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Over the last several years, the filing of so-called
“Rale 10b5-1 trading plans” by corporations
and their execurives has become a common
practice. The plans are authorized under Section
10(b) and Rule 10b5-1' of the 34 Act and are
‘popular because they enable corporate insiders
0 buy or sell stock in their companies in a way
that protects them from allegations of insider
trading? Rule 10b5-1 plans allow insiders to
structute future purchases and sales of their
companies’ stock before they are aware of
‘material nonpublic information. Even ifthey are
aware of the information when a transaction is
executed pursuant to the plan, they can assert
that the transaction would have occurred
anyway and there was no connection between
their awareness of inside information and the
purchase or sale. Rule 10b5-1 plans are
affirmative defenses to allegations of insider
trading.’ The phans can also be used to
undermine the pleading of scienter in 10b-5
cases alleging fraudulent misrepresentation.*
They are therefore important not only to
executives, but to their liabiliy insurers as well.
Affirmative defenses, however, do nor offer
absolute protection.? If they are challenged, the
burden of proof will be on the defendant to
show; among other things, that the plan was set
up in good fith and not as part of a scheme to
circumvent the prohibitions against insider
trading. Liability insurers need to develop
underwriting practices that ensure that a
corporationts trading plans comply with Rule
10b5-1 and can withstand such challenges. To
do this, underwriters must understand the
provisions of Rule 10b5-1.

Rules 10b5-1 and 10b5-2 were adopred by the
SEC in October of 2000 pursuant to Section
10(b) of the 34 Act and Rule 10b-5.° The
purpose of both rules was to address insider

tadingisues char cases had lefeunresolved. Rale
1065-1 appears t have had an especiallyvisble
impact.

RULE 10b5-1

Rule 10651 contained che firse explicic
definition of insider trading under Section
10(b). The rule states that the “manipulative
devices”prohibited by Section 10(5) include che
purchase or sle of a security, “on the basis of
material nonpublic informacion” abour the
securityorthe ssuer in breach of a duty of use

or confidence... owed... to the issuer of that
secuity o the shareholders of that s, or to
any other person who is the source of the
maerial nonpublic nformation.”

A purchase orsale is defined to be “on the basis
of” material nonpublic information “if the
person making the purchase orsale was e of
the maerial nonpublic information when they
made the purchase o sle” (ealics added.) This
definition resolved a conficinche cas v over
whether liabiliy required “actual use” of the
information in deciding to buy or sll o smply
“awateness” or “knowing possession”™ of the
information.

Adopeing the awareness or knowing possession
sandard appeared to broaden potentil iailcy
considerably, bu, as i to compensate for chis,
the new Rule alo provided cercain affrmative

defensesunder which aransaction is ror“on che
basis of” material nonpublic information. The
affiemaive defenses enable the defendant to
show that he planned his trades before he
became aware o the information and chus could
noc have used it in deciding fo make the trade.

Under the Rule,  purchase or sl s or “on the

basis of” macerial nonpublic information if che

defendant can demonstrate three conditions:

+ Before becoming aware of che information,
he envered o a contrac, gave an
instuction, or adopred a writen plan
o purchas orsell the securiy:

+ The contrac intruction or plan
(for simpliciy, the “Plar?) cither
1) specified the amount,pice, and dite of
the transactions; 2) contained a method,
such as a computer progra, for
automatically decemining ther;

or3) prohibiced the defendant fom
exercsing any subsequent influence overthe
ransactons, and require that anyone
authoried o exrcise such influence not be
avare of material nonpublic information
when doing s.

+ The ransaction was pussuant to the Plan. A
transacton s not pursuant to a Plan
among other things, the person who entered
into the Plan altered or deviated from it by
changing the amount, prce or timing of the
transaction or enterng into or lteing a
corresponding or hedging transaction or
posicion with respect to the securitiesbeing

traded.

These affirmarive defeases ae only applicable if
the Plan was encere into in good fith and not
a5 a scheme to evade the prohibitions against
insider wading.” In order to ensure the
applicabilcyof the affirmarive defenses, here are
many aspeces of Rule 10b5-1 which insurers
hould consider when underwriing a policy:

For exanple,insiders who adopr plans may sl
make tades outside of the plan, but these trades
e nor enitled o the affirmarive defenses Plans
s allows fo some flxibilt: A person acing in
good faith may modify a Plan if he does so
before he becomes aware of material nonpublic
information. A transaction chat complies with
the modified Plan is considered pursuaat to
nev Plan

An executive can terminate a Plan or cancel one
or more transactions while aware of material
nonpublic. information without incurring
liability under Section 10(b) or Rule 10b-5
because these provisions apply only in
connection wich the purchase or sale of a
ecurity Termination of a plan or cancelaion
of cransactions could, however, affect the
awilabliy of the affrmative defenses for prior
plan transactions if they raise questions as to
whether the Plan was originally entered into in
good faith and ot as a scheme o circunvent
insider trading rules

To maintain the avlabiliy of the affirmative

defenses, underwriers should consider reqiing

thac companies do the following*

+ Appointa compliance office to reviews
togecher with counsel,all proposed
ading plans to ensure compliance with
Rule 10b5-1.

