SECURITIES REGULATION



I.	OVERVIEW



I.	THE BASICS

Securities Markets: The Systems through which securities are bought and sold.

Primary Market: Are the facilities through which the securities are first issued or distributed to the public (i.e. XYZ Corp. is formed - issues stock to raise capital).

Secondary Markets: Are the markets that exist for the ongoing trading of securities after their original distribution.  The stock may be sold in one of two ways:

Stock Exchanges: (NYSE) Have physical locations with organized facilities, including trading floors, where the stock is bought and sold (actually done by a “specialist”).  Stocks must be listed (i.e. registered and qualified) with that exchange.  The firm acts as a broker in the stock exchange transaction.

Over-the-Counter: (NASDAQ) Securities that are bought and sold outside the stock exchanges; they are traded back and forth by broker-dealers. No physical location - use computers to match buyers and sellers.  The firm may act as either a broker (commission) or dealer (own account with mark-up).  



Securities Firms: (Fed Securities Law Regulates)

Brokers v. Dealers: B’s are agents who buy and sell securities for their clients on a commission basis (Buys @ $10/shr, takes 5%).  D’s act as principals - buying the securities for their own account and subsequently reselling them to their customers at a marked-up price (Buys at $10/shr, sells at $12).  Most function in a dual capacity.



The Securities and Exchange Commission (SEC)

SEC Functions: Agency responsible for administering and enforcing fed sec laws.

Rulemaking: SEC has congressional authority to adopt substantive rules to implement the federal securities laws.  

Interpreting: Interprets securities laws and SEC rules in 2 ways:

General Policy Statements: SEC issues “releases” to the general public which states the SEC’s views on matters of current concern.

No Action Letters: Private parties may inquire as to whether a specific transaction (i.e. a new form of technology) may be carried out in a specific manner without violating the securities laws.  If the SEC approves of the action, it indicates that it will not recommend enforcement action to the Commission.

Investigation: Possible violations of the laws and rules.

Initiating Formal Proceedings: i.e. seeks statutory remedies and sanctions:

Civil Injunctions - in fed district courts;

Criminal Prosecutions - brought by D.O.J.

Administrative Remedies - cease and desist order, suspension of a firm from trading.

Step 1 - Hearing in front of an A.L.J.

Step 2 - Either/both parties may seek review by the Commission

Step 3 - U.S. Court of Appeals





Overview of 33 and 34 Acts:

Securities Act of 1933: Primarily regulates the original issuance of securities.  Based on state laws that were already in existence (Blue Sky Laws).

Purposes of the Act:

Section 5:  Compel full and fair disclosure of all material facts in public offerings.	

Section 12: Prevent fraud and misrepresentation in the interstate offer or sale of securities.



Securities Exchange Act of 1934: Governs trading in securities that are already issued and outstanding.  Much broader scope than 33 Act.  In general, it regulates:

Registration & Reporting: Requires registration of securities and periodic financial reports if the securities are:

Traded or Regulated on a national securities exchange; OR

Traded over the counter and the comp has assets of more than $5 million AND 500 or more shareholders of a class of equity securities (cmn stk).

Proxy Solicitation: Regulates the solicitation of voting proxies from the SHs of registered comps.

Insider Trading: Restrict trading in a comp’s stock by insiders (comp officials, directors, or 10% stock owners of a registered class of securities).

Margin Trading

Market Surveillance: Regulate trading practices (market manipulation).

Exchanges  & Broker-Dealers: Makes them register & governs their activities.

Tender Offer Solicitations: Regulates when 1 comp tries to get control of another comp by a direct offer to purchase stock from SHs of target comp.

Antifraud Provisions: Most important is 10(b) and Rule 10b-5.



Jurisdiction and Interstate Commerce

Generally: Acts generally apply only where the facilities or instrumentalities of interstate commerce are involved.  Basically, b/w the 2 Acts, everything is covered.

Important: Usually requires only “means” of interstate commerce (phone, mail).  Therefore, even intrastate calls or mailings have satisfied jurisdiction since a means of interstate commerce was used.



33 Act Definition: (§2(7)) “Trade or commerce in securities or any transportation or communication relating thereto among the several states.”

Compare: 34 Act: (§3(a)(17)) Includes trade, commerce, transportation or communication among the several states - plus intrastate use of any facility or instrumentality of interstate commerce, such as a national securities exchange or phone.



II.	THE SECURITIES ACT OF 1933

INTRODUCTION

Intent of The Act: Reverse caveat emptor with respect to offers & sales of securities.  There are 2 main objectives: Provide new investors with material financial information concerning new issues and prohibit fraudulent sales of securities:

Objective 1: Full & Fair Disclosure: 

Registration Statement: (§5) Must be filed before the issuance of the securities.  Puts burden of proof on seller to disclose all material facts about the issuer and the issuer’s securities relevant to the purchase of those securities.

Prospectuses: (§5(b)(2)) Part I of the registration statement is the prospectus.  Most important part of the R.S. Must be distributed to investors prior to (or at least simultaneously with) delivery of the issuer’s securities. 

Happy Medium: Must disclose all the relevant information, but can’t bury important info in trivia.

Reg S-K: Provides a means of eliminated duplicate disclosure requirements under the 33 and 34 Acts.

Disclosure requirements uniform under 33 & 34 Act.  

34 periodic reporting used to satisfy disclosure req’d in 33 Act registration statement.

Use of informal SH communication is encouraged to satisfy formal requirements of both Acts.

Objective 2: Prevent Fraud & Misrepresentation: To accomplish this, the Act includes several generous liability provisions.  There’s no such thing as “substantial compliance.”  



Prima Facie Case:

I bought a security;

Through a mean or instrumentality of interstate commerce;

Security wasn’t registered;

Defendant sold it to me.



THE DISTRIBUTION PROCESS (“UNDERWRITING”)

Why It’s Important: B/c the 33 Act regulates the original distribution of securities by the issuer to the public.



Underwriting Generally: Involves the moving of securities from the issuer through the underwriter, dealers and initial investors into the hands of investors who intend to hold the securities for investment.  The issuing corp will contract with the underwriter to either buy the securities from the issuer or take responsibility for their sale.

More than One Underwriter: Underwriters may organized a group of other underwriters to help sell the issue of securities.

How it Works (Example): Morgan Stanley (the “Managing Underwriter”) agrees to underwrite an issuance for X Corp.  MS can then get a bunch of other underwriters to help with the burden.  All of the underwriters then buy the shares from the issuing corp for $10/shr; they then sell them to them to dealer firms for $11/shr.  The dealers then sell the securities to retail customers for $12/shr.  MS  charges each underwriter in the group a commission for its services.

When Does the Distribution End: The distribution is complete only when the stock comes to rest in the hands of investors who intend to hold them for a substantial period of time.  It is not complete when the dealer sells to an investor who buys, then sells the next day in order to turn a quick profit.  However, if the original investor sells to X, who intends to hold the security for a substantial period of time, the distribution is complete.



Types of Underwriting Agreements: 

Standby Underwriting: The issuer itself advertises the issuance of the securities and sells directly to the public.  If it does not sell all of its securities, the underwriter agrees (for a fee) to buy the unsold portion., i.e. the underwriters acts as an insurer of the success of the distribution.

Firm-Commitment Underwriting: The issuer actually sells its securities outright to the underwriter, who then resells the securities to dealers and/or the general public.

Best-Efforts Underwriting: Underwriter acts as a sales agent for the issuer on a commission basis.  The underwriter agrees to use its best efforts to market the securities to the public, but makes no guarantee that the issue will be completely sold.

Direct Offerings: Issuer does the whole job itself.  It can be:

Public (issuer gambles - thinks he can sell it all w/o underwriters);

Rights offering (made to existing SHs);

Dutch Auction (Offered at stated minimum price);

All or None (Unless certain # sold, all are revoked);

Private placement (sold to legally restricted # institutions and other sophisticated investors).



WHO IS COVERED UNDER THE ACT?:

Generally: Although §5 provides that a public distribution of securities by “any person” be registered, §4(1) exempts from this requirement securities transactions by persons other than “issuers, underwriters or dealers.  Therefore, the registration and prospectus requirements really apply only to (1) issuers, (2) underwriters, and (3) dealers.

	(a) Effect: Customers who sell securities rely on the §4(1) exemption.



Issuers: (§2(a)(4)) Defines issuer as including every person who “issues or proposes to issue any security.”  Therefore, under §5, and under §4(1), an issuer is subject to the registration requirements of the Act, whenever it makes an “original distribution” of its securities to the public. 

Note:  The definition under §2(a)(4) differs if any of the following are mentioned on the exam:

Certificates of Deposit;			(5) Equipment-trust Certificates;

Voting Trust Certificates;			(6) Fractional Undivided Interest

Collateral Trust Certificates;		(7) Certificates of Interest

Unincorporated Investment Trust;



Dealers: (§2(a)(12)) Definition is based on a person’s general activities rather than on conduct in a particular offering.  “Dealer” is any person who engages either for all or part of his time, directly or indirectly, as agent, broker, or principal, in the business of offering, buying, selling, or otherwise dealing or trading in securities issued by another person.”  This definition includes BROKERS.

Exemptions for Dealers: 

Section 4(3) - Prospectus Delivery: Provides dealers with a limited exemption from the prospectus delivery requirements of the Act.  In general, dealers need not deliver in the post-distribution period (i.e. the period starting 40 days after the registration statement becomes effective and selling begins).

Note: (§2(a)(12)) In the case of an IPO, the post-distribution period begins 90 days (rather than 40) after the registration statement becomes effective. 

Rationale: Public is not as well-informed a/b new issuers.

Section 2(a)(11) - Exemption from Underwriter Status:  Because a dealer “participates” in the under writing process (see definition of “underwriter”), they would ordinarily be deemed as “underwriters” and hence would be subject to §5.  However, dealers are specifically exempted from underwriter status if they perform normal dealer functions in return for a normal dealer’s commission.  However, if the dealer functions as an underwriter in a particular distribution, he can’t use this exemption.







Underwriters: (§2(a)(11)) 

Three Types: Generally, there are 3 classes of underwriters who are covered by §2(a)(11) of the 1933 Act:

Persons Who Purchase from Issuer with a “View to” Distribution: Here, distribution essentially means a public offering (i.e. an offering to a substantial number of unsophisticated investors).

Persons Who Offers or Sells Securities for an Issuer: (in connection with the issuer’s public distribution).

Direct or Indirect Participants in a Distribution: 

“Participation” Test: Whether the person in question took part in some significant fashion in the underwriting.  It is not dependent on whether monetary compensation was rendered for the services.

“Presumptive Underwriter Doctrine”: SEC has formulated an administrative rule of thumb - any person who purchases 10% or more of the securities offered in a registered public offering and then turns around and sells the securities without registering them is an underwriter.  However, this rile is N/A if the resales are in small quantities (i.e. according to the limits set in Rules 144 or 145).

Exemptions from underwriter Status: The 33 Act exempts from underwriter status, certain persons who participated in underwritings and would otherwise be deemed underwriters.

Purchasers of Unsold Securities: (Rule 142) Persons unaffiliated with the issuer or any principal underwriter who enter into an agreement with one of the principal underwriters, but not with the issuer, to purchase all or a portion of the securities unsold after a specified period of time, are excluded from underwriter status if their purchase of the securities is for investment purposes (i.e. they intend to hold the securities for a significant period as an investment).

Dealers Selling for a Normal Commission: (§2(a)(11), Rule 141) Dealers would normally come under the definition of underwriter if they are part of the selling group in the initial distribution.  However, if the dealer merely receives a commission from the underwriter or another dealer which is not “in excess of the usual customary distributors’ or sellers’ commission,” they are excluded from the definition of underwriters.  Exemption is N/A if dealer performs normal functions of an underwriter

Note: The commission must be from a dealer or underwriter; it cannot come directly from the issuer.

Spreads: (Allowed- if not more than the customary amount) Difference between the purchase price and the sale price.

“Control Persons”: (§2(11)) States that in determining who is an underwriter, the term “issuer” includes “control persons.”  Therefore, “underwriter” also includes a person who buys from, sells for, or participates in a distribution for a “control person” who makes a public distribution of his stock.  The public sale of securities by a control person are a secondary distribution.

Defined: (Rule 405) Someone having the power to direct the management and policies of the issuer.  However, the control power need not be exercised.  A control person’s power may come through:

Stock ownership (i.e. 25% stock owner can influence mgt);

Management Position;

Influence with management;

Control Groups: Groups who have powers of control person- treated as such.

Example: If X owns 22% of common stock in XYZ, contributed another 67% of XYZt o a trust whose trustees are his sons, controls another corp that owns 2% of XYZ,  and X is pres of XYZ, he is a control person.  Therefore, any substantial sale on the NYSE y X is a secondary distribution and must be registered.  Any broker-dealer who participates in the pubic distribution on X’s behalf is an underwriter.

Pledgees of Securities: If a control person pledges his stock to a bank to secure a loan, and he defaults, and the bank sells, is the bank an underwriter?

Spurious Loans: If there is no bona fide pledge involved (i.e. bank and control person intended that the transaction as a device to give the control person cash), the bank will be considered an underwriter.  It doesn’t matter whether or not the bank made a reas investigation to see if the pledgor can repay the loan without the sale of the securities.

Bona Fide Loans: No court has expressly held that the control person’s shares must be registered if the loan is bona fide; but some courts have held that  all pledgees must register the securities. 



3a. REGISTRATION (GENERALLY)

NOTE: Very expensive; therefore, corps avoid at all costs!!!!!  Martha Stewart - $! Million to go public.

Section(6): Registration generally; 6(d) open to the public.

Section (10): Certain information required in the prospectus (same info as registration statement).  Schedule A - states what info must be in the registration statement.

Part One: Is the statutory prospectus;

Part Two: Detail.

Section (8): Effectiveness of registration - 20 days after filing, OR upon acceleration by the SEC.

SEC Forms: Not fill in the blanks, but rather instructions.



3b. SECTION 5 LIABILITY (Key to 33 Act) (Registration Statements/Prospectuses)

Important Note: ALWAYS START HERE !!!!!!  §5 PRESUMPTIVELY APPLIES TO EACH TRANSACTION.  START HERE, THEN LOOK FOR AN EXEMPTION IF THERE’S NO EXEMPTION, THEN YOU MUST REGISTER!.  Remember: §5 applies to transactions of securities (i.e. each transaction is subject to §5).  Therefore, even when you tell your broker to sell, you can be sued under §5 (P could make a prima facie case) but you could prove no violation.

Generally: Unless a registration statement is in effect (i.e. SEC declares it or 20 days after filing) it is unlawful to sell a security.  It’s also illegal to offer securities without filing  a registration statement first.  In general, you must file, then you can offer, then it becomes effective, then you can offer or sell.

Waivers: Can’t waive compliance w/ securities laws.

Prospectus: (§2(10)) Any written communication that offers a security.

Section 5(b)(1): Written communication must meet the requirements of §10.  Section 10 basically says that you have to include all the information in Schedule A (“Statutory Prospectus”).  If you are going to give offerees any written offer, you MUST give them a statutory prospectus.

Section 5(b)(2):  The statutory prospectus bust precede or accompany the security. 



EXEMPTIONS:

Exempted Securities: (§3(a)) These securities are completely exempt from registration requirements; by their nature, they never have to be registered (Not subject to §5):

Reserved;

Any security issued or guaranteed by the U.S., territory thereof, D.C., any state, political subdivision of a state, etc. or any security issued or guaranteed by any bank; or any security issued by or representing an interest in or a direct obligation of a Federal Reserve bank; industrial development bond; etc.

Short-term notes and other debt instruments (i.e. maturity date is less than 9 months);

Securities issued by religious, educational, charitable purposes;

Securities issued by S&Ls, cooperative bank, homestead association, or similar association;

Railroad association;

Securities issued by receivers or trustees in bankruptcy cases;

Insurance or endowment policy or annuity K or optional annuity K;

§3(a)(9)-(11), including INTRASTATE OFFERING (3(a)(11)) has been interpreted to be an exempt transaction rather than an exempt security.  Important b/c §3 securities are always exempt; §4 securities are exempt only under some circumstances.

Note: A single offering (need not be a sale) outside the state destroys the exemption, i.e. 99 offers in state, 1 out of state - no exemption. The entire issue must be intrastate and resales to nonresidents can destroy the exemption unless the offering has “come to rest” (i.e. the point at which the securities are purchased with the intention of keeping them for investment).  The issuer, offerees, and purchasers must reside in the same state.

Effect: If this example happens, all of the intrastate parties can recover; all they need to show is that §5 was not complied with!  Issuer can’t defend on intrastate offering.

Corporations: If the offeree is a corporation, it must be incorporated in the same state as all the offerees.  Therefore, a LA corporation which is incorporated in DE, can never make an intrastate offering!  It can’t do it in LA, b/c it’s not incorporated there; can’t do it in DE, b/c the SEC says that you must have most of your dealings in the intrastate state.

Rule 147: Offers objective criteria for determining 3(a)(11) exemptions.

Lesson: Not very useful unless you’re a Mom&Pop store.



SEC Exemptions: (§3(b)) SEC has the authority to create classes of exempted securities, if it finds that enforcement of a type of security is (1) not in the public interest and (2) for the protection of investors, by reason of the small amount involved or the limited character of the public offering;  however, no exemption can be instituted where the issue is more than $5 million.  Used by SEC to exempt small enterprises.



Exempted Transactions: (§4)

(1) Transactions by any person other than an issuer, underwriter, or dealer;

(2) Transactions by an issuer, NOT involving any public offering;



	(D) Exemptions for Issuers: (MIST BE AN ISSUER!!!)

“Issuer”: The issuer is the person who creates the right that is the security (i.e. the stock).  If a corporation sells a security to X, then X sells Y the option to buy the security, X becomes the issuer b/c he created the right for Y to buy.  If Y then sells the security to Z, Y didn’t create the right that Z has; therefore, Y is not the issuer. 

