
SEC AMENDS SECTION 16 RULES TO CLARIFY SCOPE OF
TWO EXEMPTIONS FROM SHORT-SWING PROFIT LIABILITY

On August 3, 2005, the Securities and Exchange Commission (the SEC)
adopted amendments to Rules 16b-3 and 16b-7 under the Securities
Exchange Act of 1934, as amended (the Exchange Act). These rules exempt
certain transactions from the private right of action to recover short-swing
profit provided by Section 16(b) of the Exchange Act. The amendments are

intended to eliminate uncertainty caused by the opinion of the U.S. Court of Appeals for the
3rd Circuit in Levy v. Sterling Holding Company, LLC, 314 F.3d 106 (3d Cir. 2002). The
amendments clarify that Rule 16b-3 is not limited to transactions with a compensatory nexus,
and Rule 16b-7 applies to reclassifications in the same manner that it applies to mergers and
consolidations.

The amendments to Rules 16b-3 and 16b-7 are effective August 9, 2005, but because they
clarify regulatory conditions that applied to these rules since they became effective on August
15, 1996, and May 1, 1991, respectively, they are available to any transaction on or after such
dates that satisfies the regulatory conditions so clarified.

BACKGROUND

Section 16(a) requires officers, directors and holders of 10 percent or more of a class of equity
security registered under Section 12 (insiders) to file reports with the SEC disclosing the
insiders’ beneficial ownership of all equity securities of the issuer and changes in such
ownership. Section 16(b) provides the issuer (or shareholders suing on behalf of the issuer) a
private right of action to recover from an insider any profit realized by the insider from any
purchase and sale (or sale and purchase) of any equity security of the issuer within any
period of less than six months. Section 16(b) is a strict liability statute, which imposes
liability without consideration of whether an insider actually was aware of material
non-public information.

Since the enactment of the Exchange Act, the SEC has adopted a number of exemptive rules.
Rule 16b-3 provides a broad exemption from Section 16(b) for transactions between issuers of
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securities and their officers and directors. The SEC believes that such transactions do not present an opportunity for
one party to take advantage of the other party on the basis of inside information. Rule 16b-7 exempts securities
acquisitions or dispositions by insiders pursuant to a merger, consolidation or similar transaction when the acquisition
or disposition pursuant to such transaction results from the relinquishment of a security issued by a company that,
before the transaction, owned 85 percent or more of either the equity securities or the combined assets of all the
companies party to the transaction. While reclassifications are not mentioned in the text of Rule 16b-7, the title to the
rule refers to reclassifications, and the SEC confirmed in a 1981 interpretive release that the rule applies to
transactions involving reclassifications.

The 3rd Circuit’s opinion in Levy v. Sterling casts doubt as to the nature and scope of transactions exempted from
Section 16(b) short-swing profit recovery by Rules 16b-3 and 16b-7. The 3rd Circuit held that neither rule exempted
the directors’ acquisitions of issuer securities in a reclassification undertaken by the issuer preparatory to its initial
public offering, which would permit the matching of those acquisitions for Section 16(b) profit recovery with the
directors’ sales within six months after the initial public offering.

RULE 16b-3

In its Levy v. Sterling opinion, the 3rd Circuit construed Rule 16b-3(d), which applies to “grants, awards, or other
acquisitions,” to limit this exemption to transactions that have some compensation-related aspect. This construction of
Rule 16b-3(d) is not in accord with the SEC’s intent, as expressed in prior SEC releases and interpretive guidance. By
requiring a compensatory element, the 3rd Circuit made it difficult to plan legitimate securities transactions between a
company and its officers and directors.

