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	Public company executives often are hampered by corporate trading policies and securities regulations when selling company stock. Executives find it difficult to plan sales because when they are aware of material, nonpublic information, they cannot trade in company stock. As company stock often comprises a substantial portion of their net worth, this lack of flexibility is particularly troublesome. Now there is a potential solution to this problem. 

Securities and Exchange Commission (SEC) Rule 10b5-1 offers executives a new opportunity to structure trading programs. The rule permits executives to establish trading plans at a time when they are not aware of material, nonpublic information, under which they can later sell company stock even while aware of material, nonpublic information. A trading plan, properly designed to comply with the requirements of Rule 10b5-1, will permit corporate insiders to sell securities in many situations where they previously might not have been able to, thereby allowing them more opportunities to sell company stock to meet their particular investment objectives.

Benefits

Rule 10b5-1 benefits corporate insiders by providing greater clarity and certainty in planning and structuring company stock transactions. It will make diversification, wealth transfer and liquidity management easier to accomplish. Also, a properly implemented Rule 10b5-1 plan, which is disclosed to the public in an appropriate manner, may reduce the negative implications of insider stock sales as perceived by market participants. This may reduce volatility caused by market misinterpretation of insider sales.

Plan Requirements

To comply with Rule 10b5-1, the plan must 

1. Be established in good faith by an executive at a time when he or she is not aware of material, nonpublic information.

2. Provide clear instructions or a written formula for determining the number of shares, price (market or limit) and date on which the securities are to be purchased or sold.

3. Not permit the individual to exercise any subsequent influence over how, when or whether to effect purchases or sales. In short, the rule is designed to permit greater latitude as to the timing of securities transactions as long as the executive was not aware of material, nonpublic information at the time of the trading decision.

If an executive becomes aware of such information after establishing a plan, the previous instructions nonetheless may be followed. For example, assume an insider adopted a plan on January 15, 2001, that dictates a sale of 25,000 shares on March 1, 2001. In late February, the individual realizes that the company is not on track to meet the consensus estimates for the current quarter. Rule 10b5-1 provides an affirmative defense against allegations of insider trading with respect to the March 1 trade made pursuant to the plan.

Establishing a Plan

The complexity of these plans may vary from a simple one-page trading instruction to a complex formula administered by a trust company or other third party. Nonetheless, even the simplest plan must include information regarding the date, price and amount of shares to be transacted. For example, an individual may wish to establish a plan which simply states: "Sell 10,000 shares on February 15, 2000, at no lower than $45 per share." Alternatively, an executive who would like to exercise stock options and sell the underlying shares could employ a detailed formula or algorithm for determining a specified percentage of vested options to be exercised or sold at or above a specified price. Such a formula could tie option exercises and stock sales to certain scheduled major expenditures (such as college tuition payments), and link the amount of the trade to the cost of the particular expenditure. Executives should consult with experienced investment professionals and competent legal counsel to formulate a plan tailored to their particular needs.

Modification and Termination Of a Plan

Once instituted, a plan may be amended or modified, but only at a time when the executive is not aware of material, nonpublic information. In addition, the SEC has stated informally that Rule 10b5-1 trading plans may be terminated at any time, even when an executive is aware of material, nonpublic information. In providing this guidance, however, the SEC cautioned that trading plans must be entered into in good faith and not as part of a plan or scheme to evade the insider trading laws. For example, a pattern or practice of repeated plan cancellations may cause an insider to lose the protection afforded by Rule 10b5-1. For that reason, executives should consult with legal counsel before terminating a plan.

A number of other factors must be considered before establishing a plan to ensure compliance with the federal securities laws and corporate insider trading policies. For example, executives should consider whether a plan should include a provision that automatically terminates the trading program upon the occurrence of certain events such as a sale of the company, merger announcements and stock repurchase programs.

Compliance with Company Trading Policies and Publicity

Rule 10b5-1 does not relieve executives from their responsibility to comply with their corporate insider trading policies. Indeed, many Rule 10b5-1 trading plans may not comply with existing company policies because they contemplate trading during periods when executives are presumed to be aware of material, nonpublic information. Executives should therefore seek prior approval from company counsel before instituting a plan. Furthermore, although Rule 10b5-1 does not require disclosure of these trading plans, companies may wish to disclose the existence of plans (though not necessarily the specific details of the plan) through press releases. In so doing, the company will have an opportunity to put their executives’ trading activities in the proper context.

Other Considerations

Executives who establish Rule 10b5-1 plans are still subject to other regulatory requirements and trading restrictions. For example, corporate insiders are required to file Forms 4 and 144, and other reports under the securities laws. Rule 10b5-1 was only recently adopted and therefore a degree of caution is warranted when adopting a plan designed to comply with the rule. We recommend that executives consult with experienced investment professionals and legal counsel before doing so.