Section 4(2): (Private Offering - Primary Exemption) §5 N/A to transactions by issuer not involving any public offering.

“Public Offering”: Not defined in statute; Courts battled out for a long time.  Some factors are (1) do the potential purchasers need the protection of the registration provisions; (2) whether investor has access to all material investment info; (3) whether issuer actually distributed info to the offerees; (4) whether offerees are few in number; (5) whether the offer looks like a public offer.  

Accredited Investor Offering: (§4(6)) In response, Congress enacted §4(6), which exempts transactions involving offers or sales by an issuer solely to one or more accredited investors, if amount does not exceed amount specified in §3(b) ($5 million).

Small Issue Exemption - Reg D: (Only Available to Issuers) SEC set up 3 exemptions depending in part on how much money was raised.  If the amount of money was:

X<$1 Million: (Rule 504) (Small business raising small $) Offerings not greater than 1 million over a 12 month period for comps not registered under the 34 Act.  SEC does not regulate.  Leaves it up to the states.

$1 Million<X< $5 Million: (Rule 505) No general advertising/solicitation.  Unlimited number of accredited and no more than 35 non-accredited, where aggregate purchase price does not exceed 1 million over a 12 month period.

Accredited Investors: Certain institutional investors, corporations, and partnerships having more than $5 million in assets; and individuals who have more than $1 million net worth AND anyone who has more than $200K net income/year.  Don’t have to worry about sophistication, i.e. doesn’t matter if they’re dumb as rocks.  As long as there is no general advertising or solicitation, can sell to as many as you want.

Non-accredited Investors: Don’t have the $ minimums like above.  Can’t sell to more than 35.  Must give them written info - same as if you registered.

X> $5Million: (Rule 506) (No $ Limit) Can follow rule above (unlimited accredited, 35 non-accredited, but unaccredited investors must be sophisticated AND if you have an unsophisticated unaccredited investor that person may appoint someone who’s sophisticated to look after the $.

“Non-Issuers”: (§4(1) Exemption)  Exempts transactions by any person other than an issuer, underwriter, or dealer.

Note to Underwriters: (Watch your Actions) It is difficult to use this exemption if you are a controlling person of the issuer. (§2(11)) States that in determining who is an underwriter, the term “issuer” includes “control persons.”  Therefore, “underwriter” also includes a person who buys from, sells for, or participates in a distribution for a “control person” who makes a public distribution of his stock.  The public sale of securities by a control person are a secondary distribution.

“Conduit” Hypo: What if you scheme by selling to X who agrees to sell to others.  This middleman is a conduit.  Therefore, the SEC won’t look @ the number of people until they see who the underwriter is.  Therefore, the underwriter must have an exemption or else he’s subject to §5 (b/c 4(1) exemption N/A to him).



General Exemptive Authority: (Section 28) The SEC may exempt any person, security, or transaction, from any provision, rule, or regulation, to the extent that such exemption is necessary or appropriate in the public interest, and is consistent with the protection of investors.



Other Exemptions: 

Reorganizations and Capitalizations

Bankruptcy Exemptions;



LIABILITIES

Generally: Conduct that can result in liability take 2 forms:

Liability for Improper Disclosure or Violation of §5 Registration Provisions:

Section 11: Misrepresentation or material  omission in the registration statement.

Section 12(1): Look for the Following Conduct:

Issuer or underwriter makes an improper offer in the pre-filing period;

Issuer fails to deliver a required prospectus in the post-effective period;

Issuer or underwriter violates some other provision of section 5.

Liability for Fraud or Misrepresentation in General: This can arise under §12(2) or §17.



Remedies Available: 

Private Lawsuits: P can sue for damages under §11 or recission and damages under §12(2)

SEC Lawsuits: 

Cease and desist orders;

Injunctions; §20(b)

Criminal Sanctions; §24



§ 11 - Liability for Misstatements / Omissions In Registration Statement / Prospectus:

Generally: Places liability on designated persons for materially false or misleading statements or omissions in an effective registration statement OR prospectus.

Who’s Liable?:

Everyone who signs the registration statement;

Every director of the issuer;

Every person about to become a director;

Every expert;

Every underwriter;

Control persons of the issuer

Elements of a Cause of Action: 

Material misstatements or omissions;

Limited reliance requirement;

Tracing required;

Causation of damages;



§12(1) - Liability for Offers or Sales in Violation of Section 5:

Generally: Any person who offers or sells a security in violation of any of the provisions of section 5 is liable (i.e. sale of unregistered securities, failure to deliver the required prospectus) to the purchaser for:

consideration paid (with interest) less the amount of any income on the securities (i.e recission) ; or 

damages if the person no longer owns the security.

P’s Burden: Need only show noncompliance, i.e. that D is a person who offered/sold and there was no registration statement in effect.  Therefore, even if you have a valid registration statement in effect, you’re still liable if you OFFERED before it was filed.

D’s Burden: Must show noncompliance was justified, i.e. an EXEMPTION.

Liability Extends to:

Control Persons: Jointly and severally liable; CPs (i.e. directors) who control any other person liable under 12(1) see §15 for “control persons” and defense - no knowledge;

Participant Liability: “Sellers” liable under 12(1) include both the person who actually passed title and the person who solicited the purchase from the buyer, but not persons whose sole motivation is to benefit the buyer.

Note: Unlike 12(2), there’s no burden of proof for the defendant.  Under (1), if you violate §5, you are liable.



Section 12(2) Liability  - General Civil liability Under the Act:

Generally: Prohibits fraud in the interstate offer or sale of securities.  It states that any person who: 

offers for sale a security (by use of interstate commerce)

by means of a prospectus or oral communication that contains an untrue statement or omission of material fact, and

who cannot sustain the burden that he did not know and in the exercise of reas care could not have known of such untruth, is liable to the purchaser.



Section 17 - SEC Antifraud Enforcement: 

General antifraud provision aimed at protecting investors.



6. REGISTRATION REQUIREMENTS (§§ 6, 10)



THE SECURITIES EXCHANGE ACT OF 1934

GENERALLY: The purpose of the 34 Act was to protect interstate commerce and the national credit; and to ensure a fair and honest market for the trading of securities.



REGISTRATION & REPORTING REQUIREMENTS (Section 12)

“Corporations Required to Register Securities: 

(“Reporting Companies) Corporations must register their securities with the SEC if:

if the corp’s securities are traded on a stock exchange (i.e. “listed”) OR 

if the corp has assets of more than $5 million and a class of equity security held by 500 or more persons.

Exemptions: Include securities of investment companies, S&Ls, and charitable, religious, or educational organizations.

Required Info: Similar to Registration Requirements under 33 Act.  (See page 539)



Reporting Requirements of Registered Companies: (§13(a))

Generally: All companies that have securities registered pursuant to section 12, must make periodic (annual (Form 10-K) and quarterly) reports to the SEC to keep the information in the registration statement “reasonably current.”  If a significant event takes place, the issuer is required to file a “current report.” 



Reports Required of Companies: (§15(d))

Generally: If the corp is a reporting company under the 34 Act, it must file periodic reports with SEC.  Like the section 12 registration requirements, the periodic report provisions refer to §13 for the content and nature of the reports.  Reporting may be discontinued when the issuer has fewer than:

300 holders of the class of security so registered; or

500 holders of the class of security so registered and has total assets under $5 million at the end of each of its three most recent fiscal years.



PROXIES

Section 14(a): regulates proxy solicitations.  It is unlawful for any person (by use of interstate commerce) to solicit any proxy or consent or authorization in respect of any security (other than an exempted security) registered pursuant to §12.



SHARE ACCUMULATION & TENDER OFFERS:

5% Owners: (§13(d)) Purchasers of 5% or more of a class of equity security registered under the Act must file certain information with the SEC, the issuer of the security, and the securities exchange.



BROKER-DEALER REGISTRATION: (§15(a))

Section 15(a): Requires broker-dealers to become licensed; must have a certain amount of capital; governs customer relations.



SHORT-SWING PROFITS

Section 16(a): Anytime director, officer, or 10% SH of a §12 reporting company  buys/sells/acquires shares, must tell SEC and therefore, the public.  Must report at the time of employment and then repeat each time he acquires/disposes of a security of the issuer.  Must be filed very promptly (Form 4-K) - within 10 days of taking office or within 10 days of the end of the month of the transaction.  If you don’t embarrassing SEC enforcement action.

Section 16(b):  In general, you can’t buy/sell shares of your own company and then sell/buy it within 6 months for a profit.  Requires any profit made on any sale/purchase within 6 months must be turned over to the issuer.  Very broad/arcane definition of buy/sell profit.  

Who Can Sue?: Action may be brought by  the issuer or any SH of the issuer; don’t have to be a SH at the time of the 16(b) transaction.  Not much in it for the plaintiff-SH, but if he brings a successful 16(b) claim, he gets to have attorneys’ fees paid out of the money recovered.  In addition, he doesn’t have to bring the 16(b) suit; just needs to bring the violation to the attention of the company; that’s enough of a benefit to the company to get fees paid for.

There is NO insider trading requirement!!!

Effect: Many lawyers scour the market looking for these violations so they can get the fees (i.e. short-swing profits).

Greenmail: 16(b) comes into play.



LIABILITIES: 

NOTE Problems With the 33 Act: Remember, the 1933 Act Protects Buyers of Securities.  

Therefore, §11 applies only to securities pursuant to a registration statement and §12(1) applies only 

to unregistered securities that have no exemption.  Therefore, under the 33 Act, there was no civil 

liability for buyers on the open market AND there was no protection for SELLERS of securities.



Section 10(b)(5): (Rule 10b-5) Can’t use manipulative deceptive devices in connection with the purchase or sale of a security;  constitutes a vast portion of securities laws; courts have implied a civil cause of action (not true of §17).  Protects buyers in the same way 33 Act protects sellers.

Effects of 10(b)(5): Covers a ton of offenses, since there’s a civil cause/action here.

Protects buyers and sellers (sellers not protected under 33 Act);

Used in connection with the integrity of the public markets:

Example 1: Corp gives press release stating record profits.  They realize that they erred.  Second press releases makes this known; may bought high, then sold low.  10b-5 allows a class action a/g the issuer for everyone who bought during this period (get difference between high & low price).

Example 2: Kid falsifies a press release over the internet.  10b-5 fraud in connection with the purchase or sale of a security.

Insider Trading: More likely to see SEC enforcement action than a class action.  Can’t trade on material inside information until the information has been disclosed and a reasonable time has passed for the market to absorb the information.  It does not matter how you get the information.

Insider Trading Penalties: Commission can require you to disgorge of the profits made or loss avoided & pay civil penalties equal to the amount disgorged and liable to company under §16(b) for the amount if traded within 6 months.  This has the potential effect of 3X the damages.

Who’s Liable?: (1) Persons who have an independent duty not to trade (grounded in a fiduciary duty you owe to someone).  See Misappropriation Theory (i.e. law clerk trades on info he learned inside his firm).

Scienter: P must show scienter; more than mere negligence, but less than intentional conduct (i.e. gross negligence; recklessness).  Need not show this in other causes of action (i.e. §§11, 14).



Section 14(e): Can’t make any untrue statement of material fact or omission in connection with any tender offers.

Section 20(a): Controlling persons are jointly and severally liable.

Section A(a): Anyone who violates 34 Act by bulling or selling securities with material inside information is liable.

Section 27: Federal District Courts have exclusive Jurisdiction.

Section 29(a)(b):Can’t K out of 34 requirements; if you do, it’s void.



II. DEFINITION OF A SECURITY

�

Why is it Important?: It is extremely important to first determine whether there is a security involved because the property interest that was bought or sold does not come within the registration requirement of §5 unless it is a security.

EXAM STRATEGY: Always check, then write, that the property is / is not a security and therefore section 5 and the liability provisions do / do not apply to the case.  LOOK TO SEE IF IT’S A SECURITY IN THE FOLLOWUNG ORDER:

Is it specifically listed under §2(1)?  If yes, it’s a security.  Go through section 5 analysis.  Is it a “stock” or a “note?”  (separate analysis)  If no, then:

Is it an investment contract?  If yes, then it’s a security.  If no, then:

Is it an interest or interest commonly known as a security (2(1))?

If it turns out to be a security, ask: “Does it even matter?”  Is the security exempt under §3?  Is the transaction exempt?  Is there fraud, misstatements, failure to register, etc?

NOTE: Courts use “context otherwise” language to reach the result they want.  Therefore, look at the transaction to determine whether there was a security; don’t necessarily look at the security itself!



IS IT LISTED UNDER SECTION 2(1)?

SECTION 2(a)(1): Includes any: Note, stock, treasury stock, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription, transferable share, investment contract, voting-trust certificate, certificate of deposit for a security, fractional undivided interest in oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on any security, certificate of deposit, or group or index of securities, or any put, call, straddle, option, or privilege entered into on a national securities exchange relating to foreign currency, or, in general any interest or instrument commonly known as a security, or certificate of interest or participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or purchase, any of the foregoing.

NOTE: Courts have consistently held that the 33 Act definition applies equally to the 34 Act.

Fractional Undivided Interest in Minerals: Means that X gives Y $ to drill, in exchange for a percentage of the profits.

Put/Call: Are options to selluy/ securities, respectively.  Note that the option and the stock itself are securities.

Straddle: Is a combination of a put and a call.



PAY SPECIAL ATTENTION TO “STOCKS” & “NOTES”:

Problem Generally: The statute says “any,” but it really means “most.”  The listed securities are not absolute.  Although “stock” is specifically mention in §2(1), that section also provides that the definition of securities will not apply if the “context otherwise requires.”  Therefore, although something is called a “stock” or a “note,” run through this analysis anyway!

Note on Interpretation: Courts interpret the securities laws in light of their remedial purpose, and therefore interpret the terms broadly.  The longer the definition has been around, the more uncertain it has become.



Test for Determining Stock: (Landreth Timber Co.) The fact that an instrument bears the label “stock” is not dispositive.  If the so-called stock possesses the characteristics normally associated with stock (i.e. “normal indicia”) the it is a security under the 33 Act.  Look for the following factors: (1) carries dividend and voting rights, (2) it is negotiable, (3) it can be pledged, and (4) it can appreciate in value.  If the instrument has these characteristics, the economic realities test in inapplicable.  There’s no need to look at the economic realties of the situation, because it presents the clearest case for coverage by the plain language of the securities laws.  Stock is one of the few listed securities which is provable by its characteristics.

Sale of Business Doctrine Rejected: In Landreth, P bought 100% stock in a company.  SCt rejects prior rule, holding that the federal securities laws were not applicable to a sale of an entire business.

Rejects Howey Test: Howey is limited to investment contracts.

If Stock Lacks the Characteristics: (Forman) Courts will look to the economic realities of the situation to determine that no security is involved.  Did P expect to ear a profit from others?  In that case, the Court refused to hold that a sale of “stock” in a nonprofit housing cooperative involved a security (i.e. did not have usual stock characteristics).  The buyers essentially bought living quarters for their personal use, and were not investing in “stock” to make a profit.  

Note on Purchaser Belief: The Court also stated that the public was not likely to be confused by the stock here.  Therefore, you can ask: “Would the buyer believe that he was covered by federal securities laws?”







Test for Determining “Notes”: (Reves v. Ernst & Young) Notes, although listed in §2(1), present a special problem because many notes are clearly not securities (i.e. mortgage notes, or a note signed by a consumer buying an appliance).  Therefore, notes are securities “unless context otherwise requires.”

Family Resemblance Test: 

Basic Presumption: B/c notes are specifically mentioned in §2(1), there is a presumption that every note is a security.  P has the burden of showing that the note is a security.  If D doesn’t show that it’s not, P wins, b/c of the presumption.

Exceptions: (Reves) Supreme Court adopted a list of securities that are not covered by the presumption.  These notes, and notes bearing a “family resemblance” to them, are deemed not to be securities under the 33 Act.  The list includes notes delivered in the following kinds of transactions:

Consumer financing;

Home mortgages;

Short-term loans secured by assets of a small business;

“Character” loans to bank customers;

Short-term secured financing of accounts receivable;

Short-term open-account debts occurred in the ordinary course of business (especially when the debt is collateralized);

Commercial bank loans for current operations.

Four Factors for Interpretation: (Reves) Court provided some guidance for deciding when a note bears a family resemblance to a note on the above list:

Motivations of the seller and buyer of the note (e.g., was the transaction one for investment, or instead to finance the purchase of a consumer item?”

Likely Security: Money raised for general use of business or if investor is interested primarily in the profit the note is expected to generate; or long-term financing.

Not Likely Security: Short-term financing; correct cash flow problems.

Plan of distribution (e.g. if the instrument is traded, the likelihood that it is a security increases).

Reasonable expectations of the investing public - (e.g. does the public reasonably expect to have the protections of the 33 Act in this type of transaction?)  Are they categorized as investments?  Is there advertising (“earn more at your bank”).

Note: Court stated that the public expectations may result in defining a note as a security even when an economic analysis of the transaction suggests that the note is not a security.

Existence of a comparable scheme of regulation - diminishes the likelihood that a note is a security in a particular case, thereby rendering the application of securities laws unnecessary.

Important Note: (Notes v. Investment Contracts) Whether or not the note meets the family resemblance test, ask: Does it meet Howey?  If so, then it doesn’t matter if it’s a note, b/c it is an investment K, and therefore included under §2(1).











INVESTMENT CONTRACTS

GENERALLY: This is the broad, catchall provision of §2(1).  Has been interpreted broadly so as to apply the registration requirements of the 33 Act to  wide-variety of financial institutions.



TRADITIONAL “HOWEY” TEST: 

Defined: An investment K is any K or profit-making scheme whereby a person invests his money in a common enterprise and expects to make a profit solely from the efforts of the promoter or a third-party who is responsible for management.

