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Insider Trading: Manager Series

Insider Trading

Buying or selling stock in a publicly owned company on the basis of material, non-public information---
information that affects the value of a stock but has not been made public---is a crime.

Technically, it’s a violation of Rule 10b-5 of the Securities and Exchange Commission. More commonly,
it's known as illegal insider trading. It's considered a form of fraud.

Pullguote: “lllegal insider trading is a form of fraud.”



Insider Trading: Three scenarios

Consider these three scenarios concerning the fictitious Acme Widget Supply Company, a publicly traded
corporation.

Scenario 1: At a barbeque, your brother-in-law---an executive with Acme---tells you (with a wink
and a nod) that things are looking up for the company, and that it might be a very good time to
invest in Acme.

Scenario 2: You're eating lunch in a restaurant when you overhear a conversation between two
executives of Acme Corporation. You realize Acme’s stock is going to skyrocket as soon as the
public learns what you just heard.

Scenario 3: Acme is a supplier for your company---one you work with regularly. Your Acme
contact tells you that his company is about to announce some great breakthrough that’s going to
change the world.

Are you free to buy or sell Acme stock based on what you just learned? Maybe, maybe not. Depending
on a number of factors, if you buy or sell Acme stock based on what you just learned, you could make a
fortune, or you could wind up in prison.

Pull quote: “If you buy stock based on inside information, you could wind up in prison.”



Insider Trading: Case Study
Remember the story of Martha Stewart’s friend Sam Waksal?

He was CEO of ImClone, a pharmaceutical company developing a new cancer drug. The drug showed
great promise, said Waksal, and he was so convincing that investors poured billions into ImClone’s stock,
raising its value from less than $10 to just over $70 a share. What Waksal didn’t bother to tell investors
was that clinical tests of the drug, Erbitux, weren’t going as well as hoped. They weren’t yielding the sort
of results required for FDA approval. And he didn’t mention that he, along with other ImClone executives,
were selling off their shares of ImClone---a company with no products, no profits, and---without Erbitux---
no great prospects.

One day, Waksal got a tip: federal regulators were going to reject ImClone’s application to market Erbitux.
He expected that would happen, and he knew that---once the public learned of the rejection---ImClone’s
stock would take a big hit.

Waksal warned his daughter and his father, and they sold nearly $10 million worth of ImClone stock that
day. Waksal tried to rid himself of another $5 million worth of ImClone stock, but he couldn’t find a broker
willing to accommodate him.

Two days later, the value of ImClone’s stock dropped nearly 20% when the public learned that the FDA
application for Erbitux had been rejected. However, Waksal told investors that all ImClone needed to do
was to provide the FDA with some additional documentation about the clinical trials. Word began to
spread that Waksal had been lying to investors, and then both Congress and the Securities and
Exchange Commission announced investigations. The value of ImClone’s stock dropped to less than $20
a share after the investigations were announced.

Waksal was charged with illegal insider trading and several other crimes. He pleaded guilty, and was
sentenced to seven years in jail and fined over $4 million.

Pullguote: “Once the public learned of the rejection, ImClone’s stock would take a bit hit.”



Who is an Insider?

Insider trading violations are committed by insiders---people who have material, non-public information
about a company.

Insiders include the company’s executives, its directors, and those who own more than 10% of the
company’s stock, and there are special rules that govern trading by these insiders. For instance, there are
restrictions on when these insiders can trade in their company’s stock. They have to report their trades to
the Securities and Exchange Commission (SEC), and the SEC makes those reports public. These inside
trades are routinely tracked by investors.

Company lawyers, financial analysts, top sales people, and employees involved in investor relations and
public relations are also considered insiders because they have routine access to inside information.
There are also temporary insiders, people who don’t generally have access to inside information, but who
become privy to such information in the course of their work. Almost any employee of a company can
become a temporary insider.

Suppose a secretary, or a mailroom clerk, or a truck driver learns that researchers at your company have
made some astounding breakthrough that’s likely to have a big affect on the price of your company’s
stock. Until that information is made available to the public, these people are considered insiders.