To eliminate uncertainty caused by the Levy v. Sterling opinion, the SEC amended Rules 16b-3(d) and (e) to clarify
that Rule 16b-3 is not limited to transactions with a compensatory purpose by expressly stating so in the body of the
rule. As amended, Rule 16b-3(d) exempts any transaction, other than certain discretionary employee benefit plan
transactions excluded from the exemption under the existing rule, involving an acquisition by an officer or director
from the issuer (including without limitation a grant or award), whether or not intended for a compensatory or other
particular purpose, if any one of the following three alternative conditions is satisfied:

(1) approval of the transaction by the issuer’s board of directors, or board committee composed solely of two or more
non-employee directors

(2) approval or ratification of the transaction, in compliance with Section 14 of the Exchange Act, by the issuer’s
shareholders

(3) the officer or director holds the acquired securities for a period of six months following the date of acquisition.

Rule 16b-3(e), as amended, exempts any transaction, other than the discretionary employee benefit plan transactions
referred to above, involving the disposition by an officer or director to the issuer of issuer equity securities, whether or
not intended for a compensatory or other particular purpose, provided that the terms of such disposition are approved
in advance in the manner prescribed by clauses (1) or (2) above.
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RULE 16b-7

Rule 16b-7, entitled “Mergers, reclassifications, and consolidations,” exempts from Section 16(b) certain transactions
that do not involve a significant change in the issuer’s business or assets. The rule is typically relied upon in situations
where a company reincorporates in a different state or reorganizes its corporate structure. While the 
Levy v. Sterling opinion acknowledged that Rule 16b-7 could exempt a reclassification, it narrowly construed Rule
16b-7 not to exempt an acquisition pursuant to a reclassification that (i) resulted in the insiders owning equity
securities (common stock) with different risk characteristics from the extinguished securities (preferred stock) and
(ii) involved an increase in the percentage of insiders’ common stock ownership. The SEC noted that the conditions
imposed by the Levy v. Sterling opinion are inconsistent with the terms of Rule 16b-7, the rule’s interpretive history
and the SEC’s intent, and would not apply to a merger or consolidation relying upon the rule.

In response to the opinion in Levy v. Sterling, the SEC amended Rule 16b-7 by (i) adding the term “reclassification”
each place in the rule where the text “merger or consolidation” currently appears to clarify that the same standard
applies to reclassifications as applies to mergers and consolidations and (ii) adding a new paragraph specifying that the
Rule 16b-7 exemption applies to any securities transaction that satisfies the conditions of the rule and is not
conditioned on the transaction satisfying any other conditions. The existing requirement that the security relinquished
in the transaction be issued by a company that, before the transaction, owned 85 percent or more of the equity or the
assets of all the companies party to the transaction remains unchanged.

The SEC did not include a definition of “reclassification” in the rule, but noted in the August 3, 2005, adopting release
that transactions that are exempt as reclassifications generally include transactions in which the terms of the entire
class or series are changed, or securities of the entire class or series are replaced with securities of a different class or
series of securities of the company, and all holders of the reclassified class or series are entitled to receive the same
form and amount of consideration per share.

ITEM 405 OF REGULATION S-K

The SEC also amended Item 405 of Regulation S-K to harmonize this item with the two-business-day Form 4 due date
and mandated electronic filing and Web site posting of Section 16 reports. Item 405 of Regulation S-K requires issuer
disclosure of Section 16 reporting delinquencies. This disclosure is required in the issuer’s proxy or information
statement for the annual meeting at which directors are elected, and in its Form 10-K. Item 405(b)(1) permits an issuer
to presume that a Section 16 form it receives within three calendar days of the required filing date was filed with the
SEC by the required filing date. In light of the two-business-day due date generally applicable to Form 4 and the
requirements of mandatory EDGAR filing and Web site posting of Section 16 reports, this presumption no longer is
appropriate or necessary, and the SEC is amending Item 405 to rescind it.
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CONTACT INFORMATION

If you have any questions or would like to learn more about this topic, please contact the partner who represents
you, or:

Ambika Kuckreja
akuckreja@akingump.com

1.866.AKIN LAW

Austin   Brussels   Dallas   Houston   London   Los Angeles   Moscow 

New York    Philadelphia   Riyadh (Affiliate)   San Antonio   San Francisco   Silicon Valley   Washington, D.C.



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