Test: Is the property interest an investment K?  Look for 3 elements:

An investment of money

in a common enterprise (pooling of funds; sharing of profits) with

the expectation of gain to come (solely) from

the efforts of others (i.e. promoter or a third-party) (here, there was a mandatory service K; investors had no farming knowledge, were not going to work the land, investors lived far away, investors had no equipment, service K took care of everything beginning to end).

Note on Mandatory Service K: (33Act Prohibit Offers AND Sales) D argued that the service K was optional; therefore, solely from the efforts of others was not present.  However, the court found that the mere OFFER of the service K makes it a security!

Hypo: What if D said “we recommend certain local businesses to service the land?  Broad definition of “offer” may still bring this within the purview of the acts b/c it may still be considered an “offer.”



“EFFORTS OF OTHERS”:

“Solely” from the Efforts of Others: (Koscot) 

Pyramid Scheme: (Policy Behind Rule) Pyramid sales plan exists where the promoter of a product creates a franchise system whereby he sells to franchisees both the right to distribute the product and the right to sell further distribution rights to others.  Basically, the more people you brought in, the more money you can earn.  D tries to set up the company in order to avoid “efforts of others” element of an investment K (i.e. no pooling of funds; no sharing of profits).  D requires the investors to perform some minor management duties, and therefore argued that Ps sold the cosmetics themselves.  

Standard: 

Common Enterprise: (Vertical Commonality)  One in which the fortunes of the investor are interwoven with and dependent on the efforts and success of those seeking the investment or of third parties (i.e. the success of the scheme depended on the promoter’s essential management efforts).

“Solely”: is not meant literally.  Rather, instead of “solely,” courts generally use “predominantly.”  Therefore, an investment K will be found where the efforts of those other than the investor are: undeniably significant, the kind of essential managerial efforts affecting the failure or success of the enterprise.

Held: It is not decisive whether the investor’s profits are independent of the profits of other investors in the scheme.

Vertical v. Horizontal Commonality: (Different Courts Apply)

Vertical: (Koscot) Applies between the investor and the promoters.  A common enterprise may be found when the activities of the promoter are the dominant factor in the investment’s success - even if there is no pooling of funds or interests by multiple investors.

Strict V.C.: More restrictive - court insists upon a direct relationship between the promoter’s financial success and that of the investors, i.e. the fortunes of the promoter must be tied to the fortunes of the investor.

Broad V.C.: Investor’s fortunes must be linked only to the efforts of the promoter.

Horizontal Commonality: (Howey) Must be a pooling of investor funds.  Usually, there will be a pro rata share of investor funds.

Hypo: Broker has 3 customers; all give him $ to invest at his discretion; he gets a commission; Under Koscot, there is commonality.  But, if broker got a flat fee, there may still be uniformity of impact b/c of broad vertical commonality.  Also, no poling, therefore no horizontal.



Franchise Hypo: X wants to get a McD’s franchise.  Signs a franchise agreement.  Has to pay for the franchise, has to do everything the same as all other McD’s do. Has no say about what he serves; must buy McD’s furniture; food; equipment, etc.  must follow procedures.  Is this an investment K?

Answer: No.  There’s no expectation of gain from the efforts of others.  

Generally: The basic issue is the same for partnerships: Is the investor active in management of the franchise or merely a passive investor?  Where the franchisee is active, there is normally no security.



Partnerships: (Steindardt)

General Partnerships: (Goodwin v. Elkins) The sale of a general partnership interest normally does NOT constitute a security, since general partners ordinarily take an active part in the management of the business.

Note: Even though a partnership agreement may call for a management committee and a managing partner, if state law allocates significant management responsibilities to all other general partners, it will be found NOT to be a security.

Look For: Typical managing partner actions and decisions (hiring, firing, voting on major issues, etc).

Passive Investors: Interests that are technically partnerships, but which are marketed to individuals who do not function as partners (e.g. the partner is really a passive investor or the investor-partner is so inexperienced or unknowledgeable in the business that he is incapable of exercising his partnership powers, etc.,) may be securities under the Act.  Look for extremely limited or no managing authority

Hypo: Managing partner is a scientist, general partners are lawyers.  The business is brain research.  Investment K?  NO.  The general partners may not know about the brain, but they know about business (i.e. profits/losses).  The purpose of the 33 Act is to protect investors.

May be a Security Interest if:

Partnership agreement leaves so little power in the hands of P that arrangement in fact distributes power as would to a LP;

P is so inexperienced/unkowledgeable in business affairs that he is incapable of intelligently exercising the Partnership powers;

P is so dependent on some unique entrepreneurial/ managerial ability of promoter that he can’t replace him or otherwise exercise meaningful partnership powers.









(D) Limited Partnerships (Steinhardt) 

General Rule: LP interests are often held to be securities, since LPs obtain an interest in the partnership in return for a contribution of cash or other property, but have little or no role in managing the business.  However, LPs have changed in past 10 years (Steinhardt)

Facts: This was a highly structured securitization transaction negotiated b/w Citicorp and an investor in a Limited Partnership.  Corps must maintain a certain ratio of SH equity to assets.  Investors are not getting the assets here; rather the assets are pooled for liquidation.  The investor is buying the cash flow from the liquidation of assets.  

Changing Nature of LPs:  Most LPs provide that the LP has no say in how it’s managed, i.e. a classic investment K.  However, in the past 10 years, there have been major changes in investment entities.  Today, state law permits LLCs, therefore limited partners sometimes get to VOTE on certain issues without losing LP status.  In Steinhardt, D was given the right to vote on a matter.

Held: NO security b/c the LP are not mentioned in §2(1) definition AND they’re not investment Ks here b/c there was no “efforts of others,” i.e. Steinhardt maintained “pervasive”  control over the partnership.  D had to vote to approve the stuff.  (Vourt refused to read “solely” literally).

“Efforts” Prong: Are the efforts of those other than the investor undeniably significant, the kind of essential managerial efforts affecting the failure or success of the enterprise?

What about SHs?: (Ruefenacht) They have to vote on a lot of stuff.  However, it does not matter b/c stock is specifically listed in §2(1).



III. ECONOMIC REALITIES TEST: DOWNSIZING 

       THE DEFINTION OF SECURITIES

UNITED HOUSING FOUNDATION v. FORMAN (Cooperatives)

Facts: P sued b/c he bought stock in an apartment coop b/c there were cost increases and the price went up.  D says there was no security, so everything else was irrelevant. 

Held: Form should be disregarded for substance in determining the presence of a security.  Emphasis should be placed on the economic reality.  Because securities transactions are economic in nature, Congress intended the application of the laws to turn on the economic realities, not on the name given to the transactions.  Here, the guy is not making an investment for profit - he simply wants a place to live.  The may have called it a “stock,” but that doesn’t make it stock; must also have the attributes of stock (Howey).  LOOK TO THE ECONOMIC REALITIES, AND NOT THE FORM OF THE TRANSACTION.

General Test: Commercial transactions in “stock” do not constitute securities where the purpose of the transaction is NOT to invest for profit.  See Howey for basic stock attributes.  



TEAMSTERS v. DANIEL (Compulsory Pension Plans & No Contribution Plans)

NOT a Security: P gave his labor, but not really to get an interest in the pension plan.  He was giving labor for benefit package of which his pension was a small part.  The motivation of giving the labor was NOT to make an investment.

Rule: Where the plan has no contributions by employees or where employee contribution is compulsory, the SEC has regarded such plans as involving no “sale” of a security and hence not covered by the Act.  In general, the court stated:

The P’s interest is not a security;

P’s interest is acquired involuntarily (by becoming an employee), so there is no “sale” of the security to the P for value;

P does not make an investment (See analysis above);

The return from the pension fund comes to P mostly from ER contributions and only a minor amount from investment earnings on the contributed funds.

ERISA covers this; don’t over-apply securities laws.

Voluntary Contribution Plans: (SEC Release No. 33-6188(1980)) Where the offer or sale of an interest in these types of plans contemplates that the EE will make voluntary contributions to the plan, this has historically been held to be the offer and sale of a security.  If however, the contributions are used merely for the purchase of annuity or insurance K’s (themselves exempt under §3(a)(8)), it may be that the plan does not involve the offer of a security.



SCHNEIDER ARTICLE: OTHER “SECURITIES” (See in full in appendix) 

General Trends in Identifying Securities:

Courts Are Result-Oriented: In general, they look to 3 factors:

How was it offered and sold?

Were the defendants bad people?

Economic reality of the transaction.

SEE APPENDIX FOR THE FOLLOWING “SECURITIES”:

Loan Participations (generally no, but maybe);

Pension & Employee Benefit Plans (generally no, but ER stock is a security)

Partnerships (See above);

Mineral Interests (yes);

Franchises, pyramid schemes;

Real estate, condos, interests in subdivisions;

Animal Programs;

Discretionary Security & Commodity Trading Accounts;

Sales of Personal Property;

Memberships;

Business Cooperatives;

Insurance Products;

LLPs

LLCs



































III.	1933 ACT:  SECTION 5

�

      (Key to 33 Act) (Registration Statements/Prospectuses)

IMPORTANT NOTE: ALWAYS START HERE !!  §5 PRESUMPTIVELY APPLIES TO 

EACH TRANSACTION.  START HERE, THEN LOOK FOR AN EXEMPTION IF 

THERE’S NO EXEMPTION, THEN YOU MUST REGISTER!.  Remember: §5 applies to 

transactions of securities (i.e. each transaction is subject to §5).  Therefore, even when you 

tell your broker to sell, you can be sued under §5 (P could make a prima facie case) but 

you could prove no violation.





�HOW TO APPROACH SECTION 5

Important: Do NOT read chronologically!  Rather, look at §5 in the following 

order:

Start with §5(c); this is the “pre-filing” provision; Can’t do anything during this period.

Then look at §5(b)(1); this is the “waiting period” provision; after you file, you can’t do anything except make (1) oral offers, or (2) make written offers  through a statutory prospectus;   

Then go to §5(a); this is the “waiting period” provision prohibiting sales before the registration statement is effective;

Finally, look at §5(b)(2); this is the “post-effective” period; can make offers or sales, as long as statutory prospectus is delivered before or with delivery of the security.





3 PERIODS GOVERNED BY SECTION 5 

Generally: §5 implicitly divides the underwriting process into 3 time periods ((1) pre-filing; (2) waiting period, (3) post-effective period) - and sets rules regulating offers and sales of securities during each period (Only applies to I’s, U’s and D’s).

Damages for Violations of §5:

Section 12(a)(1): (See End of This Section) Anyone who offers/sells in violation of §5 is liable to the buyer for damages/recission.

Section 15: Anyone who controls anyone liable under §12 is jointly liable, unless the control person proves he had no grounds to beleieve/knowledge.



STEP 1: PRE-FILING PERIOD: (§5(c)) It is unlawful for any “person” (meaning issuer, underwriter, or dealer - b/c of §4(1) exemption) to offer to buy or sell an issuer’s securities through the use of any prospectus or otherwise, unless the issuer has filed a registration statement.  The SEC does not want pre-selling based on information that it is not in the prospectus.  This includes oral offers.  Therefore, you can’t even offer, then file, then take the money!

“Prospectus”: (§2(1)) Extremely broad concept; In general, it’s “any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television, which offers any security for sale or confirms the sale of any security.”

Offers/Sales: (§2(3)) Very broad concepts under the Act.  Not defined under the common law.  Courts have used a “smell test” here: if they don’t like the transaction, they’ll catch it.  For example, a court found the requisite value & offer/sale in the case of an internet company giving away free coffee in exchange for customer’s names & addresses.

Offer:  includes every attempt or offer to dispose of, or solicitation of an offer to buy, a security or interest in a security for value.  Therefore, just b/c you don’t call it an “offer” doesn’t mean it’s not an offer.  It also includes the dissemination of information that might “condition the market” (i.e. raise market expectations and therefore demand of the securities)  Therefore, be careful of press releases, company speeches, and advertising.

Normal Activity: Normal business activities are permitted (ads, communication to SHs) in order to not unreas interfere.  However, there is a line that can be crossed here.

Advertising: (RULE 135) Issuer can send a notice saying that he intends to make an offering, if he says no more than the following. What info can be used by issuers in news releases:

Mandatory Items: (Must) i.e. the fact that the offering will be made only be means of prospectus;

Permissible Items: (May) include title of the security, the basic terms, the time of offering, name of issuer.

Prohibited Items: (Can’t) Identity of underwriter.

Sale: is every K of sale or disposition of a security or interest in a security for value.  

Otherwise: Basically means oral communications.  Therefore, oral offers are excluded as well.

Exemption: (§2(3)) Negotiations and agreements between the issuer and the underwriter are exempted from this prohibition a/g offers and sales.  But negotiations or agreements between underwriters and dealers is prohibited.  This allows an issuer to get a firm K b/f incurring the expense of a Reg. Stmt.

Exemption (§4(1): Excludes the provisions of §5 from “any person other than an issuer, underwriter, or dealer.”



STEP 2: WAITING PERIOD: (§5(b)(1)) After registration statement is filed, but before it becomes effective, actual sales are still prohibited.  However, underwriters may arrange with brokers and dealers for assistance in selling to retail customers.  Therefore, underwriters and dealers may also make oral offers, and written offers through the use of a statutory prospectus (but no offers may be accepted (i.e. sales concluded) until the registration statement is effective).

Permissible Communications: (Rule 134)Oral offers are OK, but they’re not regulated by the Act.  Written communications (“tombstone ads,” preliminary prospectuses, and summary prospectuses) are regulated by §5(b)(1), which prohibits the use of prospectuses during this period unless it meets the requirements of §10 (“STATUTORY PROSPECTUS”).  However §2(10) defines prospectus to include almost any written communication (plus TV & radio ads).

Tombstone Ads: (§2(10)(b), Rule 134) Rule 134 is “Communications not deemed a prospectus.”  Therefore, short announcements about a proposed offering usually listed in the paper.  They may contain description of issuer’s business, offering date. They are OK during the waiting period, but they must contain:

Issuer’s name;

Kind of security being offered;

Offering price;

Identity of person who will be executing purchase orders;

Person from whom a prospectus may be obtained;

Statement that no offer to purchase can actually be accepted during the waiting period and that the ad itself does not constitute a solicitation of an indication of interest from a prospective purchaser.

Preliminary (“Red Herring”) Prospectus: Permitted during the waiting period.  Similar to the final prospectus but is missing certain info b/c it’s not available yet (i.e. the price - b/c it could change daily).  It’s called “red herring” b/c of the red warning down it’s side. 

Duration: Once registration statement becomes effective, red herring must be discontinued.

Note - Acceleration: Although not legally required, the SEC forces its distribution by refusing to accelerate the effective date of registration statements unless the P.P. is distributed (if not, issuer must wait 20 days b/f sales can be made).

*Note: (Rule 134(d)) These communications may be used to solicit offers it if is preceded or accompanied by a reguar section 10 prospectus - including a tombstone ad, preliminary or summary prospectus (See Below)

Summary Prospectus: (§10(b); Rule 431) Permissible if the following are met:

certain financial requirements;

file reports under the 34 Acts;

issuer is “seasoned” (i.e. have been a 34 Act reporting comp for at least 3 years and filed all required reports in last year).

Impermissible Communications:  Can’t make offers other than the ones above.  No sales are permitted and consequently, no offers may be accepted until the registration statement has become effective.  

Required Preliminary Prospectus: (Rule 460 - Acceleration) Although not legally required (b/c the main goal of the waiting period is to prevent illegal offers and sales), the SEC forces its distribution by refusing to accelerate the effective date of registration statements unless the P.P. is distributed to all underwriters and dealers who can reasonably expect to participate in the distribution. (if not, issuer must wait 20 days b/f sales can be made).  It does this b/c most investors make their decisions during the waiting period; therefore, they should have the info.  Issuers want to accelerate b/c the price may become stale if they have to wait the entire period/

Note: If issuer has never issued securities to the public (i.e. not a 34 Act reporting company) the SEC will not accelerate the offering date unless the underwriters and dealers have sent PPs to all persons reasonably expected to buy the securities.

Distribution of Statutory Prospectuses: 

With Written Offers (“Free Writing Privilege”): §5(b)(1) permits written offers in any form as long as they are either accompanied or preceded by a copy of the final, statutory prospectus which meets the requirements of §10.



WAITING PERIOD/POST EFFECTIVE: §5(a)

Generally: Just says you can’t make sales by prospectus or otherwise at any point before registration statement becomes effective.



POST-EFFECTIVE PERIOD: (§5(b)(2)) Sales may begin.  The objective is to see that all purchasers receive a copy of the final (“statutory” - §10/Schedule A) prospectus either before or at the time of delivery.  Does not preclude oral communications.  

Potential Problem: If only required to give prospectus at time of delivery, it’s already too late to stop the potential harm!

Difference Between §5(b)(1)&(2): §2 changes §1 slightly; once you have given the statutory prospectus after the registration statement is in effect, you can give written communications that are not statutory prospectuses.

General Effects of §5: This gives the SEC power to define terms and therefore much “wiggle room” to adopt regulations.

Example: In focusing on sales, coupled with delivery of information, the SEC has allowed sales before a prospectus is delivered, @ least 48 hours after the issuance.

Example: 4 years ago, SEC rewrote 33 Act  - change §5 to allow offers but require a statutory prospectus to be delivered during the registration process, so investors had enough time to read the information.

With Supplemental Sales Literature, Written Confirmations:  Similarly, supplementary sales literature (§2(10(a)) and written confirmations (§§2(10)(a), 5(b)(2)) of sale may be given, written confirmation of sales may be given, and securities may be delivered as long as such are accompanied or preceded by a statutory prospectus.

With Delivery of Security: (§5(a)(2),(b)(2)) After the effective date, delivery must precede or accompany the security.

