets in which manipulation most
commonly occurs; analyses misconduct amongst different types of players such as
banks and advisors; deals with detection methods including quantitative techniques
and surveillance; and describes regulation and enforcement.

Everyone with an interest in financial markets should be concerned with fraud and
market manipulation. Navigating financial markets necessarily involves the assessment

XiX



XX FOREWORD

of risks, of which fraud and manipulation are the most serious and pronounced. An
understanding of the causes and consequences of fraud and manipulation is a neces-
sary step to investing in financial markets, studying the behaviour of players in these
markets and designing appropriate surveillance systems and regulatory structures.

The concern with fraud and manipulation is particularly timely as this book goes
to print in March 2020 with the COVID-19 pandemic spreading over the world. Panic
and hysteria are the fuel of financial market volatility and Wall Street’s fear gauge,
the VIX, has just hit an all-time high as we write, exceeding the peak of the so-called
‘great financial crisis’ of 2008-9. The financial bomb of US toxic debt (or, more spe-
cifically, its derivatives) that was launched by the collapse of Lehman brothers seems
nothing compared with consequences of the market activity at this time.

Since 2008 most central banks have employed quantitative easing, raising cash
by issuing government securities and selling them to domestic and foreign inves-
tors. The US has about $19 trillion debt of which about $7 trillion is held by for-
eigners and of that over $2 trillion is held by China and Japan. However, since the
US trade wars began in 2019 the demand for US government securities has fallen.
China, for instance, built up their gold bullion reserves by 6% during 2019. So, in
September 2019 the Federal Reserve re-introduced repurchase (repo) operations for
the first time since the ‘great financial crisis’. That is, they buy their own securities
from banks, hedge-funds and this way, they inject liquidity to financial markets for a
limited period. At the time of writing, in March 2020, the Federal Reserve have cut
benchmark rates and announced an unprecedented level and duration of repo opera-
tions that are worth trillions of US dollars. But still, as we write this forward and the
book goes to press, the seventh circuit-breaker this month has been applied to attempt
to limit the losses on the New York Stock Exchange.

As funds flow out of equities one would expect demand for safe havens like gold
and bitcoin to increase. But gold and bitcoin have fallen at the same time. Manipu-
lating the price of gold downwards by dumping huge naked shorts on COMEX gold
futures has been documented for years yet, despite the Market Abuse Directive (which
is described in Chapter 10) it still continues. With high-frequency trading algorithms
now the norm, manipulation techniques are becoming even more advanced. For
instance, on Friday 13 March 2020 a distributed denial of service attack, very similar
to the Kraken attack documented in Chapter 8 during 2017, occurred on the BitMEX
cryptocurrency derivatives exchange. Indeed bitcoin, originally termed ‘digital gold’
because of its safe-haven properties, has fallen well over 50% on the openly manipu-
lative spoofing trades that are explained in many chapters in this book. The layering,
spoof and pinging techniques described Chapter 7, on foreign exchange markets, could
also be associated with the astonishing rise in the US dollar. This seems counter-intuitive
because the US economy is struggling to cope with the impact of COVID-19 just as
China appears to have recovered from the virus.

We encourage you to explore in detail each one of the chapters in this book. We
hope this book will help improve the state of knowledge amongst investors, lawyers,
regulators, students and academics alike. In turn, we hope that improved an understand-
ing facilitates better due diligence amongst investors and better surveillance to mitigate
the frequency and severity fraud and market manipulation. And we hope the material
will inspire more in-depth analyses of fraud and market manipulation in the future.
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Chapter 1
Introduction

Carol Alexander
University of Sussex

Douglas Cumming
Florida Atlantic University

This book covers two general areas of financial market misconduct:

1. Market manipulation in the course of financial trading on stock exchanges
(hereafter referred to as “market manipulation” in this chapter), and

2. Financial fraud, or non-trading related fraud (hereafter referred to as “financial
fraud” in this chapter).

The CFA Institute (2014) survey of its members shows that most practitioners
believe that market manipulation and financial fraud are among the most important
issues facing financial markets around the world. Indeed, market manipulation and
both types of financial fraud are commonplace. For instance, Cumming, Dannhauser
and Johan (2015) report that roughly 1.9%, 4.5%, and 5.1% of NYSE, NASDAQ), and
pink sheet companies, respectively, face enforcement actions from the Securities and
Exchange Commission (SEC) each year. Similarly, detected fraud cases affect approxi-
mately 3.8% of listed companies in China each year. But detected fraud is just the tip
of the iceberg, so to speak, and Dyck, Morse and Zingales (2010, 2014) estimated that
up to 14% of all US firms have engaged in fraud.

Enforcement varies significantly across countries. In fact, there are enormous
differences in enforcement rates in Europe, despite countries having similar market
misconduct rules (Cumming, Groh, and Johan, 2018). And there is scant enforce-
ment in some emerging markets such as Brazil, which had its first ever reported
insider trading case in 2011. Even in Germany, the (now defunct) Neur Markt,
a small-company growth market, reported only four cases of fraud (Cumming
et al., 2015).

The consequences of fraud are extremely severe to managers and shareholders
alike. Karpoff et al. (2008a) shows that fraud costs firms 20-38% of a firm’s long-term
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stock market value. Karpoff et al. (2008b) show significant negative career conse-
quences to managers that engage in market manipulation and financial fraud: 93%
lose their jobs, and 28% face criminal prosecution, serving an average of 4.3 years
of jail time.

