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Not Only for Mathematicians:
The Application of the Probability/Magnitude Test in
Insider Trading Prohibitions and Disclosure
Obligations

Ido Baum, Dov Solomon

Information about unfolding corporate events is particularly important to
investors. Israeli securities regulation mandates the disclosure of material information
regarding future events to investors and states that insiders who hold material
nonpublic information are subject to insider trading prohibitions. Against this
backdrop, courts are often asked to determine the timing at which information about
an uncertain future event becomes material information. In the case law of the
Economic Division of the Tel Aviv District Court in the first decade since its
inception, and the decisions of the Supreme Court on appeals from the Economic
Division, there is a clear tendency to adopt the “probability/magnitude test” as the
central test for determining the materiality of information regarding unfolding events.
However, even after a decade of decisions, the case law is indeterminate and lacks
uniformity. The Supreme Court adopted the probability/magnitude test for
determining the materiality of information in criminal insider trading violations but
applied a very low probability threshold. In fact, it may have discarded the probability
requirement altogether. Discussing the Economic Division's rulings in mandatory
disclosure cases, the Supreme Court also made favorable comments, in obiter dicta,
regarding the adoption of the probability/magnitude test in these situations. However,
in contrast to insider trading prohibitions, the case law of the Economic Division
suggests that the probability threshold for materiality in disclosure obligations should
be especially high.

This article analyzes the development of the case law, identifies the vagueness in
the rulings and the reasons for this result. Given the differential application of the
probability/magnitude test, this article further discusses the implications of the current
structure of the test on the enforcement of insider trading prohibitions, the information
disclosed to investors, and the incentives of corporate officers.
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