If they buy shares of your company’s stock based on what they’ve just learned, they will break the law. If
they advise friends and relatives about the breakthrough, and those friends or family members buy stock
on the basis of the information, the responsible employee may be liable for “tipping”---which is also
considered illegal conduct by insiders.

Pullquote: “Temporary insiders are people who learn material information about a company that has not
been released to the public.”



What is Inside Information?

Material, nonpublic information---commonly called inside information---is information that could affect the
value of a company’s stock, but has not been disclosed to the public. This may be information about your
company, or about a supplier, customer, or business partner.
Examples include:

I aplanned acquisition or merger

I financial information, like earnings estimates, increases or declines in sales, or liquidity problems

I significant expansion or curtailment of operations

I agovernment investigation against the company---or a settlement that ends an investigation

I changes in key management personnel

I asignificant lawsuit---or plans to settle a lawsuit
If you have this kind of information, you can’t buy because you think a stock will do well or sell because
it's about to go down. The laws cover options, short sales---you name it. If you have access to inside
information, you need to be careful---even innocent trading can look suspicious after a sudden price

movement. Insider trading laws apply to buying, selling, options, short sales---almost every equity
transaction.

Since almost anyone can have inside information, the insider trading laws apply to everyone, not just
high-level executives. The SEC routinely reviews trading patterns just before and after big
announcements. If there’s a suspicious trade, it's pretty easy to find out who's behind it---and whether or
not they had access to inside information.

Pullquote: “The SEC routinely reviews trading patterns just before and after big annoucements.”



Trading on Inside Information

If you have inside information, you are not permitted to buy or sell the company's stock in your name or
the name of a family member or friend---or anyone else.

Before trading, ask yourself these questions:

I Is this trade covered under your company's trading policy? Check the policy, and where
necessary, talk with Company legal counsel,

I Do you have "hot" news about the company (good or bad) that could affect the stock price once
the information is announced? If you do, you may not trade.

I Has there been an official public announcement that has been reported in the major investment
media and digested by the market? If not, you may not trade!

I Has someone given you a "hot tip" that you have reason to believe is inside information? If so,
don't use it.

I Are you unsure whether important company news might be inside information? Don't use it or
share it---you could be setting yourself, your family, your friends, and your company up for
disaster.

Whenever you trade in your company's securities, you run the risk that hindsight analysis will find that you
had "inside information" not available to the public. Follow your company's securities trading policy and
seek advice from legal counsel if you have questions.

Pullquote: “Do you have news about the company that could affect the stock price?”



Tipping
"Tipping" someone else about inside information is a serious violation of the insider trading laws.

If you have inside information, it is against the law to give another person a stock tip. If that person trades,
both of you will be liable for securities law violations---even if you didn't trade.

If someone asks you for inside information, you should refuse to give it to them and discuss the request
with Company legal counsel.

Pullquote: “Both of you will be liable for securities law violations.”



Public Disclosure

Public disclosure can be a press release, a public filing with a regulator, or publication in a newspaper. But it
isn't necessarily all right to trade the minute the press release has been sent. Always wait until information
has been digested by the market before trading on the basis of that information.

One insider thought he was being smart by trading 20 minutes after his company disclosed key
information in a press release. The court held that the press release was just a first step toward public
dissemination. According to the court, the individual should have waited until the news would "reasonably
have been expected to appear over the media of widest circulation, the Dow Jones broad tape."

Play it safe: Before trading, wait until the information is made public and digested by the market--and
always follow your company's "trading window" or similar policy.

Pullquote: “Always wait until information has been digested by the market.”



Regulation FD B Fair Disclosure

In 2000, the Securities and Exchange Commission adopted Regulation FD to address the selective
disclosure of information by publicly-traded companies---meaning the disclosure of material, non-public
information to just a small number of entities or individuals, rather than the public at large.