+ Requiretharall rding by insiders be
pursuan to an approved tading plan.
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Among otherthings,chis would prevenc an
insider from exccuring  trade ourside the
plan o offec a plan cransaction that
negatively affected his poreolio, i viokcion
of condition 3 above. The policy should
exclude coverage forclaims ariing out of
ades hat occur outside of an approved
plan.

+ Establish a minimum time period between
the date a plan s setup and the dare of the
fisecransaction s chat any inside
information s likely to become publicby
the time the transacton occurs.

+ Require hatall plans be disclosed.
Disclosure ofa Plan may discourage some
porential ligarion and, depending on the
court, make ¢ avalable fo consideracion in
deciding a motion to dismiss. (See belowe)

+ Require thar modification or termination of
plans o cancellcion of ransactions be
approved by the compliance offcer and
counsel. Limic the number of imesa plan
can be modified. Note hov frequently plans
are modifid or erminared. [fa plan s
terminated, require a minimum waiting
period before  new plan may besecup.

Unfortunately, the use of 10b5-1 plans could
axpose exceutives and theirinsurers to liabliryin
other ways. It has been suggested that executives
may manipulate the timing of corporate
announcements in order to maximize gains
from their 10b5-1 plans. According to The Wall
Streer Journal of October 12, 2005, Jese Fried, a
law professor at the University of California at
Berkeley; said tha “the plans give insiders an
incentive to accelerate the release of good news
ahead of planned stock sales and to delay the
release of bad news until after the sales are
completed.” Stanford business professor Alar
D. Jagolinzer, has written a research repor,
currently under peer review, entitled “Do
Insiders Trade Straregically Within the SEC
Rule 10b5-1 Safe Harbor?™ According to the
Los Angeles Times of May 30, 2006, “Jagolinzer
didnft find any conclusive evidence to prove that
excaurives were gaming the system. But he
speculated that executives could be timing the
telease of corporate news that might have an
effect on their stock sales, given that insiders
know when their trades are scheduled to
occur™ In Limansour v. Cray, Ine. plainiffs
attempted unsuccessfully to enter Professor
Jagolinzer' study into evidence.

Entites may aso rase affrmative defenses An
entity may demonstrate that a purchase or sle
was not made on the basi of marerial nonpublic
information by demonstrating chat 1) the
individual making che investment decision on
behalf of the entity was not aware of the
informacion, and 2) the entit had implemented
procedures to ensure that individuals making
investment decisions would not violte the s
prohibiing insider trading;

In 2003, in Ir Re Enron Corp. Securiries,
Derivasive & "ERISA Lisigaion, ™ the USDC
fo the Southern Distrceof Tes incerpreced the
Rale as adopting the Second Circuis “knowing
possession” test and. using i to create a
presumption that a defendant s lsble for insider
trading mercly by showing that he was aware of
the information when he purchased or sold the
sccurity® The defendant can rebuc  the
presumption by using one of the affirmarive
defenses to show that “he did not use materil
nonpublic information in entering into his
trading decision.” The Court stared that it
“defers to the SEC and adopts Rule 10b-5s

‘awareness’ standard.

Unfortunarely, there does not appear to have
been an nsider rading case i which the 10b5-1
affirmative defenses have been tested and a coure
has provided a full analysis of them. In cases
aleging fraudulent mistepresentation as the
primary violation, however, insider trading is
frequenty offred as circumstantil evidence of
scienter, and some courts have allowed 10b5-1
Plans to be offeted in rebuctal. In Wiesiher 1.
Monterey Pasia Coi* the USDC for the
Northern District of California staced that
plaindff statement in their complaint tha the
defendants sold shares under 10b5-1 trading
plans “could rase an inference thatthe sls were
prescheduled and ot suspicious.  See lso, J1
e N Securiies

Because corporate defendants and their insurers
want o terminatelcgation n thei fvor assoon
as possble the queston of when a trding plan
defense may be raised is extremely important.
Although affirmative defenses are aserted in a
defendanc’s answer, in Monerey Pasta and
Nerfli the plans were considered as evidence
negating scienter in deciding a motion to
dismiss. Indeed, in at least one case, a coure
appears o have expected plaineiffs o addres the
plans in their Complan and explain why they
did not undetminea stong inference of cientet:
In Fener v, Belo Corp.(® the USDC for the
Norchern Dist. of Texas n granting a motion to

