| You
overhear a CEO
discuss a takeover
his company will
launch. You act
on the tip and
make a killing.

By Andrew Feinberg
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be gleeful. Their delight in her fall from grace

HEN DOMESTIC DIVA Martha Stewart goes
on trial in January to face a variety of charges
stemming from her alleged insider trading of

ImClone Systems stock, many Americans will

schadenfrende with a vengeance and a doily—is nearly palpable. And their

curiosity (just how would she decorate a prison cell anyway?) is intense.

But seeing her in cthe dock could
make some investors edgy. They may
worry about the legitimacy of the
profits they've earned off stock tips
they've received over the years and
wonder, “Could the government
have chosen me as a targer instead of
Marcha Stewart?” When, exactly, do
a few words from a colleague, a rela-
tive, a poker buddy or a broker be-
come the stuff of insider trading?

Insider-trading laws are filled
with gray areas. "My students love
when I ralk abour insider trading
because they find it glamorous and
because some of the examples are
so counterintuitive,” says Theresa
Gabaldon, a professor at George
Washington Universicy Law School.

“If you steal information from your

employer, for instance, you're in
trouble. Bur a cac burglar can trade
on any information he steals.” Thart's
because, under securities laws, a
burglar doesn’t have any duty to the
vicrims of his erime. (The break-in
is another matter. And, of course, an
aggressive prosecutor could fry to
bring insider-rrading charges.)

On the other hand, if a friend rells
you ever so casually that chis mighe
be a good week to sell shares of the
company for which he works, you
could face charges if you act on his
advice. It would all depend on the
context, on exactly what was said
and on his position at che company,

Insider-trading laws came into be-
ing after the crash of 1929, Congress
enacted the Securities Act of 1933

and the Securities Exchange Act

of 1934 to curb common abuses of
the era. The 1934 act specifically
addressed insider trading, although
“insiders” were defined narrowly as
corporate officers, directors and own-
ers of at least 10% of a company’s
stock. Later court cases and Securi-
ties and Exchange Commission regu-
lations broadened the definition to
include corporate “outsiders™ and
people who receive illicit tips.

But che line berween legal and il-
legal rrading is still murky. Suppose,
while on a plane, you discover a top-
secret memo thar General Eleceric
CEO Jeffrey Immelt lefe behind de-
scribing an imminent takeover bid
for Amersham PLC. Can you trade
on this information? Absolutely.
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What if you overhear two GE execu-
tives discussing the deal? Again, trade
to your heart's content. Granted, the
SE(: [THt;_“h[ L".l“ you o question your
suspiciously prescient trades. But once
it learns the details
from vou or the lawyer
you may feel compelled
to hire, you will be ex-
onerated, just as Barry
Switzer was.

Switzer led che Uni-
versity of Oklahoma
football team to three
national titles and then
won Super Bowl XXX
as the coach of the Dal-
las Cowboys. While
sunbathing art a track
meert in 1981, he overheard a CEO tell
his wife that he'd just hired Morgan
Stanley to advise him on the sale of a

subsidiary, part of which craded pub-

licly. Switzer called his broker and some

friends, and all bought shares of the

subsidiary. They enjoyed a nice payday.
Switzer was acquitted at his 1984

trial because the conversation he over-

heard was not conducted with “an im-

sroper purpose,” according to the judge
I I : k

who tried the case. Had the CEO in-
stead given an illicic tip to a friend, and

I

had Switzer overheard that, the legal

outcome might have been far different.

CRITICAL TRIGGERS

S THESE EXAMPLES make
clear, it is nor simply the #e of
material, nonpublic informa-

tion that gets you into hot water. You

are guiley of insider trading if you are a

corporate insider who trades on such

information, or if you misappropri-
ate—that is, trade on—information
that rightly belongs to someone else,
such as an issuer of securities. “Misap-
propriation” applies to an investment

banker who trades in advance of a

merger deal, for example, or to a print-

ing-press worker who sells informarion
abour an article he sees ahead of its
publicarion (as happened in a case in-

volving Business Week some years ago)

Guilty or not,
lawyers advise
against your
talking to the SEC
if it calls you about
insider trading.
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Tip recipients—known as tippees—
will often be found guiley, too.
There is another category of guilt
that involves rhe so-called mosaic
theory. If you put together disparate

clues

-say, the appear-

officials from an acquis-
itive rival, or the arrival
of six wingrip-wearing
investment bankers
from Goldman Sachs—
and buy stock in your
employer because it
may s0on receive a
rakeover bid, you will
not be congratulated on
vour cleverness. The
SEC may sue you.

As is often the case, specific facts
determine the ulcimarte outcome. For
example, whar if your brorher-in-law,
a biotechnology researcher, tells you
about a promising new molecule his
company recently discovered. Can you

trade? “The answer depends on the

ance at your company of

conrext,” says Christopher Bebel, a
partner with Shepherd Smith & Bebel,
in Houston. “For instance, is the infor-
martion material? Would it change a
reasonable investor’s opinion of the
stock? If the producr is in a very early
stage of discovery, there is probably no
problem. Burt it also depends on how
closely guarded this information is.”

Or, suppose at a poker game your
buddy, a merger lawyer, lets something
slip about a deal. This is dangerous ter-
ritory because you know he somerimes
has access to material, nonpublic infor-
macion. Your friend is probably guilty
if you trade. But you mighe not be in
legal jeopardy unless. according to the
law, your relationship is such that you
should have known that your friend ex-
pected you not to act on the informa-
tion he disclosed to you. If your friend
says “this is very hush-hush,” you'd be
wise not to rrade.

