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Specifically, the Stock Watch system continually monitors the price and
volume movements of all NYSE traded stocks. These computers are programmed
with an elaborate set of predeterimined statistical boundaries which are
violated when a stock's price moves up or down at an unusually rapid pace or
when a stock trades at an unusually high volume. The detection of trading
patterns which penetrate these boundaries is not an unusual occurrance; there
are literally thousands of false alarms. (12) Nevertheless, the Stock Watch
Department attempts to investigate all such transactions by following a
procedure designed to eliminate trades which are not based on inside
information. when an unusual price or volume movement is detected in the
stock of some corporation, an immediate check is made to determine whether any
news was released regarding that firm. If this is not the case, then the
company is contacted directly and asked to provide a possible explanation for
the unusual trading activity in its stock. finally, if the company is unable
to provide any answers, brokers are contacted and an effort is made to learn
the identities of the persons or institutions that have traded in the stock.
Furthermore, an attempt is made to determine whether these traders are linked
in any way to company insiders. When it becomes evident that the market
flurries were a consequence of trading based on inside information, the Stock
Watch Department notifies the SEC which then joins in the investigation. This
occurs because the SEC has the power to bring charges against anyone violating
federal insider trading laws, whereas the self-regulated exchanges have
jurisdiction only over their member firms.(13)

The role played by the SEC in detecting trading on inside information is
relatively limited. In addition to a small computer system which is capable
of tracking a couple hundred stocks, the SEC examines the transaction reports

(Form 4's) submitted by registered insiders. the specific procedure followed
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involves an ex post examination of Form 4 Statements in relation to a specific
news event which causes a revaluation of the market price of one or more
stocks. TFor instance, suppose a proposed merger between the two corporations
ABC and XYZ is announced during the month of May. As a result of this
announcement there is a significant appreciation in the price of both firms'
equity securities. The SEC responds to this event by examining all Form 4
Statements submitted by insiders of ABC and XYZ during the months leading up
to the announcement. (The actual number of months examined may vary depending
upon the importance of the news event in question.) If any large purchases
were made by insiders of either firm during the months just prior to the
announcement, then the SEC may charge the insider(s) involved with a 10b-5
violation. Whether or not these charges are filed depends upon whether the
SEC feels its case would hold up in court. This, in turn, depends upon the
volume of the transactions as well as their timing in relation to the
announcement date.

There are several impediments to these detection procedures followed by
the exchanges and the SEC. As one might expect, the SEC detects relatively
few 10b-5 violations. This is due to the limited capability of its computer
system and to the fact that few insiders are foolish enough to commit an
obvious 10b-5 violation and then register the trade with the SEC.

The Stock Watch Department which is credited with the majority of
detections also faces a number of problems. For instance, a person trading on
inside information can easily avoid detection by keeping the volume of his
trade in line with normal volume patterns. This tactic takes advantage of the
fact that the exchange computers are programmed to detect only relatively
large volume trades or those transactions having a marked effect on a

security's price.
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Another strategy which has consistently befuddled investigators involves
executing trades through a Swiss Bank account in order to conceal one's
identity. Since neither the SEC nor the Justice Department has jurisdiction
over foreign institutions, they are prevented from determining the identities
of customers on whose part these institutions are acting. (14) This is true
even if the customers are U.S5. citizens. Thus, according to one source,
"Someone with a Swiss bank account and access to inside information can
usually run roughshod through the financial markets, with little likelihood of
being caught." (15)

Finally, the strategy which many perceive tc be the most widely used and
potentially least risky from a legal standpoint is for insiders to trade
through third parties. For instance, an insider of XYZ Corporation possessing
inside knowledge of an impending merger between XYZ and ABC can contact his
brother-in-law and instruct him to purchase several hundred shares of XYZ
stock on the day preceding the announcement, and to sell those shares
immediately following the adjustment in price. This strateqgy is extremely
effective for two reasons. First, it is unlikely that the trade will be
detected since the volume consists of only several hundred shares.(l16) And
second, even if the transaction is discovered, there is little likelihood of
establishing proof that the trader possessed inside information and based his
trading decision upon such knowledge.

tlow that the procedures and problems associated with detecting 10b-5
violations have been examined, it is necessary to consider what transpires
after a possible violation is detected. Recall the question posed earlier:
"Once a possible violation has been detected, is there a reasonable chance of
obtaining a conviction?" Based upon the SEC's record to date, the answer to

this guestion is most certainly no. Although the maximum penalty for a