The intention is to promote full and fair disclosure of information related to publicly-traded companies and
to strengthen the existing prohibitions against insider trading.

Under Regulation FD, when a publicly-traded company discloses material non-public information to one
entity or individual (say, a stock analyst), it also must publicly disclose that information. Regulation FD
and related rules are intended to address three issues:

I the selective disclosure by issuers (i.e. publicly-traded companies that issue stock) of material
nonpublic information

I when insider trading liability arises in connection with a trader's "use" or "knowing possession" of
material nonpublic information

I when the breach of a family or other non-business relationship may give rise to liability under the
misappropriation theory of insider trading.

The timing of the public disclosure depends on whether the selective disclosure happened intentionally or
unintentionally. If the information is intentionally disclosed, the public disclosure must happen at the same
time. If the information was unintentionally disclosed, the public disclosure must happen “promptly.”

Pullquote: “The law requires full and fair disclosure of information about publicly-traded companies.”
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When Is Insider Trading Legal?

Is insider trading always illegal? No, it's not. Otherwise, officers and directors of a company would be
permanently prohibited from buying or selling company stock.

However, if an officer or director wants to buy or sell stock, they must comply with certain requirements.
Suppose Bill Gates wants to buy or sell shares of Microsoft. He's certainly allowed to do that, but---as an
officer of the company---he has to follow certain rules. For instance, he has to report his trades to the
Securities and Exchange Commission (SEC) within two days, knowing that the SEC will make the trade
public. Such requirements diminish the ability of company officers to profit from inside information about
their company.

Also, as Chairman of Microsoft, Bill Gates is not allowed to earn what are called short-swing profits by
trading in his company’s stock. In any six-month period, he can’t buy and then sell---or sell and then buy--
-Microsoft stock and earn a profit from the two transactions. These restrictions apply to any publicly
traded company’s directors, officers, or stockholders owning more than 10% of the company’s shares.

There are additional circumstances in which it is not necessarily illegal to trade on the basis of inside
information.

Let's suppose you're having lunch in a restaurant. Seated in the booth next to you are some executives of
a publicly-traded biotech company, and they’re talking business. You listen to their conversation, and you
learn that they’ve just discovered an inexpensive cure for the common cold. You realize the value of the
company’s stock is going to rise when the public learns what you just learned. Are you an insider? Can
you buy as much of the company’s stock as you can afford? Can you advise your friends and relatives to
buy the company’s stock?

The answer is yes, you can, even though you’re in possession of material, non-public information. Why?
Because you have no fiduciary duty to the company or its shareholders. That is, you’re under no
obligation to act in the company’s, or its shareholders’, best interests.

But what if the executives in the next booth aren’t discussing a cure for the common cold but are instead
talking about buying another publicly-traded company? You figure the value of that company’s stock is
going to rise when news gets out. Can you go buy shares of that company’s stock? No, you can’t,
because of the SEC rule that prohibits trading on the basis of inside information about pending tender
offers. (A tender offer is when one company attempts to take over another by offering to buy shares of the
target company’s stock.)

Pullguote: “The SEC prohibits anyone from trading on the basis of inside information about pending
tender offers.”
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Insider Trad ing: Regulatory Background

lllegal insider trading is a form of fraud---of defrauding people by lying to them, or by concealing the truth
from them.

This type of insider trading was all too prevalent before the stock market crash of 1929, when many stock
brokers employed fraudulent techniques. At the time, the stock market was not regulated by the federal
government.

That regulation began with the Securities Act of 1933 (also known as the Truth in Securities Act), which
required that stocks (or “securities”) offered to the public first be registered with the Federal Trade
Commission. To register a security, a company had to submit a prospectus, a document that detailed
significant (or “material”) information that investors needed so they could make informed decisions. The
1933 act also made it a crime for issuers (the companies issuing the stocks) to employ “deceit,
misrepresentations, and other fraud in the sale of securities.”

