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SEC SIGNALS FORTHCOMING REFORMS TO RULE 10b5-1

Rule 10b5-1 allows company insiders to trade while in
possession of material non-public information (“MNPI”)
so long as it is in accordance with a predefined trading
plan. Recently, SEC Chair Gary Gensler asked his staff to
recommend changes to Rule 10b5-1, in order to address
“real cracks” in the Commission’s insider trading
regime.! In response, a subcommittee of the SEC’s
Investor Advisory Committee (“IAC”) released draft
recommendations addressing most of Chair Gensler’s
concerns related to abuses of the rule. On September
9, 2021, the draft recommendations were approved by
the IAC. These recommended changes provide investors
with valuable insight into the SEC’s considerations
moving forward for potential Rule 10b5-1 modifications.
As discussed further below, these reforms include a new
four-month “cooling off” period between the adoption of
a new 10b5-1 plan and when trading can begin, a
prohibition on an individual having multiple plans in
place at one time, and a number of new reporting
requirements. If adopted, these proposed reforms will
help curb many of the Rule 10b5-1 abuses that Chair
Gensler identified.

Rule 10b5-1

In 2002, the SEC adopted Rule 10b5-1, which provides
directors, officers, and other company insiders with a
mechanism to purchase and sell a company’s securities
while in possession of MNPI that would otherwise restrict
trading. This rule refined prohibitions against insider

1Gary Gensler, SEC Chair, Prepared Remarks CFO Network Summit (June 7,
2021).

trading by clarifying how company insiders can trade a
company’s securities without running afoul of the federal
securities laws.

Section 10(b) of the Securities Exchange Act of 1934 (the
“Exchange Act”) and the associated Rule 10b-5 prohibit
the use of manipulative and deceptive devices in trading
securities. Rule 10b5-1 defines when the purchase or
sale of securities made “on the basis of” MNPI constitutes
insider trading. The rule specifies that a transaction is
made on the basis on MNPI “if the person making the
purchase or sale was aware” of the MNPI “when the
person made the purchase or sale.”? Because company
insiders often possess MNPI about the company, the SEC
adopted Rule 10b5-1 to provide insiders and companies
with an affirmative defense against insider trading when
trading securities for legitimate purposes. To qualify for
this affirmative defense, insiders must establish a Rule
10b5-1 plan (i.e., a contract, instruction, or plan that
satisfies the rule’s requirements) in good faith before
becoming aware of MNPI. An insider that satisfies this
criterion is entitled to the affirmative defense even if the
insider becomes aware of MNPI at a later time (e.g., when
the 10b5-1 plan trades are executed).

Loopholes and Associated Abuses to Rule
10b5-1 Plans

Despite the good intentions justifying the adoption of the
rule, Rule 10b5-1 creates loopholes that have allowed

217 CFR § 240.10b5-1.


https://www.sec.gov/news/speech/gensler-cfo-network-2021-06-07

opportunistic insiders to shield their trades from
regulatory scrutiny. There are various ways an insider
can abuse the rule, including strategically implementing,
modifying, and canceling Rule 10b5-1 plans in advance
of public disclosures containing material information.
While an insider is prohibited from implementing or
modifying a Rule 10b5-1 plan when aware of MNPI,
there is no requirement to report the implementation or
modification of a plan—allowing many insiders to escape
regulatory scrutiny altogether. Further, SEC guidance
effectively permits insiders to cancel Rule 10b5-1 plans
while in possession of MNPI because the termination of
a plan technically does not constitute a securities
transaction (i.e., the purchase or sale of a security).?

Academic studies confirm that insiders have engaged
in, at the very least, some level of strategic trading
through Rule 10b5-1 plans.* Most recently, an
examination of a dataset containing over 20,000 Rule
10b5-1 plans, including respective adoption dates and
trades, revealed three “red flags” associated with the
use of such plans: (1) plans with short “cooling-off
periods;”® (2) plans that entail only a single trade; and
(3) plans adopted in a given quarter that begin trading
before that quarter’s earnings announcement.®
Ultimately, this examination found that a subset of
insiders engaged in opportunistic, large-scale selling

SSEC Exchange Act Rules, “Questions and Answers of General Applicability,”
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of company shares—enabling them to avoid
significant losses.’

Reforming Rule 10b5-1 to Curtail
Associated Abuses

On June 7, 2021, in prepared remarks for the CFO
Network Summit, Chair Gensler expressed concerns
about certain abuses associated with Rule 10b5-1 and
asked his staff to provide recommendations on how the
SEC might be able to “freshen up” the rule.® In doing so,
Chair Gensler identified five specific areas for reform:

4 When insiders or companies adopt Rule 10b5-1
plans, there is no cooling-off period required
before they make their first trade.

¢ There are no limitations on when Rule 10b5-1
plans can be canceled.

4 There are no mandatory disclosure requirements
for Rule 10b5-1 plans.

¢ There are no limits on the number of Rule 10b5-1
plans that insiders can adopt.