4

dismiss, stated that “the complaine does not
address whether the sales took place under the
erms ofan esablihed Rule 10b5-1 plan.”® The
Coure noted thar, in che brifings, che partes
disputed whether che sules were in accordance
with a 10b5-1 plan and chat plaiaciffs had
argued tha defendants had developed their
scheme to defraud well before the defendant
created histrading plan and that in fac, he had
adopred the plan in order to take advantage of a
scheme o inflte the price of thestock But the
courested that forpresent purpose,the coure
need not esolve chis dispue, What matters ac
this stge of the case is whecher plaintiffs have
placed [the CEO*] trading in context by
addressing in their Complaint whether [the
CEO] sld hisstock pursuant to a Rale 10b5-1
trading plan formulared before the alleged
fraudulent scheme and whs if e did, his does
ot undercut a strong inference of scienter.”

The coure considered this a defece har
undermined plintif aemp co plead  srong.
inference of scienter based on the defendanc’s
stock siles” and dismissed the complin,giving
plainifs 30 days o replead.

In In re Cardinal Health Inc. Securities
Lirigations,* however, the USDC for the
Southern District Of Ohio took a different
position, sting that asseting a 10b5-1 defense
in a morion to dismiss was premature.” The
Courtalso aised the s of whenatrading plan
must be established by nocing that plaintiffs
argumen that defendant could not reston a
10b5-1 plan escablished afer che clas perod was
ok, as deendant argued, “mere quibbling,”and
tha thetiming ofthe plan was “crucial”™

In Limantour,” defendants’ motion to dismiss
noted that stock sales were made pursuant to
10b5-1 Plans which removed control from the
defendans and gave it o @ broker. The coure
sared chat “the use of 10b5-1 plans is an
affimacive defense, which Phinifis note is not
appropiacely before the Court on a morion to
dismiss”™ But the coure abo sared that the use
of the plans migh raise an inference that the
sales may not be suspicious.”

RULE 10b5-2

Rule 1055211 deals wich what has come to be
called the “misappropriation theory” of insider
tading, as distince from the “assical” theory of
insider trading.¢ In casscal insider trading,
corporate insider e, an officeror dirctor with
access o inside information, sectely uses it to
buy or sell securities for his own profic. The

Continued on poge 5
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fnsider has access to the information for use in
managing the corporacion, not for his ovn
personal profi, and cherefore he has breached
his duy to the corporaton and is shareholders
and s liable fo insider trading, I he tips offan
outsider who then uses the information, the
outider (che “ippee’) isible derivtively based
on che nsiders (the “Gpper) original breach.

In some cases, however, an outsider receives
information from an  insider  under
dircumstances which do nor constitute a breach
of the insider's duty co che sharcholders, The
cutsider ovwes o duty o che shareholders bu

he receives the information i the context of a
elationship of trust and confidence with the
insider, and then trades on it for his own profic,
he has “misappropriated” the information in
breach ofa duty of trustand confidence owed to
the insider who was the source of the
Thus, the
misappropriaton theory, lisbiliy i predicated
on a breach of a duty of trust and confidence
owed by the recaier of the information to the

information. under

source of the information.

“The misappropriaton theory was upheld by the
Supteme Court in United States . O'Hagan,®
but questions remained as to when a duty of
trust and confidence arises in non-business
relations. Rule 10b5-2 srs forth a non-exclusive
listof thre stuations in which funily, pessonl,
or other non-business relcionships creatc a dury
of trust and confidence for purposes of the
missppropriation theory*

+ When there is an agrecment to maintain
informacion i confidence;

+ When the source and the recipient have a
history, patern, o practice of haring
confidences such tha the recipient knows,
or reasonably should know thatthe source
expects tha the recipient will maincain s
confidentialiy; or

+ When a person receives or obtains
information from hisor he spouse,parent,
child,or sibling, unless the ecipient
demonstrats that no duy of muse or
confdence exsed regarding the
information. This can be demonstrated by
showing that the recpient neicher knew nor
should have known tha the source expected
the recipient to maintain confidentialiy,
becauseoftheir pase praceicesand because
there was no confdenciality agreemen.