The Securities Act regulated only what companies did before the original issue of securities. It did not
regulate others (e.g., brokers, dealers, and exchanges) involved in trading and selling securities, and it
did not regulate what companies did after the original issue. That regulation came with the Securities
Exchange Act of 1934, the act that created the SEC---the federal agency primarily responsible for
regulating the securities industry.

Pullguote: “It's a crime to employ deceit, misrepresentations, and other fraud in the sale of securities.”
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The Securities and Exchange Commission

The Securities and Exchange Commission enforces the 1933 and 1934 securities acts, as well as other
federal laws regarding securities, such as the Sarbanes-Oxley Act of 2002. The agency has great powers
to fulfill its mission “to protect investors, maintain fair, orderly, and efficient markets, and facilitate capital
formation.” Just ask Sam Waksal, Dennis Levine, Ivan Boesky, Michael Milken, or anyone else who'’s
come under its scrutiny, including Jeffrey Skilling, Martha Stewart, and Larry Ellison.

In 1985, the SEC began investigating an illegal insider trading scheme and discovered that Dennis
Levine, the managing director of investment banking firm Drexel Burnham Lambert, was involved. U.S.
Attorney Rudy Giuliani had Levine arrested. Faced with a lengthy sentence in federal prison, Levine
decided to cooperate with federal prosecutors. He described his dealings with investment banker Ivan
Boesky, who had earned hundreds of millions of dollars buying and selling securities based on inside
information. Like Levine, Boesky agreed to cooperate with prosecutors to minimize the time he would
have to spend in prison and the fines he would have to pay. That led investigators to Michael Milken,
head of Drexel Burnham Lambert’s junk bond division.

The result? Levine was sentenced to two years in prison and fined over $300,000; Boesky was sentenced
to three years in prison and fined $100 million; in a plea bargain, the most serious charges against Milken
(for insider trading) were dropped, but he was sentenced to ten years in prison and fined $600 million for
securities fraud and other crimes. Both Boesky and Milken were banned from participating in the
securities industry ever again. Despite that, in 1998, Milken (who spent less than two years in prison) was
fined $47 million for providing advice in several business transactions.

Pullguote: “Ten years in prison, $600 million in fines.”
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SEC Rules and Regulations

The SEC has authority to set and enforce rules to ensure public confidence in the stock market. Rules
concerning insider trading are listed in the following table.

Rule 10b5-1 | According to this rule, a person engages in illegal insider trading when that person is
“aware” of material nonpublic information when buying or selling stock in a publicly
traded company.

Rule 10b5-2 | This rule addresses the issue of tipping, which occurs when an insider provides material
nonpublic information to a friend or relative. If the person who receives the tip knew, or
should have known, that the information was confidential, then that person is prohibited
from buying or selling stock on the basis of that information.

Rule 14e-3 This rule prohibits insiders from revealing confidential information about tender offers.

Rule 16b This rule prohibits short-swing profits (profits realized in any period less than six months)
by corporate insiders in their own corporation's stock.

Regulation In the past, companies often shared inside information with some investors, but not

FD others. In 2000, the SEC adopted this regulation that requires inside information to be

made public whenever it is shared with any investor.
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Laws Related to Insider Trading

The Interstate Commerce Clause of the Constitution gives the federal government the authority to
regulate the stock market. The table below lists federal laws concerning insider trading.

Securities A response to the stock market crash of 1929, the act requires companies to disclose
Act of 1933 material information to the public prior to the initial sale of securities.

Securi ties This act created the SEC. It requires those with inside information to either abstain from
Exchange trading on the basis of that information, or first disclose the information to the public.
Act of 1934

Investment This act requires investment firms to disclose their financial condition and investment
Company policies to investors when stock is initially sold and, subsequently, on a regular basis.
Act of 1940

Investment Requires investment advisors to register with the SEC and conform to regulations
Advisers Act | designed to protect investors.

of 1940

Insider Gives the SEC the authority to ask the courts to impose civil penalties on those who pass
Trading material non-public information to third parties.