¢ The intersection of Rule 10b5-1 with share
buybacks.

On August 26, 2021, the Investor as Owner Subcommittee
of the IAC issued draft recommendations addressed to the
SEC.° The draft recommended that the

Strategic Trade, Management Science (Feb. 2009) (Authors examine Rule 10b5-1

specifically Questions 120.17 & 120.18, (stating that, standing alone,
termination of a plan does not result in liability under Rule 10b-5, although
alteration of a plan can eliminate the Rule 10b5-1(c) defense for prior
transactions, if any, under the plan).

4See, e.g., David F. Larcker, et al., Gaming the System: Three “Red Flags” of
Potential 10b5-1 Abuse, Stan. Closer Look Series, Corp. Governance Res.
Series 1 (Jan. 2021) (Authors examine 20,000 Rule 10b5-1 plans, including
associated adoption dates and trades, and find that a subset of executives
used Rule 10b5-1 plans to engage in opportunistic, large-scale selling of
company shares, typically in advance of considerable stock declines to avoid
significant losses.); Alan D. Jagolinzer, SEC Rule 10b5-1 and Insiders'
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trading activity in 1,241 companies, finding that sales executed under Rule 10b5-
1 plans appear to occur after price increases and before price declines, resulting
in statistically significant forward-looking abnormal returns.).

5The term “cooling-off period” refers to the elapsed time between plan adoption
and the date of the first planned trade.

5David F. Larcker et al., Gaming the System: Three “Red Flags” of Potential 10b5-
1 Abuse, Stan. Closer Look Series, Corp. Governance Res. Series 1.

Id.

8Gary Gensler, SEC Chair, Prepared Remarks CFO Network Summit.

9Draft Recommendation of the Investor as Owner Subcommittee of the SEC
Investor Advisory Comm. Regarding Rule 10b5-1 Plans (Aug. 6, 2021).
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Commission take six actions to address Rule 10b5-1 covered, on a timely basis (i.e., change 8-K
abuses. rules to include changes to plans by affiliates
as MNPI requiring an 8-K).

The first two recommendations pertain to Rule 10b5-1's
4 Enhance disclosure of Rule 10b5-1 trades,

including the modification of Form 4 to include the
4 Require a cooling-off period of a least four following new, required fields:
months between the adoption or modification of
a Rule 10b5-1 plan and the execution of the first
trade under the newly adopted or newly
modified plan.

affirmative defense requirements:

o Checkbox to indicate whether a specific
trade was pursuant to a Rule 10b5-1 plan.

o A new field to indicate the date of the
associated Rule 10b5-1 plan’s adoption or

4 Prohibit overlapping plans (i.e., a single person or modification.
entity may not have more than one Rule 10b5-1

plan at a time). 4 Ensure all companies with any securities listed on

U.S. exchanges (including ADRs and ADSs filing

The remaining recommendations advised the SEC to Form 20-Fs) are subject to Form 4 reporting

adopt new reporting and disclosure requirements: requirements.

# Require electronic submission of Form 144 Notably, none of these recommendations addressed Chair
Gensler’s concerns regarding the cancellation of Rule
4 Require enhanced public disclosure of Rule

. : 10b5-1 plans or the rule’s intersection with share
10b5-1 plans, including:

buybacks. On September 9, 2021,° in prepared remarks

o Proxy statement disclosure of the number  etqre the IAC, Chair Gensler noted that these
of shares covered (i.e., scheduled for

sale) under Rule 10b5-1 plans by each of
the Named Executive Officers.

recommendations “pointed out some important areas”
that the Commission will consider in proposed

_ rulemaking.** However, Chair Gensler did not foreclose
o Proxy statement disclosure of the total

number of shares covered (i.e.,
scheduled for sale) under “corporate” reforms to curb associated abuses.

Rule 10b5-1 plans (i.e., Rule 10b5-1
plans established by the issuer itself for The SEC’s unified agenda lists Rule 10b5-1 reforms as a

the possibility of proposing additional Rule 10b5-1

the purpose of selling treasury shares). regulatory action that the agency plans to take.*? We
o Disclosure on Form 8-K of the adoption, expect the SEC to issue a rulemaking proposal in
modification, or cancellation of Rule early 2022.

10b5-1 plans, and the number of shares

10.0n the same day, the IAC approved the draft recommendations. Comm. (Sept. 9, 2021).
11 Gary Gensler, SEC Chair, Prepared Remarks Before the Investor Advisory 12 Press Release, SEC Announces Annual Regulatory Agenda (June 11, 2021).
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Labaton Sucharow’s lawyers are available to address
any questions you may have regarding these
developments. Please contact the Labaton Sucharow
lawyer with whom you usually work or the contacts
below.

Eric J. Belfi:
ebelfi@labaton.com / 212.907.0878

Nico Minerva:
dminerva@labaton.com / 212.907.0887

Corban S. Rhodes:
crhodes@labaton.com / 212.907.0761

Charles J. Stiene:

cstiene@labaton.com / 212.907.0703
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