Exemptions from Statutory Prospectus Delivery: 

For Dealers: (§4(3)) Once the registration statement is effective for 40 days (90 days for IPOs) a dealer need not deliver a prospectus with a security if they have finished selling their allotments of securities in the offering.

Sales Made to Brokers on an Exchange: (Rule 153) Sales made by an underwriter to a broker over a stock exchange of which the broker is a member need not be accompanied by a prospectus if the exchange has been supplied with sufficient copies and delivers copies to members upon request.

Unsolicited Broker’s Transactions: (§4(4)) A broker executing a transaction on a customer’s order need not deliver a prospectus.

How Long Must the Statutory Prospectus be Used: As long as the original distribution is taking place (i.e. period which any securities in the original issue have yet to be sold for the first time) and, in any event, for at least 40 days after selling begins (90 days if IPO) whether or not the original distribution has ended.

Mandatory Updating: (§10(a)(3)) If the period of use of the Stat Prospectus extends beyond 9 months, the info may not be more than 16 months old (i.e. must update the info).  In addition, the issuer should update the prospectus any time new material facts develop, since use of misleading prospectus can result in liability-§11,12,17(a)



“GUN-JUMPING”: 

Generally: General Rule: Keep Your Mouth Shut to Avoid the Following:

Making offers before filing;

Making written offers after filing that are not a §10 statutory prospectus;

Making sales, when registration is not in effect.

Pre-Filing Publicity: (i.e. test the waters) Can be dangerous.  SEC may not like it; may hold off on declaring your registration statement effective until the publicity is stopped & enforce a “cooling off period” so the effect of the publicity will dissipate.  Therefore, instead of 30 days after filing, may be 90 days.

Road Shows: Company officials & underwriters travel around to give presentations to potential investors in a structured environment.

During Filing Period: Can’t solicit or make any written offers except for a statutory prospectus.  However, you can make oral offers and presentations.  What you say need not necessarily be in the statutory prospectus.

Closer Calls: Presentations on a screen with bullets; pass out something then take it back at end of presentation; In general, DON’T give them anything written, to be on the safe side.

Internet: Close call - can you post your §10 prospectus on your or anyone else’s website?

After Filing/Becoming Effective: Still must accompany or precede the stock with a §10 prospectus, even if you gave him a preliminary prospectus during the filing period.  After effective, may deliver non-statutory prospectus to investors.

Note: §2(10) a letter confirming the sale of a security is a prospectus, but it’s not a statutory prospectus; therefore, it would violate §5!!!



(C) DISKIN v. LOMASNEY (Written Communications During Waiting Period)

General Rule: The making of a written offer by letter after the filing of a registration statement but before its effective date may be lawful only if it is accompanied by a §10 statutory prospectus.  

Effect: Violation of §5.  P can sue under §12(1) b/c offer was made to him in violation of section 5.

5 Legal Ways to  Make Offers During Waiting Period:

oral offers;

tombstone ad (Rule 134);

preliminary prospectus;

summary prospectus;



(D) BYRNES v. FAULKNER (§2(10) Prospectus includes “Confirmation Letters”)

General Rule: A K to buy stock will be unenforceable if an accompanying confirmation latter does not meet the §10 statutory prospectus requirements.

Because §5(b)(2) prohibits delivery of a security unless accompanied by a §10 statutory prospectus, and a confirmation of sale is a prospectus, there was a violation here.



(E) SEC v. MANOR NURSING HOME (Duty to Disclose Developing Information)

General Rule: The registrant is subject to a duty to disclose material developments occurring after the effective date of registration if those developments make the registration materially misleading.  

Rationale: §5(b)(2) prohibits the delivery of a security unless accompanied by a §10 statutory prospectus; therefore, b/c §10 is not satisfied if it omits material facts, even if it’s a post-effective development.  Therefore, must amend the prospectus.

Liability: Court bought this argument and allowed an action under §12(b)(1).

Correro: This is merely bootstrapping a 10b-5 claim to other claims.

		(d) NOTE: SEC has never repudiated this case.



LIABILITIES FOR §5 VIOLATIONS

§12(1) - Liability for Offers or Sales in Violation of Section 5:

Generally: Any person who offers or sells a security in violation of any of the provisions of section 5 is liable (i.e. sale of unregistered securities, failure to deliver the required prospectus) to the purchaser for:

consideration paid (with interest) less the amount of any income on the securities (i.e recission) ; or 

damages if the person no longer owns the security.

P’s Burden: Need only show noncompliance, i.e. that D is a person who offered/sold and there was no registration statement in effect.  Therefore, even if you have a valid registration statement in effect, you’re still liable if you OFFERED before it was filed.

D’s Burden: Must show noncompliance was justified, i.e. an EXEMPTION.

Liability Extends to:

Control Persons: Jointly and severally liable; CPs (i.e. directors) who control any other person liable under 12(1) see §15 for “control persons” and defense - no knowledge;

Participant Liability: “Sellers” liable under 12(1) include both the person who actually passed title and the person who solicited the purchase from the buyer, but not persons whose sole motivation is to benefit the buyer.

Note: Unlike 12(2), there’s no burden of proof for the defendant.  Under (1), if you violate §5, you are liable.



IV.	THE REGISTRATION PROCESS

GENERAL NOTES

Review: The issuer must file a registration statement.  The purpose is to disclose all the material facts relating to the securities being offered.  The prospectus is Part I of the statement.  This is what is given to the purchaser prior to or accompanying the securities.  Part II contains supplemental information, which is relevant, but not required in the reg stmt.

Expense: The registration process is ridiculously expensive, e.g. WWF paid $2 million, exclusive of underwriting fees (usually 5%); Martha Stewart paid about $1 million!.  Therefore, people avoid registration as much as possible.

Who Can File?: Under §6(a), only an issuer may file a registration statement.  Non-issuers have no standing to file (note: most non-issuer transactions are exempt).  However, since §5 says “no person. . .,” many non-issuers would be subject to §5 liability unless a registration statement is on file.  Therefore, a non-issuer that needs to comply with §5 must convince the issuer to file so the non-issuer can sell.  However, most issuers are not inclined to do so, because:

filing is so expensive; even with reimbursement, the time commitment is significant.  

civil liability; the issuer, officers & directors are personally liable for defects in the registration statement, regardless of whether they get any money from the issuance.  Also, civil liability extends to those who sign the registration statement, i.e. CEO, CFO, CAO.

Types of SEC Review: 

Deferred Review: If it’s really bad (many errors or problems), SEC will send it back w/o any comments & allow the issuer to consider whether it wants to proceed.

Cursory Review: SEC does an initial review, appears OK, tells issuer that a cursory review was done, and that it will be declared effective on the requested date.  Risky - b/c more chances of having mistakes or omissions.  May send a bed-bug letter outlining the material deficiencies.

Summary Review: (“No Review”) SEC will declare effective upon receipt of letters from issuer & underwriter and adequate responses to limited comments made by the SEC.  Usually for issuers who have no enforcement problems, have recently filed another registration statement that was fully reviewed; no financial difficulties, are currently & timely in their 34 Act reportings.

Customary Review: Complete accounting, financial, and legal review (i.e. all first time issuers).

Section 6(c) :: Filing Date: Is the date it is received by the SEC.

Section 6(d): Filings are public knowledge.

Effective Date - Acceleration: (§8) This section is RARELY FOLLOWED.  It states that the registration statement becomes effective the 20th day after filing.  However, the SEC used to have to issue stop orders all the time for defective registration statements and to give the staff enough time to review (i.e. may do a full review, monitor, or no review at all; depending on how long the comp has been reporting).  In addition, §8 states that if you file an amendment, the 20 day period begins AFTER the date you filed the amendment. Therefore, if the R.S. was approved after 2 days, you’d have to wait 18!

Solution::Acceleration: (Magic Legend) SEC can accelerate the effective date.  Now, issuers just place a LEGEND on the first page stating that  “we hereby amend on a continuous basis and until we file a last amendment and the SEC accelerates the effective date.”

Remember This: The R.S. goes into effect when the SEC says it does!!!!  Don’t even try to challenge this (i.e. I’m going effective in 20 days whether you like it or not!) b/c SEC can issue a stop-order which will taint the offering.

Example of Acceleration Power: (48 Hour Rule) SEC has used the acceleration power to assert more control over issuers.  For example, the SEC has refused to accelerate the effective date unless the issuer gives a prospectus to all investors within 48 hours.

“Undertakings”: (Page 4 of “Part II” Handout) This is basically a laundry list of crap the SEC wants you to agree to; if you don’t they won’t accelerate.

Factors in Deciding Whether to Accelerate: adequacy of public info a/b issuer b/f registration; ease in understanding the nature of securities; issuer has indemnification agreement toward UW or dealer; pending SEC investigations; market manipulation.

Forms: Not technically “forms,” but rather a set of instructions.  The SEC has initiated a plain English initiative.  If you don’t comply with it, you get a bed-bud letter.  Because they are not copywrited, you should try to use someone else’s form.  Some required forms are:

Form S-1 (used in IPOs);

S-K

S-X (financial info)

Reg C (form/content in prospectus)

Rules 145, 152 (SEC policy statements).

Formal Proceedings by the SEC: 

Section 8(b) :: Refusal Order: If registration statement  is on its face incomplete or inaccurate in any material respect, SEC can issue a RO.  It can be issued within 10 days after the filing of a statement that is clearly inadequate on its face.  This order delays the effective date in order to allow the SEC to take appropriate action; therefore, it must always be issued prior to the effective date.  These are rare, b/c of the impracticalities of acting within 10 days of filing.

Section 8(b) :: Stop Order: (More Common) Either delays the effective date or stops the selling of securities (if it has begun), so as to permit an investigation of the issuer and the securities offered.  SEC may issue at any time - b/f & after the effective date.

UPDATING REQUIREMENT (§10(a)(3)) Requires that a prospectus still in use after 9 months after the effective date be updated to ensure that it contains information as of a date not more than 10 months  prior to its use; the info must be known to the user of such prospectus or can be furnished by such user w/o unreasonable effort or expense.

INTEGRATED DISCLOSURE SYSTEM (Reg S-K)

Generally: SEC used to have a dual system of disclosure under the 33 and 34 Acts, i.e. separate registration statements, reporting, etc., each with its own set of instructions.  Reg S-K now prescribes a single standard set of instructions for filing forms under the 2 Acts, so that when the same type of information is required under the various forms, a single set of instructions applies.  Also, revisions of several rules & forms resulted in a uniform set of financial disclosure requirements.  In addition, some forms for registration of offerings under the 33 Act allow information by reference to information in the 34 Act.

Pros-Cons of Going Public:

Pros: Raise $; existing SHs can cash in on investment; better position to acquire other companies; permits adoption of stock option plans; improve net worth; give owners a sense of financial success.

Cons: Cost of maintaining public comp; full disclosure obligations; possible loss of control; couls become candidate for take over bid.

	(L) Regulation of Underwriters / Distribution Process: (See Appendix)



PREPARING THE REGISTRATION STATEMENT

First Step :: Investigation & Negotiation: After the issue decides on an issue, he and his attorney investigate potential underwriters; the underwriter investigates the issuer to determine whether it wants to underwrite the issue (and at what price).  The 2 sides then negotiate terms like tentative offering price and the UWs commission.  They then may sign a letter of intent (an agreement to agree).  Remember: the UW usually does not sign the underwriting agreement until right before the effective date (i.e. when actual offering price is known).

Drafting Process: Draw up a schedule of events and assign responsibility for each event to the various parties.  Counsel for the issuer usually drafts the registration statement; counsel for the underwriter usually prepares the underwriting agreement.  There can be a lot of tension over what needs to be disclosed if it paints the issuer in a negative light.



SEC DRAFTING GUIDANCE:

Applicable Sections & Rules: Drafter should look first to sections 6 & 7 (govern registration statement) and Reg C (setting forth rules that apply to the registration statement itself).

Registration Forms: The registration forms incorporate requirements stated in Schedule A:

Form S-3: Requires the least amount of disclosure & incorporates by reference 1934 Act reports filed by the issuer.  To use Form S-3 in a particular transaction, the issuer must meet the registrant requirements and the transaction must meet the transaction requirements.

Registrant Requirements: Form S-3 may be used by firms that (i) have been filing reports under the 34 Act for at least 3 years; (ii) have timely filed all reports under the 34 Act for the preceding 12 months; and (iii) can meet certain standards of financial stability.

Transaction Requirements: Form S-3 is available to the following transactions:

Offerings of securities for cash, if the issuer’s “public float” (amt of stock held by nonaffiliates of the issuer) is at least $150 million, or the public float is at least $100 million and has an annual trading volume of 3 million shares or more.

Offerings by the issuer of debt and nonconvertible preferred stock, for cash, if the securities offered are rated “investment grade” by at least one nationally recognized rating agency;

Secondary offerings (i.e. offerings of the issuer’s securities by persons other than the issuer), if securities of the same class are listed on a stock exchange or quoted on NASDAQ;

Rights offerings, dividend (or interest) reinvestment plans, and conversions or warrants.





Form S-2: Allows companies that qualify (test same as “registrant” above) to incorporate certain 34 Act filing info by reference & either to deliver their annual reports to potential purchasers or to include substantially the same information in the prospectus to investors.

Form S-1: Permits the least amount of incorporation by reference.  This is the general form used for the registration of securities of most companies unless another form is prescribed or authorized.



PART I :: CONTENTS OF THE PROSPECTUS** (WWF IPO) (Section 7)

SEC Discretion: Exercises broad discretion in deciding what information is material and must therefore be disclosed in the registration statement.  Under Section 7, the R.S. must ordinarily contain the info specified in SCHEDULE A.  However, Section 7 authorizes the SEC to require more or less disclosure in a R.S. than is specified in Schedule A.  It does this by promulgating various forms for registration statements (see above).

Additional Information: (RULE 408) In addition to the info required by Schedule A through section 7, a R.S. must contain all additional information needed to make the R.S., as a whole, not misleading.  (e.g. misleading to put in info about a product, but failing to mention that you’re going to discontinue that product).



COVER PAGE: (See WWF Class Handout): Cover page may sometimes exceed one page.  In general, it must be the first thing that the investor sees.  In general, it’s a quick summary of the whole issue, i.e. so investors can see it at a glance.  Cover page is necessary because, in reality. No one reads the rest of the prospectus except for plaintiff attorneys!!!  You know that the prospectus is final when the prices are filled in and it does not say “subject to completion.”  It also contains the following information:

General description - name of issuer.

Number and classes of shares being offered;

Public Offering Price:

Non-Final Prospectuses: (Red Herring)Price is left out upon filing b/c the issuer and underwriter are not sure what it will be when it becomes effective (may give a general range).  Price is not put in until the firm commitment underwriting is signed, so the underwriters can check the demand for the securities.

Incentive for Low Price: Customers will get pissed at the underwriters or dealers if they buy at $15 then it drops to $12.  Lower price may generate grater interest.

Market (i.e. NYSE?, NASDAQ?);

Where the shares are being offered;

Underwriters (Usually no indication on who’s the lead);

Underwriter discounts (7% is a common IPO rate) and commissions;

Proceeds to the issuer before expenses;

Market symbol;

Underwriters’ additional stock options;

Reference of page number of the “risk factors”

SEC disclaimer - We did not approve or disapprove of the securities nor determined if the prospectus is accurate or complete.

Over-Allotment Option: (Green Shoe Option) Here, the underwriter has the option to buy 1.5 million shares more of common stock.  During the waiting period, no K for sale can be entered into.  However, UWs can “build a book” (i.e. get interest going in the stock).  But there’s no guarantee that everyone in the book will ultimately buy.  Therefore, they will over-allot, i.e. get more interest than shares available, in order to prevent from reneging on their clients.  The UWs must buy in the open market to get the shares for their customers (usually at a loss).  Therefore, in a Green Shoe Option, the UW forms a K right to get shares over-allotted from the issuer @ the regular price, so they avoid losses on the open market.



INSIDE COVER PAGE:

Notice: No one is authorized to give any information other than what’s in the prospectus.

Section 11: If the prospectus is complete and accurate, the you can lie!  As long as you don’t lie in the registration statement, there’s no §11 liability!  “The info in this prospectus is complete and accurate only as to the date of this prospectus, regardless of the time of the sale or delivery.”  HOWEVER. §12(2) imposes liability for false statements omissions in connection with the offer or sale of a security.  In addition, §15 imposes respondeat superior liability.

State Laws: Not making any offering in violation of state blue sky laws.

Table of Contents

Statement Under ToC: Everyone must comply with §5 (issuer, individuals, UWs, etc.).  

Dealer Exemption?: Dealers may be required to deliver a prospectus up to 25 days after the date of the prospectus) Dealer generally has an exemption under §4(3) & 4(4)  However, in order for a broker to get it, he must meet certain prospectus requirements with respect to shares that are subject to a registration statement.  Although the prospectus delivery requirement of a broker is not required under §5, the dealer who doesn’t deliver hasn’t complied with the exemption.  Therefore, the dealer is liable for §5, but not the issuer or UW.

Requirements on Unsold Shares: (“In addition to Language”) Sometimes UWs are stuck with shares that no one is buying.  There’s an absolute bar against UWs buying during a distribution (i.e. make false market demand), and therefore UWs want the distribution over with ASAP (i.e when all shares are sold), so they can trade on the shares.  This statement says that the unsold shares carry with them the §5 prospectus delivery requirements until the underwriter get rid of them.



PROSPECTUS SUMMARY:

Remember Liability Aspects:

P lawyers look at prospectuses at a document that can be sued upon.  Therefore, they look at it as a selling document.  Directors have liability under §11; therefore they want to protect themselves  more than they want the IPO money; therefore, they look at the selling side.  CPAs have liability for false/misleading financial statements that they audited in the registration statement.

