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This paper examines the hypothesis that hedge fund managers gain an informational ad- 

vantage in securities trading through their connections with lobbyists. Using data sets on 

the long-equity holdings and lobbyist connections of hedge funds from 1999 through 2012, 

we show that hedge funds outperform passive benchmarks by 56–93 basis points per 

month on their political holdings when they are connected to lobbyists. Furthermore, the 

political outperformance of connected funds decreased significantly after the Stop Trading 

on Congressional Knowledge (STOCK) Act became effective. Our study provides evidence 

on the transmission of political information in financial markets and on the value of such 

information to financial market participants. 
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1. Introduction 

Governments play an increasingly prominent role 

in influencing firms and stock prices. According to a 

Duke University/ CFO Magazine Business Outlook Survey 

in 2013, federal government policies rank second only 

to consumer demand among the top three external con- 

cerns corporations face. The profound effects of political 

decisions on corporate performance and stock prices are 

evidenced by recent government policies and actions such 

as the bailouts of AIG and Bear Stearns, the Dodd-Frank 

Wall Street Reform and Consumer Protection Act, and the 

Affordable Care Act. As a result, information regarding 

political decisions is of considerable interest to financial 

market participants. Yet, little is known about the dissem- 

ination and incorporation of political information or its 

value to financial market participants. In this paper, we 
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Fig. 1. Abnormal trading volume and returns of USG Corp. surrounding the public announcement of legislative news in November 2005. This figure plots 

the trading activity and abnormal returns of USG Corp. surrounding the public announcement of a bailout bill for companies facing asbestos litigation by 

the Senate Majority Leader on November 16, 2005 (Day 0). We track the abnormal trading volume and stock returns from the five days before through five 

days after the public announcement. The bars (left axis) plot the ratio of daily dollar volume during the event window to the median dollar volume in the 

one-year period before the event. The marked line (right axis) plots the cumulative market-adjusted return of the stock during the event window. 

test the hypothesis that hedge fund managers obtain and 

trade on political information through their connections 

with lobbyists. 

Lobbyists have access to political information because 

they routinely exchange information with legislators and 

many are themselves former legislators. A Wall Street 

Journal (2006) article reports that hedge funds find Wash- 

ington to be a “gold mine of market-moving information.”

By hiring lobbyists, hedge fund managers can gain access 

to information about ongoing or impending government 

actions. As an example, consider the case of USG Corp., 

a building-material company facing an estimated $5.5 

billion in lawsuits for asbestos-related injuries according 

to its 2004 annual report. On November 15, 2005, the 

company’s stock was traded at 200% of its normal trading 

volume and delivered an abnormal return of almost 5% 

(see Fig. 1 ), yet no company-specific news was released 

on that day. On the following day, the Senate Majority 

Leader announced a plan to create a $140 billion bailout 

fund to relieve companies such as USG Corp. of their 

asbestos liabilities. It appears that the market reacted 

before the public announcement, which led the financial 

press to speculate that some investors traded ahead of 

the news, guided by consultants on “political intelligence”

( Business Week, 2005 ). 

The practice of lobbyists passing on material nonpub- 

lic political information obtained from within Congress 

to hedge funds has raised concerns among regulators, 

because it can compromise the integrity of the political 

process. The fact that members and employees of Congress 

were able to use confidential information acquired as a re- 

sult of holding public office for personal gain could under- 

mine the public trust placed in them; more disturbing is 

the possibility that it may lead to legislative decisions that 

would maximize private gain to lawmakers rather than 

serve the public interest (e.g., by increasing the demand for 

and the value of the information that lawmakers possess). 

Before 2012, trading by hedge funds on private political 

information obtained from within Congress did not violate 

insider trading laws because, first, neither the tippers 

(members of Congress and their staffers) nor the tippees 

(hedge funds) owed fiduciary duties to the issuers of the 

securities in which the hedge funds trade, and second, it 

was commonly believed that the tippers did not owe a 

duty of trust and confidence to the source of information 

(e.g., Jerke, 2010 ). The Stop Trading on Congressional 

Knowledge (STOCK) Act, signed into law in April 2012, 

imposes a duty of trust and confidence on government 

officials, thus exposing hedge funds that trade on private 

political information to potential insider trading liability. 

Nevertheless, the opaque nature of the political intelli- 

gence industry and enforcement challenges associated with 

the law have sparked an ongoing debate about whether it 

is necessary to institute a new law to specifically govern 

the transfer of political information in financial markets. 

Our research provides evidence on how hedge funds 

benefit from access to political information. We make use 

of a large data set on long-equity holdings of hedge funds 

from 1999 through 2012 as well as a database of fed- 

eral lobbying expenditures in the U.S. to identify poten- 

tial information transfers from lobbyists to hedge funds. If 

hedge funds gain an informational advantage through their 
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