Thus, among ocher chings, Rule 10b5-2

attempted to provide more of a “bright-line
rulé” for certin enumerated close family

‘members.*

The Rule has also been applied in other
conets A tax and estate planner had a dury of
wust and confidence o prospectiv cliencs based
on the confidentiality provision in his firm's
dient agreement and on the labeling of memos
and correspondence as “confidential ™ The
boyfriend of an atorney had a dury of trust and
confidence based on their history of sharing
confidences in che context of their romantic
relationship and a specific understanding
regarding the_confidentiality of cerrain
information. The planner and the boyfriend
cach traded on information they recived in the
contest ofthese relrionships, and each exposed
themselvs to labliy for insider trading, In a
case involving purely business relationships,
however, the Rule did nor apply because the
SEC intended it to apply only to non-business
relaionships.®

CONCLUSION

Raules 10b5-1 and 10b5-2 have now been in
effect for almost six years. The number of

companies and executives making use of 10b5-1
plans continues to increase.® As noted above,
however, although some courts have accepted
the plans as evidence negating scienter, there
does not appear o have been a case in which the
effectiveness of the plans as affirmative defenses
0 allegations of insider trading has been tested.
Moreover, the substantive legal changes
‘promulgated by the Rules do not appear to have
had an especially broad or dramatic impact.
Neither 10b5-1(b)’s “awareness” standard, nor
10b5-2(b)’s enumeration of circumstances
giving rise to a duty of “trust and confidence,”
appears to have played a decisive role o been
extensively discussed in many cases, This may be
due, in part, to judges’ continued use of the
“actual use” standard, rather than the
“awareness” sandard, in criminal insider rading
cases ® Inaddition, of course,there can be along
period of time between the occurrence of acts
that ultimately give rise to litigation and the
publishing of a final decision by a court.
Therefore it i sl posible that the full impact

of the rules has yet to be felr.

FOOTNOTES

17CER 201005
S Staphen Tau“Evecuthes Intres I Sock Tradg Prs
IsSurgng’ Complance Wesk My 16,2006

17CER 24010651 @)

S0 Weschner. MortereyPosta Co, 294 ESupp 24
1102 (ND,.Cal 2003

Saa Lary Spirgel“Rul [0b5-1” 2t

g resorporaekone comfiqsfag | CES- o,
SEC Rekasa Nos 337881, 443154, October 23,2000
17CER 2401065113,

17 CER 24010651 1).

Unted Sates v Smi, 155 E3d 1051 (5t i 1998y SEC.
Ader 13734 1325 116 Cr 1998,

10) Unte Sttes e, 987 £24 12 (210 C1993)
1) 17 CER240.1085-1 Q1) HAHC).

1) 17 CER 2010851910

13) SEC Rekisa No. 337881 atnota 111,

14) Answer to Queston 15(a) EC Divlon of Corporate
Firance, Manual of Publcly Aralabl Tosphone
Incarprecatons (4 Spplemen,

15) Answer t Queston 15(t)SEC Divlcn of Corporate
Fitance, Manualof ublicly Aalabl Tosphon
Incarprecatons (4h Supplemen),

16) oo gonraly.Staron | Hendics,Stock Trading Plars s
Rule 1085 I:Pre-Aranged Porodic Sockading Plns for
‘Compny Insicirs Who HaveFrequentAcces o Materl
Norpublc formaticn?” 464 LLICorp 957 anary 2005

17) Nichola Brulard, Tre W Syeet oumna Otber 12,2005

18) Al D golizer Do nsders Tade Statsgally Wit the
SEC Rule 10651 e Harbort”Saford Uniersty
Gradunt School of Busiass Augst. 2005

19) Jay Hirsch; Tading Rl Moy Contain Loophol o
CEOS? Lo AngeesTies,May 30,2006

20) 432 FSupp2d 1129,1139 (WDWash 2006)

20) 17CAR 21010651 (9D,

22) 258 Fsupp2d 576 SDTex 2003

2) ats.

241

25) Idat 3.

26) 294 FSupp 24 1102 (ND.Cal 2003

2) a7,

28) 2005 WL 1562858 (ND.Cal)

29) 425 FSupp 24788 (N DTox 2006,

30) idasis

31) idats13a14,

) atsl.

)

34 426 Fsupp. 206

39 dat734.

36) Idnota 58

37) Umantur v Croy e, 452 FSupp2d 1129 (WID\Vash 2006

38) Kat 1151 noteS.

e

) 17CAR2010652

1) 520 SEC ¢ Tabot 2006 WL 12167193 (C.Cal 2006,

) Seeldat*,

) 521 US6R (19

+4) 17 CER 2401065, Preimirary Nota and paragraphs
(60 B)@) 0 (B)3)

45) SEC Rolase Nos 337881 34431541182

46) 520 SEC  Korman, 391 FSupp.24 477 (N.DTx. 2005).

47) Saa Unted Sttes  Edeman

48) Sao SEC wTabotsupra.nota 4.

49) SeeTaub supra nota 2.

50) Robort . Horzrand ame | Banarin
and Crimia sidor Trading Cass” New or Law oo,
Apr9,2004

(SD.Chio 2006