Tries to get You to Read the Rest of the Prospectus: Includes:

Description of the general business (i.e. what they do; why they’re successful; events they have);

Our operations (i.e. TV programs; Branded Merchandise);

Business strategy;

Offering Description: includes the: (i) amount offered; (ii) amount outstanding; (iii) use of all proceeds; (iv) voting rights of all the classes offered: (Class A - 1 vote/shr; Class B - 10 votes/shr (i.e. trying to get public’s money without letting them affect the management of the company).

Summary of Historical / Financial / Other Data







FINANCIAL INFORMATION

Generally: Must be fairly recent and accurate.

Audited v. Unaudited Information: Must state whether the information you state was looked over by an independent third-party.  Directors can rely on audited information; not unaudited information.  Under §11, P need not even show that he read the prospectus.

“Combined Statement of Operations Date - audited.

“Unaudited pro forma - unaudited.

Balance Sheet: (Schedule A) Showing its present or current financial condition, normally not dated more than 90 days before filing; if there is a delay in the effective date, the balance sheet must be updated.

Profit-Loss Statement:  The SEC generally requires that the issuer include statements of its net income for at least the past 3 years, plus a statement for the year to date.

SEC Accounting Regulations: (Reg S-X) SEC has its own regulations as to what it considers generally accepted accounting principles.  Issuers must adhere to these Regs in preparing all their financial info for the registration statement (e.g. making sure that balance sheets & profit-loss statements are broken down so investor can tell where exactly the revenues are coming from).

Capitalization

Statement on How Copr Converted from an S-Corp to a C Corporation

Mgt’s Discussion & Analysis of Fin. Condition & Results of Operations: Requires some forward-looking disclosure.  In general, the company must do 3 things:

Must look at financial history and point out shifts/changes of a certain amount & why they happened.  

Discuss the corp’s resources & room.  Is there enough cash to do what needs to be done?  Are we in good shape?

Anything going on that could affect the financial situation in the future?



OTHER PROSPECTUS INFORMATION: (See appendix for more information)

Risk Factors: Usually pretty obvious - general economic crisis/decline; losing key employees or management; maintaining current communication systems; intellectual property rights; insurance may be less than potential liabilities; pending litigation, etc.

Who Runs the Company?: Names & descriptions of key employees; who runs the company; 

Composition of the Board: Most exchanges require at least 2 oversight committees (audit & compensation) to prevent scams.  Must be independent directors.  Note, they are not on the board before the offering, b/c there’s liability for people about to become board members.

Executive Compensation: 3 highest paid; set forth employment agreements.

Long Term Incentive Plans: stock options;

Disclosure: Transactions b/w corporation & its directors, officers, & members of their family, plus anyone who owns 5% stock; 

Principle SHs

Description of Capital Stock:

Preferred Stock: Bd can determine what the terms of the P-stock will be w/o SH approval.  Plus, Plus, you can offer p-stock in series (i.e. different terms).

Shares Eligible for Future Sale: B/f going public, shares go to EEs, directors, venture capitalists, etc.  Not required to be registered - exemption.  SEC requires these shares to be held for X amount of time b/f you can sell.  This section tells the public that there’s a market overhang.  Could affect market, so UWs get lockup agreements so SHs won’t sell for a period of time.

Plan of Distribution: Underwriting arrangements; what if not all shares are sold, etc.

Underwriting Agreement: Firm commitment -all or non provision -usually requires the UWs to pick up the shares up to a % of the stock in question.  Best Efforts - no all or none provision - therefore, usually set up some minimum amount that must be sold.  

Electronic Prospectus: SEC struggles.  May be OK.

Transactions the Stabilize: Restriction on buying and selling at same time to created artificial price.  But, SEC says it’s OK for “stabilization” manipulation, i.e. UWs can do this to make an orderly market.

Legal Matters: (§11 does not include lawyers as experts) Statute requires a legal opinion as to the “VALIDITY OF THE SHARES” Validity requires that:

the shares have been authorized (under art. of Incorp.) & the directors have passed appropriate resolutions authorizing the sale & that they will be validly issued AND

the shares are fully paid (i.e. par value/stated value - can’t issue shares less then this amount); shrs issued must be pd in cash (no promissory notes); AND

non-accessible - can’t ask for more money per shares.

		(m) Material pending civil litigation;

			

PART II :: NON-PROSPECTUS INFORMATION (Can Get Off EDGAR) (Handout)

Exception to Indemnification of Officers & Directors:  (A/g public policy and therefore null & void) Corporate law provides that directors & officers can be indemnified a/g their expenses & sometimes their liability in fighting a matter.  However, b/c liability is for everyone’s benefit (i.e. not just the plaintiff), indemnification is a disincentive to making sure the registration statement is complete & accurate.  However, this has never been litigated.  It has been litigated with respect to UWs - court said if UW is grossly negligent, no indemnification is permissible.  However, SEC has no problem with a corporation paying insurance premiums for liability.  Therefore, the issuer must:

Disclose indemnification provisions; and

(undertaking) Advise investors that it’s a/g SEC public policy; therefore, if the issued is raised, issuer won’t pay a dime w/o first bringing it to court.



Recent Sales of Unregistered Securities: Requires disclosure of recent (past 3 years) sales of unregistered securities.  Must disclose, b/c if previous SHs sue for recission, issuer may have noting to pay new investors.  Must be able to show exemptions.  If not, then:

SEC may hold the issue up; must offer right to rescind to all buyers of those securities (must file a registration statement covering the offer to rescind); or

Under §12(1) all or some of those SHs have a right to rescind (i.e. contingent libaility).



�Exhibits & Financial Statement Schedules: These are public documents; they raise the issue of confidentiality (i.e. competitor’s advantage).  Therefore, you may ask the SEC not to disclose: (1) confidential, or (2) proprietary information.



Undertakings: (See “Undertakings” Above) Agreements with the SEC, in order to accelerate effective date.

Indemnification: See previous notes above.

Section 11 Liability: (No §11 liability for anything after the effective date)  Section 11 liability for the accurateness of registration statement is tested at the date of effectiveness (“at a moment in time”) (e.g. if there’s a fire in the corp day b/f effective date, prospectus is false!) (but to avoid liability, you can file an amendment during printing).  Therefore, there is no requirement that it be amended if something happens after the effective date.  After effective date, the 33 Act allows you to use prospectuses that contain info that wasn’t in the registration statement.  

Section 12(2): Although there’s no §11 liability, there can be liability under section 12(2) (“in connection with an offer or sale”).  The prospectus must be accurate @ the time given to investor & when the investor pays.  Therefore, you should do a sticker supplement (Rule 424) on the first page stating the new development i.e need not file).  Then, there can be no liability (see below).

Post-Effective Amendments: (RULE 423) Do not relate back to original filing.  Statute of Limitations runs form with the first bona fide offering - makes it possible to buy a security after the SoL has run.  Undertaking says the SoL runs from post-effective amendment.

Blanks in Prospectus Statement: Can still go effective with blanks (i.e. don’t know what the price will be).  However, there’s no §11 liability b/c the info was not in the registration statement.  Therefore, the SEC usually gets the issuer to undertake - assume liability for this information as of the time it was declared effective.



LIABILITIES BASED ON CONTENT OF REGISTRATION STATEMENT

Section 11: Civil liability on those associated with the preparation of a registration statement, including the prospectus that contains material misstatements or omissions.



7.  THE DISTRIBUTION - UNDERWRITING PROCESS

Why It’s Important: B/c the 33 Act regulates the original distribution of securities by the issuer to the public.



Underwriting Generally: Involves the moving of securities from the issuer through the underwriter, dealers and initial investors into the hands of investors who intend to hold the securities for investment.  The issuing corp will contract with the underwriter to either buy the securities from the issuer or take responsibility for their sale.

Underwriting Syndicate: Generally, the issuer with interface with one or two investment banks called the lead or managing underwriters.  They can then organized a group of other underwriters to help sell the issue of securities, by entering into an “agreement among underwriters” which spells out all of the terms, including allocated %.  Usually, the lead underwriter(s) do most of the leg work, the rest try to sell a portion of the stock.  Collectively, they are known as the underwriting syndicate.

How it Works (Example): Morgan Stanley (the “Managing or Lead Underwriter”) agrees to underwrite an issuance for X Corp.  MS can then get a bunch of other underwriters to help with the burden.  All of the underwriters then buy the shares from the issuing corp for $10/shr; they then sell them to them to dealer firms for $11/shr.  The dealers then sell the securities to retail customers for $12/shr.  MS  charges each underwriter in the group a commission for its services.

“Dealer’s Concession”: The underwriting syndicate often hires other investment bankers to hell sell the issue.  They don’t become underwriters, and therefore, there’s no commitment to buy.  However, they enter into an agreement with the UWs in which they are allowed to get paid if they sell some of the issue (i.e. if UWs get $1.25/shr, investment bankers get 75¢.

Rationale: Don’t want to bet the house on the whole deal.  It’s a risk allocation.

When Does the Distribution End: The distribution is complete only when the stock comes to rest in the hands of investors who intend to hold them for a substantial period of time.  It is not complete when the dealer sells to an investor who buys, then sells the next day in order to turn a quick profit.  However, if the original investor sells to X, who intends to hold the security for a substantial period of time, the distribution is complete.





Types of Underwriting Agreements: 

Standby Underwriting: The issuer itself advertises the issuance of the securities and sells directly to the public.  If it does not sell all of its securities, the underwriter agrees (for a fee) to buy the unsold portion., i.e. the underwriters acts as an insurer of the success of the distribution.

Firm-Commitment Underwriting: (Usually used during IPOs) The issuer actually sells its securities outright to the underwriter, who then resells the securities to dealers and/or the general public.  The underwriter agree to buy the whole offering, and the issuer agrees to facilitate the sale of the securities to the public (i.e. buy for $83, sell for $100).

Misnomer: The agreement is far from “firm.”  The underwriters generally don’t sign the K until the very last minute.  Usually they sign very shortly before the registration statement becomes effective.  Therefore, legally, the underwriters can back out!  This minimizes their risk of buying something that they can’t unload, i.e. got poor responses during the waiting period.

Payment: UWs buy at a discount and sell for a profit.  Usually have to pay issuer within X days of the effective date.

Best-Efforts Underwriting: Usually occurs after the effective date.  Underwriter acts as a sales agent for the issuer on a commission basis.  The underwriter agrees to use its best efforts to market the securities to the public (i.e. find buyers), but makes no guarantee that the issue will be completely sold (therefore no liability if they don’t find buyers).

Payment: Usually get a commission on shares actually sold (i.e. offering price $15; UWs get X%).  The issuer gets the whole $15, then doles out a commission to the UW.  In a firm commitment, the UW does not get a commission; rather, it buys at a discount.

Types of Issuances: Partnership interests.

Direct Offerings: Issuer does the whole job itself.  It can be:

Public (issuer gambles - thinks he can sell it all w/o underwriters);

Rights offering (made to existing SHs);

Dutch Auction (Offered at stated minimum price);

All or None (Unless certain # sold, all are revoked);



V. ’33 ACT EXEMPTIONS FOR ISSUERS: 

     OVERVIEW AND PRIVATE OFFERINGS



I.  OVERVIEW:

Why Exemptions?: B/c the cost and time involved is great.  Expenses include registration fee, accounting & legal fees, printing costs, state filing fees (in each state where the securities are sold), and insurance a/g 33 Act liability.  Time for the entire process is generally b/w 90 and 120 days.

4 General Categories of Exemptions:

Exempted Securities under §3(a) (everyone wants this one b/c they’re exempt regardless of what the transaction is or who is involved);

Exempted Transactions under §4;

SEC power to grant exemptions up to $5 million under §3(b) SEC uses this power to let small transactions go w/o registration; rewrites 33 Act by way of Regs;

SEC blank check to grant exemptions under §28.





Exempt Securities :: §3(a):

Generally: (§3(a)(1)-(8))  These securities themselves are exempt from registration under section 5, i.e. they may be sold and resold without every being subject to registration.  However, these securities may still be subject to the general antifraud provisions of the Act.  The exempted securities are §3(a):

Reserved: (a)(1)

Bank & Government Securities: (a)(2) - exempts (i) securities issued or guaranteed by the US, its territories, or the states themselves; and (ii) securities issued by banks. Therefore, it is possible for your securities to be exempt by simply finding a bank to guarantee them.  This includes tax-exempt industrial development bonds; municipal securities; 

Short-Term Notes & Other Debt Instruments: (a)(3) - notes or drafts arising out of current transactions is their maturity sate does not exceed nine months  In Reves, the S.C. held that a note payable on demand does not fall within the exclusion if it was not anticipated that demand would in fact be made within 9 months from the date of issue;

Charitable Organizations: (a)(4) - securities issued by religious, educational, or charitable organizations which are organized & operated exclusively for charitable purposes.

S&L Associations: (a)(5) - securities issued by S&L or related institutions if the issuer is supervised by state and/or federal authorities.

Railroad Equipment Trusts: (a)(6) securities issued by common carriers to finance the acquisition of rolling stock are exempt.

Bankruptcy: (a)(7) - securities issued by a receiver or trustee in bankruptcy with the approval of the court.

Insurance Policies: (a)(8) - insurance, endowment, or annuity policies issued by companies supervised by state agencies.

Bank Holding Companies: (a)(12) - 

Section 3(b): SEC may add any class of security to the exemption list, if it finds that enforcement of the Act to those securities is not necessary in the public interest by reason of the small amount involved (but must be < $5 million).

Sections 3(a)(9)-(11): Congress screwed up here.  These “securities” are really (and have been interpreted) exempt transactions (i.e. intrastate offering).



Exempted Transactions: (Generally - Covered in More Detail Below)  Under an exempted security provision, the security may be sold & resold w/o ever being subject to the registration requirements of §5.  If it’s an exempted transaction, the initial sale is not subject to §5, but a later resale of the same securities may be.

Mortgage Transactions: (§4(5)) When certain mortgages are initiated by regulated financial institutions and participating interests (i.e. portions of the loan rights and duties) are sold to investors, the transactions may be exempt from registration.

Transactions by Particular Persons

Transactions by Persons Other than Issuer, UW, or Dealer: (§4(1))

Dealer’s Transaction Exemption: (§4(3)) 

Broker’s Transaction Exemption: (§4(4))

Private Offering Exemption: (§4(2), §4(6)

Small Issue Exemption: (§3(b), Reg D, Reg A)

Intrastate Offering: (§3(a)(11)) 

Reorganizations & Recapitalizations: 

Bankruptcy:



II.  PRIVATE OFFERING EXEMPTION (§4(2))

1.  BASIS FOR EXEMPTION & GENERAL NOTES:

Generally: The registration requirements of section 5 apply only to an offering of securities that is made to the public.  Therefore, issues that constitute a “private” offering are exempt from registration (although still subject to fraud provisions of both acts (i.e. 10b-5).

Statutory Basis: (§4(2)) This section excludes “transactions by an issuer not involving any public offering.”  However, this exemption is extremely vague.  In response to protests by issuers, UWs, and lawyers, the SEC adopted a safe harbor rule clarifying the circumstances under which §4(2) will be deemed to be met.  The modern safe harbor rule for §4(2) is Rule 506 contained in Reg D (SEE NEXT SECTION).  

Review :: Who is an Issuer: (§2(a)(4)) In general, it is anyone who issues or proposes to issue a security.  Therefore, it includes those who propose to issue a security, even if they don’t follow through with the transaction.  The act of issuing a security arises from the creation of a right in some other person in the form of an investment K (whether or not written).  Therefore, a pre-incorporation promoter can be an issuer.  Remember, §2(a)(4), has special rules for mineral rights, etc.



STATUTORY EXEMPTION FOR PRIVATE OFFERINGS (§4(2))

BOTTOM LINE: Look @ all factors; no one is really sure how this will play out.

Section 4(2): Exempts transactions by ISSUERS not involving public offerings.  B/c it’s only available to issuers, a purchaser must find some other exemption prior to selling his stock.

How to Determine Applicability: Whether the offering is “private,” and therefore exempt from registration is a question of fact in each case.  

Burden of Proof:  The party claiming the exemption has the burden of proof to show that the offering is private (i.e. must show this is true to all investors).  If D can’t show exemption for even one buyer/offeree, it’s out the window.  The plaintiff need only show (1) security; (2) sale of a security; (3) no registration. 

“Offers”: Exemption turns on whether all offers (not purchases) complied w/ exemption.

Criteria for Distinguishing Private v. Public Offering: (Courts All Over the Place)

Need for Protection of 1933 Act:

Ralston Purina (1953): (Supreme Court) D offered unregistered stock to some of its “key employees,” which included all types of positions, levels, and salaries.  EEs lived/worked all over U.S.  

Held: To be “public,” issue need not be offered to the whole world.  Rejected notion that the determination should be made solely on the number or class of EEs.  Court held that this was a public offering.  §4(2) is to be considered in light of the design of the statute, i.e. to protect investors by promoting full disclosure of material information.  Therefore, the primary question is whether, given the circumstances of the offering, potential purchasers need the protection of the registration provisions, i.e. are they able to “fend for themselves.”

Ask: Do they need the protection; DO ALL THE OFFEREES HAVE ACCESS (i.e. actual opportunity to inspect) TO THE SAME TYPE OF INFORMATION THAT WOULD BE MADE AVAILABLE IN THE PROSPECTUS???

Investor Sophistication Factors: In answering the questions above, the basic issue is the sophistication of the offerees: are they knowledgeable enough to ask the right questio\ns, demand and get the information they need to make an intelligent investment decision, appreciate and bear the risk of securities investment???

Access to Investment Information: (SEC Release No. 5487) Investor sophistication is not enough to establish a private offering.  The investor must ALSO have access to the same information that would be  found in a registration statement.  In SEC v. Continental Tobacco, the 5th circuit interpreted this to mean that the offerees must have a close relationship to the issuer and its management since this provides the needed access to relevant information.