Sanctions

Act of 1984

Insider Increased the penalties for illegal insider trading from $100,000 to $1,000,000, and from
Trading and five years in prison to ten. The law also has a bounty provision, by which a person who
Securities provides information leading to a conviction for insider trading receives 10% of the
Fraud penalties charged for the violation.

Enforcement

Act of 1988

Sarbanes - Passed in the wake of the Enron and WorldCom scandals, this law makes a number of
Oxley Act of changes to the Securities Exchange Act of 1934. It also requires corporate officers to
2002 certify financial information provided to the SEC.
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Insider Trading Penalties

Trading on inside information that is not yet available to the public is illegal because it damages those on
the other side of your transactions---for instance, those who buy what you sell, or sell what you buy
without knowing what you do---and also because it damages investor confidence. People are less willing
to invest if the market seems to be rigged to benefit a small group of people.

The SEC aggressively pursues insider trading---even in "small" cases.

For example, one defendant was prosecuted for using inside information to avoid a $5,468.00 loss. The
criminal penalties for an individual are severe, even for first-time offenders---up to 20 years in federal
prison for a single violation. And the government typically charges individuals with multiple felonies,
indicting violators on not only securities fraud, but also mail and wire fraud. On top of jail time, there are
huge civil penalties.

A violator may be ordered to pay three times his gains or the avoided losses. And the SEC has
established financial "bounties"---rewards tied to the size of the civil penalty imposed-to encourage
individuals to report others who have traded on the basis of inside information.
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Landmark Cases
Certain landmark cases have shaped the legal approach to insider trading violations.

In 1966, in SEC v. Texas Gulf Sulphur Co., the SEC brought a case against a mining company that found
valuable mineral deposits at a site in Ontario, Canada and set about purchasing the land. To pay the
lowest price for the land, the company kept the find secret. But company executives, well aware that the
company’s stock value would rise significantly (it tripled) after the find was announced, bought shares of
stock for themselves and advised others to do so, despite the SEC’s “abstain or disclose” rule, which
requires insiders to either disclose material information to the public or to abstain from trading on that

information.

One of the company’s directors bought 3,000 shares of the company’s stock just two hours after the
press conference in which the find was announced. The court ruled that the director had acted too
quickly---he didn’t give the public enough time to absorb the information about the find, even though he
traded after the find was announced. The court also ruled that the prohibition on insider trading applied to
anyone in possession of inside information, to corporate insiders as well as outsiders.

While the SEC sets and enforces the rules on insider trading, federal courts can---in some cases---either
change those rules or set their own, and this has happened on a number of occasions. (In the 1980s, the
U.S. Supreme Court narrowed the scope of the “abstain or disclose” rule.)

In the case of Chiarella v. United States, the Supreme Court overturned the conviction of Vincent
Chiarella on charges of insider trading. Chiarella worked for a printer in New York City that printed
announcements of tender offers. In a little over one year, he made some $30,000 by buying stock based
on what he learned from his work on those announcements. The SEC charged him with violating Rule
10b-5; he was convicted and sentenced to a year in jail. The court decided that Chiarella had not violated
the rule. It said that a duty to disclose inside information, “does not arise from the mere possession of
nonpublic market information.” After that, the SEC adopted Rule 14e, which makes it a crime for anyone
with inside information about a tender offer to trade on the basis of that information.

Three years later, came the case of Dirks v. SEC. Raymond Dirks was a securities analyst who began
investigating fraud at Equity Funding of America after he got a tip from a former executive of the
company. After discovering massive fraud at the insurance company, he notified the SEC of his findings.
But he also notified some of his clients, and they sold their stock in the company before the fraud became
public. (Dirks had also notified the Wall Street Journal of the fraud, but the paper didn’t publish a story
about it, despite Dirks’ urging that it do so.) The SEC censured Dirks for notifying his clients about the
fraud, but the Supreme Court ruled that Dirks had not violated Rule 10b-5 because the former executive
who gave Dirks the tip that lead to the investigation had no fiduciary duty to the insurance company. The
court ruled that, “A duty to disclose or abstain does not arise from the mere possession of nonpublic
market information. Such a duty arises rather from the existence of a fiduciary relationship.”