In fact, the insider-trading laws were
changed three years ago to make prose-

cutions easier. Under the new rules, it's

Walking a FINE LINE

ccording to many defense lawyers | interviewed, I'm not a felon. But
over my 37-year investing career, I've been involved in several cases
that, in retrospect, might have raised insider-trading questions. Two

decades ago, a friend, now deceased, who managed money told me to buy
shares of Blastoff Inc. (the name has been changed to protect everybody). |
had learned to trust his advice, so | asked no questions. | bought at $3 a
share. Two months later, he told me to sell, so | did, at $6. Within six weeks,
the stock took a death dive to a nickel.

Was this illegal insider trading? | can't imagine it wasn’t. Did | know enough
about it to be quilty? Ah, the empty-head defense to the rescue. No head
could possibly have been emptier than mine, although for many months | wor-
ried about getting a call from the SEC.

Much more recently, | thought | had discovered that my bank was defraud-
ing me, So, | wondered, if | researched the issue and learned that the fraud
was widespread, could | short the stock (a bet on falling prices) before writing
about it as a freelance journalist? Legally, yes, although that would certainly
have raised ethics issues (I would have fully disclosed my position). But if |
had been a full-time employee of, say, the Wall Street Journal when | discov-
ered the fraud, and had traded on the information, my sale would be insider
trading. That's because | would have been misappropriating information that
belonged to my employer—not to me. —aA.F.
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GUIDELINES

How to AVOID traps

ollow these rules, and you'll diminish the likelihood of winding up in the
same kind of jam that shredded Martha Stewart's reputation and led to her
resignation as chairman and CEO of Martha Stewart Living Omnimedia.

If someone gives you a tip, ask enough ques-
tions to be sure you're not trading on inside

information.

Don't give someone else inside information-
even your spouse. If a tippee trades on that in-
formation, you're apen to prosecution, even if

you never make a penny.

Think twice before encouraging a family
member to buy or sell stock in your company-
evenif you're just teaching your kid about
investing. Events could unfold in a way that
makes the transaction look suspicious, even

if it is entirely innocent.

Keep up-to-date with your company's trading
policies when you're buying or selling company

stock.

now assumed that an insider has a
“relationship of confidentialiry” wich
close family members, If you show off
knowledge of confidential information
to your 18-year-old daughrer, and she
trades on it, you're both in trouble—if,
that is, she had reason to believe it was
truly inside informarion.

The legal concepe in question here
is “scienter,” doing something witch
fraudulent intent. If you didn’t know
the information was tainted, you're
okay. “The empty-head defense can
work,” says Bebel. “Bur willful blind-
ness is not a defense.” Translation: If
you sell after learning that the CEO
and his relatives were bailing our of a
stock the day before a pivotal Food and
Drug Administration meeting, your
failure to see a connection might not be
perceived as eredible.

But consider an execurive who gers
sloshed at a bar and loudly divulges in-

@ Stewart's trial begins in January.

side informartion. The next day he re-
members nothing of whar he said. But
other bar patrons do, and many trade
profitably on the tip. Well, this was an
accual SEC case. The SEC sued the tip-
pler—er, the tipper—bur left the
rippees alone,

BIG BROTHER WATCHES
ON'T ASSUME you can foal
authorities by flying under
the radar. The SEC periodical-

ly targets small fry precisely ro discour-

age such thinking. Recently, che SEC
brought a case against a man whose
gains roraled all of $500, The SEC and
the exchanges have the power to detect
virtually every move you make,

Several kinds of activities are sure to
arouse the SEC's suspicion. “Buying on
margin, buying options for the first
time, buying stock for the first time or
making a much larger trade than usual

are red flags,” says Paul Berget, associ-
ate direcror of the SEC’s division of en-
forcement. Acting too close to the date
of a major announcement and “doing
anything thar is out of cthe ordinary for
you as an investor are also warning
signs,” adds Nancy Grunberg, a former
SEC enforcement official.

Guilty or not, lawyers advise against
talking to SEC officials if they contact
you about insider trading—instead,
have your lawyer answer their ques-
tions. You may not have all the rele-
vant information at your fingertips,
and if the SEC catches you in a mis-
rake, you could face charges of making
a false statement. In addicion, people
have a tendency to tell stupid lies to
government investigarors. “Youn can
turn a civil case into a criminal one by
lying your burte off,” says Ted Sonde,
another former SEC official.

The case of Marcha Stewart may be
instructive. Stewart, who is accused of
obstruction of justice and securities
fraud in the criminal case ser to begin
in New York City in January, faces only
civil charges of insider trading. The
SEC alleges rhar Stewarr craded on an
“unlawful tip” from her broker that Im-
Clone CEQO Sam Waksal and his daugh-
ter were trying to sell all the ImClone
shares they held ar Merrill Lynch. Such
information, the SEC states, was confi-
dential under Merrill Lynch’s policies,
Stewart denies wrongdoing.

Lawyers say that Stewart’s insider-
trading case will come down to a
question of scienter. Did she énow she
was doing something wrong when she
sold her ImClone stock? If your broker
told you to sell because some of his
“smarrest chients are selling,” you could
probably trade with impunicy. Bur
what if he told you a top executive
with the company was selling? Or the
CEOQ just prior to a key FDA decision?
Such a case has never befote been liti-
gared. It's one of those gray areas. K
~—Reporter: JOAN GOLDWASSER

The authar, Andrew Feinberg, is a colum-
nist for Kiplinger’s Personal Finance.
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