Note: Some relevant factors here are promoter or high-level executive 

status in the enterprise; family ties; privileged relationship based on 

prior business dealings b/w the parties; economic bargaining power 

permitting compulsory disclosure.

Receipt of Material Information: (Continental Tobacco) Some courts have indicated that mere access to information is not enough; the issuer must also actually distributed to its offerees the same type of material information required in a formal registration statement, as well as access to any additional information they request (no matter how sophisticated they are).  The court noted that sending a prospectus was not enough b/c the offerees were not given access to company records to verify the information.

Number of Offerees: (Ralston Purina; Hill York (5th Cir.)) In Ralston, the SC said this is not a major factor, but the SEC may adopt rules of thumb for purposes of administrative decisions; however, in Hill York Corp., some lower courts have emphasized the number of offerees in classifying a private offering.  The greater the number of offerees, the more likely that the issue is public - regardless of the other criteria discussed above (i.e. no matter how much info is given or how sophisticated the investors may be) (no magic number, but if you’re above 3 digits, you’re in trouble).  In addition, high degree of sophistication by itself is NOT enough.

Other Relevant Factors: Case law makes it clear that sophistication and amount/type of information given may not be enough to shoe §4(2) exemption.  In Woolf, the 5th Circuit stated that many factors are necessary b/c exemptions take away investor protections, and therefore, should be given in limited circumstances.  There are several other factors that may be relevant:

Appearance of Public Offering: Most additional factors are based on the “looks like a duck…” rationale (i.e. offering is large & disperse):

Dollar Value of Offering: (Hill York) An offering of $4 million looks more “public” than a $20K issue.

Marketability of Securities: (Hill York) If the issuer has created a readily marketable security (i.e. many units in small denominations such as $1/shr), there is more reason to find a public distribution.

“Diversity Group” Rule: (Continental Tobacco) The more unrelated and diverse the offerees are, more likely public.

Manner of Offering: (Hill York) e.g. an offering made through the use of public advertising is likely to be considered public.

Relationship b/w Issuer & Offerees: (Doran) FN 12 suggests that family relationship would compel disclosure; therefore a private placement may be OK here.



DORAN v. PETRO. MGT. CORP. (1977 - 5th Circuit)

General Rule: That the sole investor in an offering was a sophisticated investor will not in itself relieve the offeror of § registration requirements.

Held:  Absent a showing that all the offerees, whatever their expertise, were furnished with registration statement information, or that each offeree had effective access to such information, the court erred in concluding that the offering of limited partnership interests in oil drilling was a private placement exemption.

When §4(2) Can Be Used: §4(2) can be used for offers to institutional investors and corporate insiders who have the level of sophistication to know what Q’s to ask and have the “umph” to get the issuer to be forthcoming.  However, this level of sophistication is not needed when you deliver the registration info to the investor.  Can’t use 4(2) with people that have no background or experience.   In between these 2 extremes, there’s no clear answer.  If high sophistication - prob OK; less sophisticated - rely on delivery on info.

Burden of Proof: D must show that all offerees (not just purchasers) were able to fend for themselves, and had available information.

Sophistication is no substitute for access to information - there must be a sufficient basis for the sophisticated investor to exercise his skills

If offerees have a relationship such that their access to info is meaningful, then issuer can rely on access; if not, must actually distribute info.

§4(2) Relationship Rule of Thumb: (FN 12) Exemption should be available for mom-pop type businesses for getting $ from a circle of friends-relatives b/c while some of them are unsophisticated, the nature of the relationship b/w offerees and the issuer is such that the issuer has incentive to make sure the offeree is not harmed (i.e. sophistication required unless close relationship).



§4(2) :: EXAMPLES / HYPOS:

Example: Public Offering: (Ralston Purina) Issuer offered stock to EEs at the rate of 400 EEs per year.  EEs represented all income levels, occupation levels, lengths of service, sophistication, etc.  Public offering since EEs were deemed to need the protection of the Act.

Example: Public Offering: (Continental Tobacco) Issuer under an injunction for a prior violation of the private offering rules made an offering to an undetermined number of people of diverse and generally unsophisticated backgrounds.  Court held public offering, notwithstanding the fact that the issuer had prepared an investment memo for the offerees & allowed them access to other relevant corporate info.

Example: Private Offering: (Garfield v. TC Strain) Offering of debt securities of a manufacturing firm to 80 institutional investors (banks, insurance comp, etc.) was held to be a private offering, as was an offering of an undivided interest in oil lease property to a single investor with experience in buying oil stocks.

Example: Private Offering: (Bowers) The exchange by 5 SHs of their stock in a close corporation for stock of another company was held to be a private offering b/c they were in a position to obtain whatever information they wanted, and together had significant experience running a manufacturing firm with nationwide sales distribution.

Hypo: (Corp President) President of a corporation buys all of the stock of the company.  No information is written down.  Exemption?  YES.  He knows what’s up; he has all relevant information.  Same result for Board of Director member.  However, a member of the corporation’s outside law firm would NOT have the same access to information.

Hypo: (Venture Capitalist) Same as above.  They get the same information b/c they have leverage - if you want out $, you better tell us everything!



3.  FINAL NOTE: CONDUITS & SUBSEQUENT PURCHASERS OF §4(2) SECURITIES

HYPO: What if an issuer sells securities under the private offering exemptions (i..e. sells to someone with a close family relationship) and then they sell to unaccredited investors?

Conduit: The offering is not complete until the issue has “come to rest” (i.e. held for a significant period of time).  Therefore, the offerees/purchasers were mere conduits b/w the offeror and the final purchaser. Therefore, the initial purchasers (i.e. relatives) would be acting as an underwriter as defined by §2(a)(11).  Section 4(2) was not intended to cover sales to underwriters.

Response: Issuers should make sure that in addition to the complying with the §4(2) requirements,  they are not selling to “underwriters.”  It’s not enough o just ask them.  Issuer must take steps to ensure that they don’t have an intent to distribute to an unsophisticated investor.  If not, the issuer could lose his exemption.  Issuer could:

Investment Letter: Get agreement from the buyer in writing stating that he won’t resell, i.e. it’s for his own account.

Legend: Put a notice-legend on the face of the certificate stating that the security is not registered, exemption 4(2) applies, can’t be sold, disposed of without registration.



LIMITED OFFERING EXEMPTION TO “ACCREDITED   

      INVESTORS”: §4(6)

GENERALLY

Basis: Section 4(6) is related conceptually to §4(2) insofar as they both entail an exemption for private offerings.  SEC adopted Rule 146, which was very complex & confusing.  Section 4(6) was passed by Congress in response to the SEC & court application of §4(2).  Section 4(2) made it extremely difficult for small businesses to raise capital!!!!!



Section 4(6): provides an exemption from section 5’s registration requirements for transactions involving offers and sales of securities by an issuer solely to one or more “ACCREDITED INVESTORS” if the aggregate offering price does not exceed the amount allowed under §3(b), i.e. $5 million.  In addition, the issuer must file a notice of such sales made pursuant to the exemption with the SEC.

Note: No advertising or public solicitation is permitted under a §4(6) transaction.

“Accredited Investor”: (§2(a)(15), Rule 215) Includes:

a bank; insurance company; investment company; small business investment/development company; employee benefit plan (i.e. I.R.A);

any person who on the basis of such factors as financial sophistication, net worth, knowledge, and experience in financial matters, or amount of assets under management qualifies as an accredited investor under rules and regulations which the commission shall prescribe.

A.C. - Rule 215: Look for these other factors:  c

corporations, partnerships, tax exempt charities, an the like if (1)they are NOT formed for the specific purpose of acquiring such securities in question, and (2) they have total assets >$5 million; 

directors, officers, and general partners of the issuer of the securities; 

natural persons with $1 million in net worth; 

natural persons with $200K in individual annual income; 

trusts, not specifically formed for the purpose of acquiring the securities in question, with total assets >$5 million, if directed by a “sophistcate;” 

any entity in which all the equity owners are accredited investors.

No Mandatory Disclosure: Issuer need not disclose info to accredited investors.

Effects of §4(6):  Dropped the necessity of the sophistication requirement; don’t have to give SEC any information.



REGULATION D & RULE 701



THE BASICS: THE RELATIONSHIP B/W §3(b), §4(2) & REG D

FOUNDATIONS OF REG D

Section 3(b): Section 3(b) contains an exemption for small offerings, empowering the SEC to exempt from registration any offering of securities where the aggregate amount of such offering does not exceed $5 million.  Pursuant to this authority, the SEC has promulgated Reg A and Rules 504, 505, and 701.

Exempt Transactions: Although formulated in §3 for security exemptions, these exemptions are really transaction exemptions.

SEC Circumvents §4(2) through Safe Harbors: SEC all but gave up on trying to formulate a coherent application of §4(2).  However, b/c that section is statutory, the SEC can’t change it (but note court interpretations trump SEC interpretations).  However, §3(b) gives the SEC broad exemption power.  But this power is limited to transactions <$5 million.  How does the SEC get around this?  By providing a safe harbor in REG D.  SEC says “this is not an exemption under §3(b).  Rather, it’s a safe harbor, whereby if you follow the rule, we’re sure you’ll have a §4(2) exemption.

SEC RULES

Rule 1: Exemption for issues X<$1million;

Rule 2: If b/w $1million<X<$5million, can sell up to 35 unaccredited investors and unlimited number of accredited investors.  Instead of focusing on offerees, focus on purchasers.  Therefore, it takes away the numbers, access & sophistication game.  No general advertising or solicitation.  If accredited - no information requirements; in unaccredited - must deliver info to them.

Rule 3: If X>$5million, may sell up to 35 unaccredited investors, unlimited accredited investors, puts restrictions on transfer, infor must be given to unaccredited; unaccredited must be sophisticated.

Logistical Problem: SEC surrounded these rules with several other rules.  Therefore, issues generally had to cross-reference a lot of information.  Solution?  Reg D - set of rules encompassing 2 exemptions (i.e. small offering (§3(b)& private offering (§4(2))exemptions) and combines Rules 146, 240, and 242.

Purpose of Reg D: To streamline the requirements applicable to private offerings & sales of securities, and to provide a safe harbor for issuers if all the conditions of the rule are met.  Why?  To held small business raise capital.

Note: Rules 504-505 are pursuant to §3(b); Rule 506, pursuant to §4(2).



PURPOSES OF REG D:

Simplify & clarify existing exemptions;

Expand the availability of existing exemptions;

Achieve uniformity b/w federal & state exemptions.















REGULATION D: SMALL ISSUES EXEMPTION

REGULATION D : THE STATUTE: (Rules 501 to 503)

Preliminary Notes: 

Reg D is a transactions exemption from §5 registration requirements; These transactions are not exempt from antifraud/civil penalties under the Acts (i.e. §§ 11,12,10(b)); Issuer must provide any info not specifically required here in order to make it not misleading;

Reg D gives no exemptions from state law (penalties are often harsher);

You’re always free to make an election, i.e. regardless of what you may have said, you’re always free to argue any exemption that fit the facts (e.g. if you start off with 35 offerees exemption, you can later switch to the intrastate offering exemption);

Reg D is only available to ISSUERS; no other affiliate of issuer or other person; Reg D is a transaction exemption; not a security exemption;

May use Reg D for business combinations under Rule 145 or otherwise;

“Smell Test” - can’t use Reg D to evade registration requirements.

Extraterritorial Reach - (not clear)  If you make an offering completely outside the US (governed by Reg S), probably don’t have to register;  if you sell securities in accordance with Reg S, those buyers are not counted in the number of Reg D buyers;



Rule 501 :: Reg D Definitions: (Rules 501-502 Apply to All of Reg D)

501(a) :: Accredited Investor: Means any person who comes within any one of the following categories, or who the issuer reasonably believes comes within any of the following categories (reasonable belief generally requires more than the investor’s word; should show some extrinsic evidence), at the time of the sale of the securities to that person:

Institutional investors such as banks, broker or dealer, small business investment/development companies, S&Ls, insurance companies, state pension plans w/ assets >$5million); EE benefit plan w/I ERISA (whether buying for own account or trustee);

Private business development companies;

Non-profit organization, corporation, partnership, tax exempt charities if (i) not formed for specific purpose of acquiring those securities, and (ii) w/ total assets > $5million.

Directors, executive officers, & general partners of the issuer of the securities;

Any natural person w/ $1 million in net worth (individually or joint spouse);

Any natural person w/ $200K in individual income (or $300K joint spouse);

Trusts, not formed for the specific purpose of acquiring the securities in question, with total assets exceeding $5 million, if directed by a “sophisticate” as described in Rule 506(b)(2)(ii);

Any entity in which all the equity owners are accredited investors.

Rule 501(b) :: Affiliate: Any person that directly or indirectly controls or is controlled by or is under common control with the issuer.

Rule 501(c) :: Aggregate Offering Price: Sum of all cash/services/property received by the issuer for issuance of its securities.

Rule 501(e) :: Calculation of Number of Purchasers: Rules 505-506 limit the # of purchasers to less than 35.  However, accredited investors are not counted as purchasers in calculating total number of purchasers (i.e. can have unlimited amount of accredited purchasers).  In addition, (e) excludes relatives, spouse, or relatives of the spouse.  Corporations/Partnerships are counted as one person, unless the entity is organized for the specific purpose of acquiring the securities and is not an accredited investor; in that case, each beneficial owner of equity securities in the entity shall count as a separate purchaser.

Rule 501(h) :: Purchaser Representative: Any person who meets 4 requirements or who issuer reasonably believes does:

Not an affiliate, director, officer, employee of issuer, or beneficial owner of 10% of any class, unless . . .

has K/business experience so that he is capable of evaluating risks/merits of the investment;

is acknowledged by the purchaser in writing as his rep;

discloses to purchaser in writing any material relationship b/w them.



Rule 502 :: General Conditions to be Met: (Apply to All Offers/Sales Under Reg)

Integration Generally: You can’t have an out of state offering, then get the $, then immediately do an intrastate offering.  You can’t take the same capital raising scheme & treat it as 2 separate securities offerings in order to get the exemptions.  Therefore, SEC may treat both offerings as one whole offering.  This has the effect of eliminating the exemption, and therefore subjecting issuer to §5 liability.  However, the SEC only gives guidelines; therefore, difficult issue.

Compare: Aggregation: Different concept, yet they’re intertwined.  Adopted for the sole purpose of maintaining the integrity of $ limits on the SEC’s own rules.  Wants to cap the dollar amount.  Therefore, when the SEC says there’s an exemption for offerings under $1million, it only wants people to use it once (i.e. can’t use $1 million to make $2million).

Rule: Aggregate (1) offering price of all securities sold under Rule 504 or 505 exemption, PLUS (2) offering price of all securities sold w/i past 12 months in reliance on any §3(b) exemption (504, 505, Reg A, Rule 701), PLUS (3) the offering price of all securities sold in the previous 12 months in violation of the §5 registration requirements - so nonexempt unregistered offerings also count a/g the §3(b) cap.  SEC will look back 12 months to see if you’ve raised capital already; if so, then SEC will count that money as part of the $1million limitation in the exemption (same applies for the $5million exemption).  Applies to both §3(b) exemptions in Reg D (i.e. 504-505).

Example: XYZ raised $1million 11 months ago.  Therefore, under the $1million exemption, XYZ can raise $0 today; under the $5million exemption, XYZ can raise $4million today.

No Forward Looking Liability: Aggregation only looks back.  Therefore, if 2 offerings combine to violate aggregation limits, then only investors in the second offering can sue; investors in the first offering can’t sue b/ they can’t look forward to later offerings!

Integration v. Aggregation: Agg involves a simple calculation of whether the amount o be financed in a 12 month period exceeds the Rule 504 or 505 dollar limit.  Integ involves treating different offers & sales as one offering - treated together, they mat or may not satisfy the conditions of the relevant exemption.  Integration can happen w/o there being aggregation problems.

Illustrative Example: A $1million intrastate offering is made to 20 in state buyers in January & is followed by a $2 million Rule 505 offering to 20 out of state buyers in March.  If integrated, the combined offering would not satisfy the intrastate exemption (b/c of out of state buyers) or the Rule 505 exemption (if the 40 purchasers were nonaccredited).  But, aggregating the Jan & march offerings, the $5million cap of Rule 505 would not be exceeded.

Integration: (502(a)) In general, the integration doctrine determines whether multiple offerings should be counted as a single whole for the purpose of determining whether §5 mandates registration (i.e. a private offering followed by an intrastate offering).

List of Factors: 5 (very ambiguous) factors that should be considered (i.e. not exclusive factors) in determining whether multiple offers should be integrated:

Sales are part of a single plan of financing;

Sales involve issuance of the same class of securities;

Sales have been made at or about the same time ;

Same type of consideration received;

Sales are made for the same general purpose; 

Integration Safe Harbor for Reg D Exemptions: If sales are less than 6 months apart, don’t look @ the 5 factors - safe harbor applies; if less than 6 months apart, you need to apply the 5 factors to justify non-integration.  Reg D offers a safe harbor for all offers and sales that take place at least 6 months b/f the start of, or 6 months after the termination of, the Reg D offering, as long as there are no offers & sales (excluding those to EE benefit plans) of securities of the same or similar class within either of these 6 month periods.

Note: Only applies to Reg D - use 5 factors for §4(2) - if you have 2 offerings - a Reg D and a §4(2), then the safe harbor doesn’t help; but the first offering, if it fits under the safe harbor, won’t lose the exemption, only the second, i.e. only applies to part of transaction that fits under Reg D.

Rule 502(b) :: Information Requirements: Specifies when disclosure is required in a Reg D offering and what kind of disclosure is required.