This book offers a unifying look at the different types of market manipulation and
financial fraud. The chapters in this book:

e Explain the various types of market manipulation and financial fraud;

e Describe the factors that mitigate or exacerbate their occurrence;

e Discuss their consequences in terms of penalties and/or financial market impact;

* Provide evidence for the presence of fraud in specific markets, such as cryptocur-
rencies, LIBOR and foreign exchange;

e Summarize the lessons to be learned about detection and enforcement of market
manipulation and financial fraud.

The book is organized into five sections. Part | provides a general overview, where
different types of market misconduct and financial fraud are defined, and the market
and reputational penalties are explained. Part | comprises 5 chapters (Chapters 2—6)
from leading authors around the world. The scope of the chapters is explained in
Table 1.1, Panels A (for market manipulation) and B (for financial fraud). Chapter 2
by Talis J. Putnins provides a comprehensive overview of the different types of market
manipulation. Chapter 3 by Ai Deng and Priyank Ghandi includes additional infor-
mation on market manipulation and extends the discussion to financial fraud. Chap-
ter 4 by Chelsea Liu and Alfred Yawson offers a comprehensive review of the market
and reputational penalties associated with market manipulation and financial fraud.
Chapter 5 by Jonathan Batten, Igor Lonc&arski and Peter Szilagyi provides detailed
explanations of various issues in price manipulation and insider trading and describes
detected cases of such misconduct. Chapter 6 by Jonathan Karpoff offers critical
insights into the consequences of financial fraud based on findings from precisely
compiled large-sample evidence.

Part 1l provides analyses of specific contexts and markets. Chapter 7 by Alexis
Stenfors provides insights into the foreign exchange market based on his first-hand
practical experience as well as his research on topic. Chapter 8 by David Twomey
and Andrew Mann examines the cryptocurrency market. Chapter 9 by Ryan Davies
offers a detailed look at the context of closing prices, which are frequently the sub-
ject of manipulation, since closing prices are used in determining various other
things in financial market, such as executive compensation, whether options trade in
or out of the money, and M&A prices and terms. Chapter 10 by Sam Baker provides
insights into market manipulation and financial fraud cases from the experience and
perspective of a financial market trader who has dealing with regulations on a daily
basis for many years.
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Part Il considers different financial market players that engage in market
manipulation and financial fraud. Chapter 11 by Duc Duy Nguyen, Jens Hagen-
dorff and Arman Eshraghi analyses fraud among banks. Chapter 12 by Steven
Dimmock, Joseph Farizo, and William Gerken examines fraud by investment
advisors. Chapter 13 by Johan Sulaeman and Gennaro Bernile discusses how
options backdating is a form of fraud. Stefano Paleari, Andrea Signori and Silvio
Vismara provide an empirical analysis of misconduct in the context of pricing
Initial Public Offerings, in Chapter 14. And in Chapter 15, Joseph McCahery and
Alexander Roode examine the role of financial fraud through financial outsourc-
ing to third parties and provide comprehensive survey evidence of the extent of
the problems.

Part IV covers detection of market manipulation and financial misconduct. Chap-
ter 16 by Mike Aitken, Anne Leduc and Sian Ji describes computer surveillance and
technologies for detecting manipulation, and the computer software that is used by
exchanges and their regulators. Chapter 17 by Ai Deng and Priyank Ghandi explains
econometric and statistical tools to detect financial fraud. Chapter 18 by Professors
Bannier, Ewelt-Knauer, Lips, and Winker provides an empirical review of Benford’s
Law and its application to detecting financial misconduct, with an illustration using
data pertaining to the LIBOR scandal.

Part V provides an overview of financial market regulation relating to manipula-
tion and fraud. Chapter 19 by Anita Indira Anand explains that empirical evidence
around the world is consistent with the view that financial market regulation improves
market efficiency and integrity and provides an in-depth analysis of regulation and
enforcement issues in Canada and the UK. Chapter 20 by Mary Condon reviews
issues surrounding registrant misconduct. Finally, Chapter 21 by Michael Firth, Oli-
ver Rui and Wenfeng Wu provides empirical evidence supporting differential rates
of enforcement depending on potential institutional biases, such as a “home court”
advantage.

The coverage of each area of market manipulation and financial fraud in this
book is summarized in Table 1.1. The range of topics is not completely exhaustive in
this book. In some cases topics were excluded because authors faced confidentiality
restrictions that precluded their publication. Nevertheless, we hope the broad range
of materials in this book better informs and guides financial market participants, regu-
lators, students, and academics alike. Individual cases of misconduct and outright
fraud are reported frequently, whereas price and volume manipulation are so com-
mon that their occurrence is not usually conveyed to the general public. However, it
is important to inform everyone about these practices, not only those directly partici-
pating in financial markets, because prices of final assets have a direct effect on the
well-being of the global economy. We are, therefore, extremely indebted to the world
leading authors that have contributed herein. We expect their analyses will continue
to guide practice and policy for years to come.



Table 1.1 Summary of Coverage in Chapters

This table summarizes the topics in each chapter, and the scope of the chapters in terms of definitions, analyses of causes and/or consequences of fraud and
misconduct, and case analyses or data. Panel A summarizes topics in financial market misconduct, Panel B summarizes topics in fraud. The different types
of misconduct and fraud in the table are explained in detail in the chapters enumerated here.
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