The Risks and Consequences of
Insider Trading

Insider trading is a serious crime that can have severe consequences for both
individuals and the financial markets.

@ by Aanchal Aggarwal
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What is Insider Trading?

Insider trading occurs when an individual uses confidential,
non-public information to buy or sell securities, giving them an
unfair advantage over other investors. This information can be
anything from a company's upcoming earnings report to a
pending merger or acquisition.

The key element is that the information is not publicly available
and gives the insider an unfair advantage. It creates an uneven

playing field and undermines the principles of fair and

transparent markets.
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The Legal Definition and Regulations

1 SECRule10b-5

The Securities and Exchange
Commission (SEC) regulates insider
trading through Rule 10b-5, which
prohibits the use of material non-
public information to trade
securities.

Insider Trading Sanctions
Actof1984

This act significantly increased
penalties for insider trading
violations, making it a more serious
offense.

Sarbanes-Oxley Act of 2002

The Sarbanes-Oxley Act aimed to
improve corporate governance and
accountability, which indirectly
helps in preventing insider trading.
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Examples of Insider Trading

Cases

ke

Martha Stewart

Stewart was convicted of insider
trading in 2004 after selling ImClone
stock based on confidential
information about a failed drug trial.

&3

Galleon Group

In 2011, several employees of
Galleon Group were convicted of
insider trading, highlighting the risks
of engaging in such activities.

e

Raj Rajaratnam

Rajaratnam, a hedge fund manager,
was convicted of insider trading in

2011, making it one of the largest
insider trading cases in history.
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How Insider Trading Undermines Market Integrity

Erosion of Trust

1 Insider trading erodes public confidence in the fairness and integrity of the financial markets.

Unfair Advantage

2 It creates an unfair advantage for those with access to confidential information, leading to a distorted market.

Reduced Investment

3 Investors may be hesitant to invest in markets where insider trading is prevalent, impacting liquidity and overall
growth.

Market Manipulation

4 Insider trading can be used to manipulate market prices, further impacting the integrity of the markets.
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Penalties and Punishments for Insider Trading

Civil Penalties
1 The SEC can impose civil penalties, including fines and disgorgement of profits.
Criminal Penalties
2 Insider trading can lead to criminal charges, including jail time and
substantial fines.
Reputational Damage
3 Individuals involved in insider trading face significant

reputational damage, impacting their careers and personal
lives.
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Detecting and Prosecuting Insider Trading Violations

Data Analysis

The SEC and other
agencies use sophisticated
data analysis techniques to
identify suspicious trading

patterns.

2

Whistleblower
Programs

Whistleblower programs
encourage individuals to
report insider trading
activities in exchange for
rewards.

3

Surveillance and
Monitoring

Surveillance and
monitoring of
communications and
transactions are essential
in detecting insider
trading.

4

Legal Action

After investigation, legal
action is taken against
individuals and firms
found guilty of insider
trading violations.
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Promoting Transparency and Investor Confidence

Disclosure Requirements

1
Strengthening disclosure requirements for publicly traded companies is essential to prevent insider trading.
Investor Education
2 Educating investors about insider trading and its consequences can help them avoid falling
victim to it.
International Cooperation
3 Collaboration among regulatory agencies worldwide is vital to combat cross-
border insider trading.
Ethical Conduct
4

Promoting ethical conduct within the financial industry is
critical to fostering a culture of transparency and integrity.
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