When Disclosure is Required: Under Rules 505-506 (i.e. between $1 & $5million, & $5million or more), must deliver information within a reasonable time prior to the sale (same type of info in a registration statement) to unaccredited investors (no exception for offerees with close relationship), but not to accredited investors.  When securities are sold under Rule 504, there is no mandatory disclosure to either accredited or unaccredited investors.  However, issuer is still subject to antifraud and civil liability provisions and must comply with any applicable state disclosure requirements.

What Kind of Disclosure is Required: Type of info depends on the type of issuer (i.e. reporting company) and the dollar amount of the offering:

Issuer is Non-1934 Act Reporting Company: (502(b)(2)(i)) Must provide disclosure based on Reg A for offerings up to $2million.  If the offering is for more than $2million, disclosure is based on the 33 Act registration forms.  At $7.5mllion, the requirements are more strict (i.e. more financial info);

Issuers that are 34 Act Reporting Companies: (502(b)(2)(ii)) Can  use the info already filed at SEC: annual report, proxy statement, annual 10K report);

All Issuers: (502(b)(2)(iv)) If you give any material fact to accredited, must give it to non-accredited.  (502(b)(2)v)) Issuers in Rule 505, 506 offerings must give investors, prior purchase, an opportunity to ask Qs & to obtain add’l info that the issuer can acquire w/o unreasonable effort or expense.  Under 502(b)(2)(vii) issuers must also prior to purchase, advise non-accredited investors of the limitations on the resale applicable to the securities. 







Rule 502(c) :: Limits on Manner of Offering: Can’t use general advertising or solicitation with Rule 505 or 506 offerings, including but not limited to TV, newspaper, etc. or seminar or meeting where attendees were invited by general advertising or solicitation.  Very tough.  Interpreted to mean that issuer can generally only talk to those who he has a preexisting relationship with.

Rule 502(d) :: Limitations on Resale: Resales of securities under most transactions exemptions, including Rules 505 & 506, are restricted.  Therefore, issuers must exercise reasonable care to assure that the purchasers are not “underwriters” as defined in the 33 Act §2(11).  Reas care may be shown by (not exclusive):

reasonable inquiry to determine if the purchaser is acquiring the securities for himself or for other persons;

written disclosure to each purchaser prior to sale that the securities are restricted & cannot be resold; and

placement of a legend on the security certificates stating that the security is not registered and noting the existence of restrictions on transferability & sale of the securities.

Rule 503 :: Form D ::

Old Way: If you don’t file form, Reg D exemption destroyed;

New Way: Less harsh; if no form, SEC will do an injunctive proceeding; therefore, you’ll be prohibited from using Reg D until the injunction is off.  Filing of notice of sale required w/i 15 days of first sale.



THE REG D EXEMPTIONS: (Rules 504-505 (under §3(b) & Rule 506 (under §4(2))

	Note: Rules 504-505 are small issue exemptions under §3(b); Rule 506 is based on §4(2) private 

offering exemption (provides a private offering safe harbor, i.e. comply with Rule 506 & Reg D will be deemed to have complied w/ §4(2) exemption.



RULE 504: (X<$1million) Provides an exemption for offers & sales not exceeding the aggregate offering price of $1million during any 12 month period. Commissions or similar remuneration may be paid to those selling the securities in a rule 504 offering.

Not Available to: This exemption is not available to investment companies (504(a)(2)), 1934 Act reporting companies (504(a)(1)), or blank check companies (i.e. development stage companies w/o business plan or w/ business plan to merge) (504(a)(3)).

Blank Check Companies: Why not available to them?  B/c SEC realized that 

it would be cheap for such a company to register.  This would allow for the 

securities to be listed.  You could then  merge a private company into the 

public company, making the private one public.  You could then give the 

private comp all the shares of the public comp.  SEC doesn’t like this!

Disclosure: No specific disclosure requirements for either accredited or nonaccredited; however, must comply with state registration requirements.

General Solicitation/Advertisement: Must register in a state to do this.

Effects: Eliminates ceiling on number of investors, removes prohibition on payment of commissions, removes restrictions on manner of offering & resale in offering is conducted exclusively in states where it is registered & state disclosure document is delivered.

Aggregation :: Calculating $1million Limit: The aggregate offering price for an offering under Rule 504 may not exceed $1million, less the aggregate price for all securities sold (i) in the 12 months before the start of the and during the Rule 504 offering; (ii) in reliance on any exemption based on the 33 Act §3(b); or (iii) in violation of 33 Act §5 (DOES NOT APPLY TO offerings made pursuant to §§4(2),4(6), 3(a)(1); & Rules 506 & 147; DOES APPLY TO offerings under §3(b), Rules 504, 505, & Reg A) (i.e. subtract anything in previous 12 months in 504,505, NOT 506, §3(a)(11), 4(a)(6), 4(2), unless in violation of §5.

Checklist:

Did you raise any $ in past 12 months?

If yes, how?  If through issuing securities, then:

Any exemptions used?

If did not use Rules 504, 505, or §3(b), then don’t aggregate!

Id also made offerings within 12 months, also look at integration.

Examples:

Calculations: If issuer sold $900K on 6/1/97 under Rule 504 & an additional $4.1million under Rule 505 on 12/1/87, issuer can’t sell any other securities under Rule 504 until 6/1/98.  Until then the issuer must count the 12/1/97 sale towards the $1million limit within the preceding 12 months.

Exclusivity: If a transaction under Rule 504 fails to meet the limitation on the aggregate offering price, it does not affect the availability of this Rule 504 for the other transactions considered in applying such limitations.  For example, if an issuer sold $1million worth of its securities on 1/1/99 under Rule 504 and an additional $500K worth on 7/1/99, Rule 504 would not be available to the later sale, but would still be applicable to the 1/1/99 sale.



RULE 505: ($1 Million<X<$5million)Provides an exemption to any issuer that is not an investment company for offers & sales to an unlimited number of accredited and to no more than 35 non-accredited investors, where the aggregate offering price in any 12 month period does not exceed $5million.  The exemption must satisfy all conditions of Rule 501/502.  

Calculating the $5million Limit: Calculated same way as above: Amount may not exceed $5million less the aggregate amount of all amounts raised under §3(b) or Rule 505 in violation of §5 within last 12 months.

Effects: Much tougher to raise $1million here than in 504.  Must give information to non-accredited investors, limit number of purchasers, no advertising, limitations on resale.  Only advantage - can raise up to $5 million.  Available to any issuer (including reporting company & blank check companies) other than investment companies and any issuer disqualified under Rule 262 -Reg A.  



RULE 506: (based on §4(2) private offering exemption) (X>$5million)  (Note: not actually an exemption; rather it’s a safe harbor; §4(2) is the exemption) Like Rule 505, Rule 506 - the private offering safe harbor provision - provides an exemptions for offers & sales to an unlimited number of accredited investors and no more than 35 non-accredited purchasers.  Unlike Rule 505, there is no dollar limitation (b/c of its origin under §4(2) rather than §3(b)) and Rule 506 has as additional requirement that the non-accredited investors be sophisticated in financial & business matters or employ a representative who is sophisticated.

“Sophisticate”: (506(b)(2)(ii)) The purchaser or investment advisor must have “such knowledge & experience in financial & business matters that he is capable of evaluating the merits & risks of the prospective investment” or the issuer must reasonably believe that the purchaser meets that description.

Exemption from State Regulation of Securities Offerings: (§18) For “covered securities” defined in §18.  Includes securities listed on s stock exchange, exempted securities pursuant to a §4(2) exemption, ie. Rule 506.  Use of Rule 506 will allow you to thumb your nose at state securities laws.  If you sell under Rules 504, 505, you must find a state exemption or register in that state.



Rule 507 :: Disqualifying Provision: Bars issuers from using Reg D when the issuer (or any predecessors or affiliates) has been the subject of an injunction or failure to file required notices under Red D.



Rule 508 :: Insignificant Deviations: (Did not exist when Reg D was adopted) Applies only to Reg D offerings - nothing else.  If you violate general solicitation rules or blow the Reg D limitations, can’t use 508.  Issuer that commits an inadvertent & immaterial violation of Reg D can under some circumstances, still claim the Reg D exemption.  Failure to comply won’t lead to loss of exemption to a particular person if the person relying on examination shows:

Failure to comply didn’t pertain to a term, condition, or requirement directly intended to protect that particular individual or entity;

Failure to comply was insignificant to the offering as a whole;

Good faith reasonable effort to comply was made.



REG D HYPOS:

Example 1: Client wants to raise $1million by selling stock (makes and sells guitars).  What types of information does the attorney need?

He’s not an investment company (which may exclude him under some Reg D provisions);

Has he raised any $ in the past 12 months?  He raised $500K when the company was formed ($100K in stock (10 months ago); $400K loan (5 months ago)).  Sold the $100K stock to: $50K to cousin-broker (i.e. sophisticate); $25K to mom (non-sophisticate); client bought other $25K.  Company has rights of first refusal.

Other people (undisclosed number) were offered stock;

Client is willing to wait 2 months to raise the $;

Cousin-broker asked, and was given information;

No general solicitation or advertising of this $1million yet;  however, he wants to be able to offer it to anyone;

Hasn’t registered under any state securities laws (although state securities laws generally have more exceptions than fed laws, but usually narrower & less available); but jurisdiction is NOT concurrent; therefore, this type of offering will probably have to be registered in the state(s) that he sells in; Not cheap, but cheaper than fed law;

Merit States: Allow the administrator of the state deny registration if the commissioner doesn’t like the deal. 

POSSIBLE ANSWER 1: Use Rule 504, although don’t know enough info though.

Register w/i a state, b/c you must register with a state in order to engage in general solicitation/advertisement;

Will allow you to sell to anybody & advertise if you register in the a state that permits it.

Make sure you know his offering plans for the NEXT 9-12 months.

Need to know who the $400K was borrowed from; there is no exemption for debt in the aggregation rules, i.e. was the $400K a securities offering?  He sold them outside of Walmart.

Were the $100 & $400K registered?  Was there an exemption for them?  If under 504 or 505, you’d have to subtract them.  If under §4(2), 506, etc. then you wouldn’t have to register them.  If there is an invalid offering, the entire offering is no good, Everybody must be qualified.

Mother & Cousin: ($75K) probably OK under §4(2) b/c either a sophisticate or the relationship is a sufficient surrogate for sophistication & information (therefore §4(2) applies - don’t subtract).  However, be careful if cousin offered to other people (UW status) b/c they don’t have the same status. 	

Therefore, this is probably an invalid offer and therefore you have to subtract the $100K.

Also, the $400K - he’s stuck with - must subtract.

Result: Probably can only raise $500K under 504 today; an wait 2 months - raise another $500K.  But integration applies!!!!!  Therefore, this is a singe $1million offering that began 2 months ago and ended to months later.  Therefore, $1million - $1million = $0.  Therefore, left with possibilities: 505, 506, §4(2), §4(6).

Possible Answer 2: Use the following:

§4(6): Would work only if offered/sold to accredited investors (limit is $5million).

§4(2): (private offering) Mot limited to accredited investors and there’s no dollar limit.  However, subject to disclosure requirements; all offerees must be sophisticated (Ralston; Doran).  Moment you offer to non-sophisticates, you blow the exemption.

§4(2) v. §4(6) v. Rule 506: 506 v. 4(6) - 506 looks to the qualification of the purchaser & not the qualification of the offeree.  %06 is the same except for that AND (1) integration safe haorbor (i.e. if use 4(6) may have to worry a/b integration if after 6 months).  502(a) says that integration applies to Reg D as it does to any other stuff, but get a 6 month safe harbor.  Rule 506 would be better b/c the exemption safe harbor there would insulate the offerings - 4(2) and 4(6) would not.  Would protect you from being sued on the second part of the offering, but not the first.   Also, §18 applies to 506, so there’s the availablity of state preemption.  However, 506 requires accredited investors.  Under 4(2), offerees must be sophisticated; under 4(2) if you want to sell to sophisticates - tougher; 506 limits to 35.  If you want to sell to more than 35, go to 4(2).  Under 506, only non-accredited may be sophisticated.

			

SECTION 701: EXEMP FOR COMPENSATORY BENEFIT PLANS

GENERAL NOTES (Passed pursuant to §3(b))

Generally: Designed to facilitate the issuance of securities for compensation (i.e. can’t use exemption to raise capital).  Provides an exemption (under §3(b), i.e. $5million limit) from registration for offers & sales of securities for certain compensation benefit plans (including terms in EE Ks) adopted for the participation of EEs, officers, directors, consultants, & advisors of an eligible company, if bona fide services were rendered & weren’t in connection with the sale of securities in capital raising transaction.  It also seems to include the UWs and the issuer’s corporate lawyers who worked on an offering.

Rationale: Such plans are not for raising capital, but rather to bind the EE to the firm.

Restriction: Can’t be used by reporting companies..

Amount: Company can only issue the greatest of the following, but in no case can the aggregate offering price exceed $5million in the previous 12 months:

$1million/12 months;

15% of the issuer’s total assets at end of last fiscal year, or

15% outstanding securities in the class.

General Solicitation Allowed: B/c 701 permits such offerings to be public in nature.

No Specific Disclosure Requirements: (other than that the issuer provide plan participants w/ a copy of the plan & any written K relating to compensations).  However, require the filing of an annual amendment with the SEC of Form 701 if aggregate sales exceeds $100K.  Failure to file does not invalidate the exemption, but does disqualify such issuer’s future use of 701 exemption if such issuer has been enjoined for failing to comply with this provision (unless SEC waives the disqualification). 



Limitations on Resales Apply: 

Not Subject to Integration: Rule 701 offerings are deemed to be part of a single, discrete offering - not subject to integration with other offerings.

Limited Aggregation: Aggregation is limited to Rule 701 offerings in the past 12 months (i.e. the ceiling for other §3(b) offerings not affected by 701 offerings).

Stock Sold to Consultant or Advisor: When this happens, the value of the services performed must be counted a/g the aggregate offering price ceilings under 701(b)(4)(i).



REGULATION A

INTRODUCTION: (“Small Business Initiate”)

Composition: Reg A is composed of Rules 251 through 263.

Statutory Base: Promulgated pursuant to §3(b) and is therefore, subject to the $5million limitation.  Rather than a straightforward exemption, Reg A provides a MINI-REGISTRATION.  It is tailored to look like a 3A registration statement.  

Not Available to: Reporting companies (Rule 504 isn’t either, but 505 is), blank check companies, investment companies, & bad boy companies (under 251(a)).

Advantages of Using Reg A:

Reg A offering documents are supposed to be easier to do (i.e. some relief from densely audited financial statements);

  Under Rule 254 of Reg A, you are permitted to “test the waters” before you even file the offering circular (“OC”) (but OC must be delivered 48 hrs prior to sale), but no offers may be accepted until after the offering statement has been qualified;  can’t be liable under §12(2) b/c 254(e) says that this type of communication is NOT a prospectus under §2(a)(10).

No limit on offerees or purchaseers;

Once filed, written communication is permitted;

Reg A exemption shields you from §11 liability b/c there’s no registration rqmt;

Can do general solicitation;

No restrictions on resale (unlike 505,506, 701);  can be used for secondary offerings by existing security holders up to maximum of $1.5 million in any 12 month period; however, affiliate resales are not permitted in some cases (251(b));

Don’t need to worry a/b sophistication requirements;

Better integration/ aggregation rules than under 501:

251(b) - Only have to look at any other Red A offerings in the last 12 months;

251(b) - No integration with prior offers & sales not made pursuant to Reg A;

No integration w/ subsequent offers if they are registered & made more than 6 months b/f the Reg A offering.



SUBSTANTIVE PROVISIONS

General Effect of Reg A: It’s not a complete exemption from registration; rather it’s a simplified form of registration which costs less to prepare & takes less time to complete.

 RULE 251 :: Scope of the Exemption:

Which Issuers are Covered: An issuer must meet the following requirements:

251(a)(1) - Issuer must be a resident of, and have its principle place of business in, the US or CAN;

251(a)(2) - Issuer must NOT be a 34 Act Reporting Company immediately prior to the Reg A offering;

251(a)(3) - Issuer must NOT be a blank check company;

251(a)(4) - Issuer must NOT be an investment company;

251(a)(5) - Issuer is not issuing fractional undivided interests in oil or gas or other mineral rights;

251(a)(6) - Issuer is not disqualified as a bad boy company under Rule 262.  

Rule 262 :: Bad Boy Conduct:  262(a) - Previous Conduct by the Issuer - where the issuer or its predecessors (i.e. entities whose assets have been acquired by the issuer) or any affiliated issuer (i.e. UWs. Officers, & directors of the issuer) has engaged in prohibited conduct w/i the past 5 years (i.e. convicted of a securities crime) or has been the subject w/i that time of certain SEC orders (i.e. stop order), Reg A is not available; 262(b) - Previous Conduct by Control Persons and Promoters - Similar restrictions apply to these folks of the issuer; In addition, Reg N/A where these folks have been convicted w/i the past 10 years of a securities offense; 262(c) - Previous Conduct by UWs - Same as control persons, except that if a UW was named a UW in previous offerings that resulted in certain SEC sanctions (i.e. pending investigations; refusal/stop orders under §8) Reg A N/A.  SEC may exempt issuers from these rules os conduct upon showing of good cause.

Note: If any of this conduct occurs after the Reg A offering statement is filed, SEC may suspend exemption;

Aggregate Offering Price: (251(b)) No more than $5million (i.e. §3(b) exemption)  in any 12 month period.  In addition, all security holders (i.e. secondary offerings) together may sell no more than $1.5 million worth of securities in any 12 month period.  The securities sold by security holders are counted against the issuer’s $5million limit, but the issuer can control how much is sold by the security holders under Reg A.  Therefore, the amount is $5million, less what the security holders sold ( to $1.5million) less any other offers made under Reg A in the past 12 months.