In 1997, the Supreme Court issued its ruling in the case of United States v. OOHaganO’Hagan was an
attorney at a law firm. He knew that one of his firm’s clients was considering making a tender offer for
Pillsbury Company. Based on that knowledge, O’Hagan earned over $4 million by buying and then selling
options for Pillsbury’s stock. The SEC charged O’Hagan with violating Rule 10b-5 and Rule 14e, and he
was convicted and sentenced to prison, but then his conviction was overturned by another court, which
ruled that O’Hagan could not be held liable under something called the misappropriation theory. The
Supreme Court disagreed: O’Hagan had engaged in illegal insider trading by misappropriating inside
information entrusted to his law firm.
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Summary
Let’s consider the three scenarios presented at the beginning of this article.

Scenario 1: At a barbeque, your brother-in-law---an executive with Acme---tells you (with a wink and a
nod) that things are looking up for the company, and that it might be a very good time to invest in Acme.

Are you free to buy shares of AcmeOs stock based on his advice? Possibly. Your brother-in-law didn’t
actually share any material information with you---he just gave you a vague recommendation to buy.
However, if he is making his recommendation on the basis of inside information, he could be liable for
“tipping” you to buy. Unless you are certain that his recommendation is based on information that is
already available to the public, you probably shouldn’t follow his advice---unless you want to become
involved in an insider trading investigation.

Scenario 2: You're eating lunch in a restaurant when you overhear a conversation between two
executives of Acme Corporation. You realize Acme’s stock is going to skyrocket as soon as the public
learns what you just heard.

Are you free to buy shares of AcmeOs stock based on what youOve heard?  Perhaps. If you learn
inside information because you overheard a conversation between two insiders, you are not prohibited by
law from buying or selling stock based on what you’ve heard. However, there are several exceptions. For
instance, it would be against the law to buy or sell stock if you learn inside information about a tender
offer---for instance, a proposed acquisition or merger. For this reason, it's important to be very careful any
time you make a trade based on what you believe to be inside information.

Scenario 3: Acme is a supplier for your company---one you work with regularly. Your Acme contact tells
you that his company is about to announce some great breakthrough that’s going to change the world.

Are you free to buy shares of AcmeOs stock based on your friendOs recommendation? In the third
scenario, you get a tip from a supplier. If you buy shares in Acme based on that tip, you could be charged
with illegal insider trading. Even though you have no fiduciary duty to Acme or its shareholders, you
should have known that the information you received was confidential. What could happen to you? You
could wind up in federal prison for ten years, and you could be fined $1 million, or three times whatever
you earned or avoided losing by trading on inside information. Your Acme contact could also be
prosecuted for tipping you.
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Glossary

Disclose or Ab stain ---The SEC’s golden rule says those in possession of inside information must either
disclose the information to the public, or refrain from trading.

Fiduciary Duty ---A responsibility to act in the best interests of another---your employer, your clients, or
your firm’s shareholders.

Fraud ---The use of deceit to deprive another of something of value.

Inside Information ---Information that could affect the value of a company’s stock, but which has not
been publicly disclosed.

Insider ---One who, because of a fiduciary duty or confidential relationship, has access to non-public
material information about a publicly traded company.

Insider Trading ---Occurs when an insider buys or sells a company’s stock.

Issuer — a publicly traded company, one that raises money by issuing its own stock.

Misappropriation Theory ---A person may not trade in securities for personal profit using confidential
information misappropriated in breach of a fiduciary duty to the source of the information.

Short -Swing Profits ---Profits an insider makes by buying and selling shares in his or her company’s
stock in any six-month period.

Tender Offer ---An attempt to take over a company by offering to buy shares of the company’s stock.

Tipping ---Providing inside information to others.
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