Integration: (252(c)) (Safe Harbor) This is a special integration rule.  Unlike Reg D, Reg A contains a safe harbor rule to protect issuerls a/g the consequences of an inadvertent integration of offerings.  Sales made in reliance on Reg A, will NOT be integrated with either:

ANY prior offers or sales of securities’ or

later offerings that are registered under §5, made in compliance with Rule 701, or Reg S (covers extraterritorial filings), or made after 6 months of the Reg A offering.

Note: Failure to meet the safe harbor test does not automatically result in integration; rather, SEC applies its 5 part test.

Two-Sided Protection: Commentators suggest that this rule assures that BOTH the Red A offering AND the exemption for a prior or subsequent offering (if done pursuant to an exemption) will not be lost.  

Reg A (252(c)) v. Reg D (502(a)): Reg A does not require that the 6 month window be clean (i.e. w/o any offerings during the period); a dirty period following a Reg D offering will not preclude integration w/ subsequent sales, but apparently will preclude integration following a Reg A offering.

Conditions to be Met: (251(d))

Offers:

No offers can be made before the offering statement (Form 1-A) is filed; 

After filing, the following may be made:

(A) oral offers, 

written offers under Rule 255;

printed ads may be published (TV or radio) if they state from whom the Prelim Offering Statement or Final Offering Circular may be obtained and contain no more than certain info (issuer name, title of security, type of issuer’s business, brief stmt as to character & location of its property);

After qualification may make written offers, but only if accompanied by Final Offering Circular.

Sales: No sales shall be made until (A) offering statement is filed; (B) Prelim Offering Circular/Final Offering Circular is furnished to prospective purchaser at least 48 hours prior to mailing of the confirmation of sale, and (C) Delivery of a F.O.C. with the confirmation of sale unless it has been delivered at an earlier time.

90 Day Rule: (251(d)(2)(ii)) Reg A recognizes that the offering may continue after all the securities have been sold for the first time, until the issue really comes to rest in the hands of more or less permanent investors.  Therefore, the length of the secondary trading period is 90 DAYS after the qualification of the offering statement.

Delivery Requirements: Apply to UWs who have sold their allotments and are acting as dealers in the secondary trading markets.



RULE 252 :: Offering Statement: In general, this § requires that the offering statement be filed (Form 1-A) (i.e. mini-registration).  (a) Must include any other material info that is necessary to make it not misleading; (c) may request confidential treatment; (d) required signatures; 

“QUALIFICATION”: (252(g)) A waiting period of at least 20 DAYS must pass after the filing of the offering statement b/f it is qualified by the SEC & selling can begin (there is an acceleration-type procedure available).  An amendment stops the tolling of the waiting period.



RULE 253 :: Offering Circular: States the general contents, info presentation, date, and required legend on the face of the circular.  

How Long Must Be Used?: Original circular may only be used for a period of 12 months; after this time a revised circular must be filed (few rare exceptions).

Post-Effective Amendments: Material changes in the issuer during the course of the offering may require suspension of the offering and an amendment to the circular.



RULE 254 :: Solicitation of Interest Doc for Use Prior to an Offering Statement: 254(a) permits “TESTING THE WATERS” before committing to an offering.  An issuer may publish or deliver to prospective purchasers a written document or make radio or TV broadcasts to determine whether there is any interest in an offering.  Issuer can’t solicit or accept any consideration or commitment, nor may sales by made, until the offering statement is qualified.  The document is still subject to ANTIFRAUD provisions of the Act.  Oral offers may be made after submitting copies of the solicitation of interest document to SEC.

(b)(1) - copies must go to SEC on or before date of doc’s first use;

(b)(2) - information required - Every solicitation of interest doc must state:(1) state no $ or other consideration is being solicited and if sent, will not be accepted; (2) states that no sales will be made; no commitments accepted, until delivery of an offering circular; state indication if interest involves no obligation/commitment; identify CEO & describe issuer’s business & products.









RULE 255 :: Preliminary Offering Circulars: Prior to qualification, but after filing, written offers may be made if it meets the following requirements:

States that it’s a “POC,” date of issuance, the following legend: (not an offer…);

Contains substantially the info required by Form 1-A;

The material is files as part of the offering statement.



RULE 257 :: Sales & use of Proceeds Reports: Issuer relying on Reg A must file report of sales & use of proceeds of the offering every 6 months after the offering statement is qualified, AND within 30 days after the offering is completed.



RULE 258 :: Suspensions of the Exemption: Anytime after filing of the offering statement, SEC may order “temporary suspensions” of the Reg A offering if it has reason to believe any of the following grounds exist (if the suspension is not lifted, the exemption is lost & the issuer, its affiliates, & any UWs involved may not make a Reg A offering for 5 years):

Failure to meet the requirements for the exemption (i.e. copies, filing, etc.);

Misleading statements or omissions of material facts (in offering statement or solicitation of interest);

Events after filing which would have made the exemption unavailable had they occurred b/f filing;

Actions initiated against the issuer or its predecessors or affiliates for offenses involving securities transactions; 

Actions a/g the directors, officers, principal security holders, present promoters, or UWs of the issuer involving securities transactions.



RULE 260 :: Insignificant Deviations: Failure to comply w/ all Reg A requirements will not result in the loss of the exemption w/ respect to an offer/sale to a particular person or entity, if the issuer can prove that:

the failure did not pertain to a term or condition directly intended to protect the offeree or buyer;

failure to comply was insignificant w/ respect to offering as a whole;

a good faith compliance & reasonable attempt was made to comply w/ all applicable Reg A requirements.































INTRASTATE OFFERINGS



SECTION 3(a)(11)

1.  INTRODUCTION:

Section 3(a)(11): Exempts from §5 registration requirements, any security which is part of an issue offered AND sold only to persons resident within a single state or territory, where the issuer of such security is a person resident and doing business within, or, if a corporation, incorporated by and doing business within, the same state or territory.

Rationale: Facilitate local financing.

Issuer Requirements: Must be incorporated in or have its PPB in the state.

Transaction Exemption: B/c this is a transaction exemption, only the first issuance is exempt; subsequent sales may have to be registered.

Antifraud Provisions Still Apply:

ALL Offers Must be Intrastate: A single offering (need not be a sale) to a non-resident destroys the exemption, (i.e. 99 offers in state, 1 out of state) - no exemption, and even if the 1 non-resident doesn’t buy!  The entire issue must be intrastate and resales to nonresidents can destroy the exemption unless the offering has “come to rest” (i.e. the point at which the securities are purchased with the intention of keeping them for investment).  The issuer, offerees, and purchasers must reside in the same state.

Issuer Burden of Proof: Issuer must show that ALL offers/sales were made to residents. If he can’t, he loses the exemption.

Effect: If this example happens, all of the intrastate parties can recover; all they need to show is that §5 was not complied with!  Issuer can’t defend on intrastate offering.

Corporations: If the offeree is a corporation, it must be incorporated in the same state as all the offerees.  Therefore, a LA corporation which is incorporated in DE, can never make an intrastate offering!  It can’t do it in LA, b/c it’s not incorporated there; can’t do it in DE, b/c the SEC says that you must have most of your dealings in the intrastate state.

Rule 147: Offers objective criteria for determining 3(a)(11) exemptions.

Lesson: Not very useful unless you’re a Mom&Pop store.

“Doing Business in”: Interpretation very broad - predominant business activity/assets/proceeds of the offering must be in the state.

Limitations on Resale: Sales to residents must come to rest b/f those residents can sell to non-residents (regardless of Issuer’s knowledge).



REQUIREMENTS FOR STATUTORY INTRASTATE OFFERING EXEMPTION (§3(a)(11)

Entire issue must be offered and sold to residents of one state (one offer will destroy);

“Part of an Issue:” Integration With Other Offerings: B/c the entire offering must be made w/i the state, issuer should be careful not to lose exemption through integration of an attempted intrastate offering with other interstate offering of securities (See Rule 147 Below) (i.e. company issues notes in New York to finance NY real estate developments; then follows this with an offering of common stock to both residents and nonresidents.  SEC may integrate the 2 offerings).  Factors may be determinative of the question of integration (Shaw v. U.S.):

Offerings part of a single plan;

Offerings involve issuance of same class of securities;

Offerings made at or about the same time;

Same type of consideration received;

Offerings made for same general purpose.

Limitations on Resales (“Coming to Rest” Test): Eventual resales to nonresidents are possible w/o destroying the exemption, but only after the original distribution to residents is complete, i.e. the offering has “come to rest” in the hands of state residents.  Therefore, issuer should get WRITTEN ASSURANCES that the purchases are not made with a view to resale to non-residents.

Effect: If any part of the issue is offered or sold to a nonresident by ANY purchaser, the exemption is unavailable not only for the securities so sold, but to ALL the securities in the issue.

Intent of Purchaser Determinative: “Come to rest” depends on the intent of the original purchasers.  If they were bought with the intent of keeping them for investment, the issue is complete and resales to nonresidents may begin.  But if they were bought with an eye toward resale, the issue has not come to rest and any resale will destroy the exemption.

Establish Intent with Objective Evidence: Such as holding period & type of purchaser (i.e. holding 1 year or more - may be found to have come to rest; first purchaser is a broker-dealer who resells shortly - probably not come to rest).



Issuer, Offerees, AND Purchasers Must ALL Reside in Same State

Issuer: The issuer must meet 2 requirements to establish residence under §3(a)(11):

Residence in State: Issuer must reside in the state where the offering is made (i.e. mere presence is not enough (i.e. like military peronnel at a military post)). For a corporation, state of residence is the state of incorporation.  Simple obtaining formal representations of residence & agreements not to resell to nonresidents is not enough.

Doing Business in the State: Test: Judged by - (i) whether the issuer is doing a majority (i.e. “performance of substantial operational activities”) of its business in the state; (ii) whether the proceeds of the offering are used in the state (i.e. if make intrastate loans, can’t use the $ to finance land developments outside the state (McDonald Investment Co.).

Standard / Examples: Not met by functions such as bookkeeping, stock record & similar activities, or by simply offering securities in the state (i.e. unavailable to a corp offering fractional undivided mineral interests in other states).  Also not available to a local mortgage company offering interests in out of state mortgages.  Also N/A to a sale of an interest by a real estate syndicate organized in one state to the residents of that state, in property acquired under a sale & leaseback arrangement w/ another corp organized & engaged in business in another state.  Also, don’t rely on 3(11) for each of a series of corporations organized in different states where there is in fact & purpose a single business enterprise or financial venture whether or not it is planned to merge or consolidate the various corps at a later date.

Offerees & Purchasers: Mere presence in the state is not enough.  Rather the test is similar to that of “domicile,” i.e. the purchaser must reside in the state w/ an intent to remain.

UWs, Dealers, Control Persons: NEED NOT be from the same state as the issuer & offerees; in addition control persons may use the issuer’s exemption, even though they are not residents of the state in which the offering is made.



Use of facilities if interstate commerce do NOT destroy the exemption.  Therefore, the securities may be offered/sold through the mails; general newspaper advertising (as long as the ad tells you the offer extends only to residents of the state); and delivered through the facilities if interstate commerce.



RULE 147

RULE 147 - OBJECTIVE CRITERIA FOR INTRASTATE OFFERING EXEMPTION:

Generally: This SAFE HARBOR RULE was promulgated in order to define uncertain terms and to ensure that the exemption would be used for the only reason Congress intended, i.e. local financing of companies intrastate in nature.  SEC also wanted to assert some control, since issues under this exemption need not be reported.  Therefore, if the objective criteria is followed, an intrastate offering is ensured.

Applicability: Available ONLY to issuers.  If you meet Rule 147, then you have the §3(a)(11) exemption; but Rule 147 is NON-EXCLUSIVE (i.e. if you blow 147, you can still argue §3(a)(11)).

Disclosure: If you meet 147, NO DISCLOSURE DOC NEEDED.  In addition, there is NO RESTRICTION ON NUMBER OF PURCHASERS.

Strict Standards: Must meet all terms/conditions.  Insignificant deviations will destroy the exemption (i.e. an offer to only one nonresident).  



INTEGRATION OF OFFERINGS (“PART OF AN ISSUE”) (Rule 147(b)) 

Rule: All securities transactions that are part of an integrated offering must meet the requirements of Rule 147, or NO part of the offering will qualify for an exemption under the rule.

Safe Harbor Rule: Transaction covered by any other exemption which occur either 6 months or more before, or at least 6 months after the Rule 147 transaction, will NOT be integrated with the intrastate offering as long as there are no offers, offers to sell, or sales of securities of the same or similar class by or for the issuer during either of these 6 month periods.

Issues within 6 Months: If there have been offers/sales w/i 6 months, so that 147’s safe harbor is not available, the look to the SEC’s traditional 5 factor test in determining whether integration is appropriate (See Prelim Note).



LIMITS ON RESALE :: “COMING TO REST” REQUIREMENT (Rule 147(e))

Generally: The Rule 147 offering has to come to rest within the state if no sales are made to persons residing outside the state of issue during the time the securities are being offered & sold by the issuer and for an additional period of 9 months following the last sale by the issuer.

Precautions Should Be Taken: (Rule 147(f)) To ensure that securities issued pursuant to 147 do not enter the interstate securities markets prior to the nine month period, the SEC REQUIRES the issuer to take the following precautions (i.e. don’t do it, lose exemption):

Restrictive legend - stating unregistered securities & setting forth the limits on resale contained in 147(e);

Stop Transfer Instruction - Issuer must issue instructions to its transfer agent prohibiting transfer of the securities until the securities have “come to rest,” as described in 147(e).  If issuer doesn’t use transfer agent, it must make a note in its own records that transfers require special action.

Written representation from each purchaser as to residence - issuer must obtain this from each purchaser.









REQUIREMENTS OF RESIDENCE (Rule 147(c)) 

NOTE: Under 147, the issuer, offerees, & purchasers must ALL be residents of the same state:



Issuers: (147(c)(1)) 147 sets forth 2 requirements to establish an issuer’s residence:

Residence in the State: Defined as:

For a corporation, the state of incorporation;

For a partnership, the state where the ptshp has its principal place of business;

For an individual, the state in which the party has his principle residence.

“Doing Business” Requirement: (147(c)(2)) (See note below) The issuer is deemed “doing business” in a state, if it meets the “triple 80% plus principal office” test:

@ least 80% of its consolidated gross revenues (including subsidiaries) are derived from the operation of a business or property located in the state, or from the rendering of services within a state (for the most recent fiscal year if the first offer of any part of the issue is made during the first 6 months of the issuer’s current fiscal year or for the first 6 months of its current fiscal year or during the 12 month fiscal period ending with such 6 month fiscal period, if the first offer of any part of the issue is made during the last 6 months of the issuer’s current fiscal year) ; and

@ least 80% of the issuer’s consolidated assets are held in the state; and

@ least 80% of the proceeds from the securities transaction in question are to be used, and in fact are used, in the issuer’s operations within the state; and

The issuer’s principal office is located within the state.

NOTE 1: This is a tough test to meet.  However, b/c 147 is not exclusive, if you have 80%/80%/79%, you can still argue §3(a)(11).

NOTE 2: (147(c)(2)) An issuer which has NOT had gross revenues in excess of $5K during the most recent 12 months need not satisfy the revenue test of (c)(2)(i).



Offerees & Purchasers: (147(d)) For O&P’s residence under 147, corporations & business organizations are deemed residents of the state in which their principal business office is located.  Individuals are considered residents of the state where their principal residence is located.

Verification of Residence: (See Above) 147 requires the issuer to get this from each purchaser.  Rule does not require any such thing from offerees.

Domicile v. Principal Residence: 147 avoids the “intent” of the purchaser’s domicile in the statutory exemption.



What if You’re Not Sure Where Your Principal Residence Is?: SEC allows you under §3(a)(11) (unlike in Reg D), allows you to state that this offer is NOT being made to any nonresident; subscribers must offer proof of residency. 























REORGANIZATIONS & 

      RECAPITALIZATIONS

INTRODUCTION

General Terminology:

Reorganization: Occurs when a corporation (XYZ), incorporated in LA, later forms a new corporation in NY (ABC, and transfers all of its assets & liabilities to ABC.

Recapitalization: When one corp (XYZ) exchanges a new issue of debt securities for outstanding preferred stock (i.e. a reordering of the capital structure of the corp).

What Types of Transactions Are Involved Here?:  With the exception of voluntary share exchange, all of the following SHs are required to vote; all automatically convert to A’s shares; §5 only applies to offer/sale.  Therefore, SEC thought it best to make these transactions “NOT a offer/sale.”  Therefore, SEC adopted RULE 145.. Rule 145 set out to answer the Q: when does a sale take place?

Direct Solicitation: Go to Shs of target & offer to swap A stock for T stock.  Voluntary transaction.  T becomes a subsidiary of A.  May not get all of T’s stock.

Merger: Get all of T’s stock.  In a 2 party merger, T merges into A & A issues its stick directly SH of T.  A is surviving corp & T’s SHs become A’s SHs.

SH Approval: BoD & SHs of A&T must approve the merger agreement (sometimes A’s SHs don’t have to approve).  Bd holds a Shs meeting accompanied by a summary of the merger agreement.  If approved by X% of SHs, merger goes through subject to 12b’s proxy rules.  T has a SH meeting to approve agreement.  In connection w/ the merger, A is issuing stock to T’s SHs.  §5 says that A you can’t offer/sell security for value w/o registering or an exemption.  Rule 145 says that by operation of law, there was no sale involved; therefore, no registration needed.

Asset Sale: T does not go out of existence.  T transfers its assets to A buy way of sale.  Both A&T continue in existence.  A gives T stock for its assets.  T’s SHs now own stock in T, whose assets consist solely of shares in A.  T then gives its SHs stock in A; therefore, T’s SHs now have stock in T&A.  T can then dissolve & liquidate.  Corp law requires that T’s SHs must approve sale of substantially all assets.  T’s Shs must approve agmt b/w T&A.  B/c subject to proxy rules, must register or find exemption.

Application of Rule 145: (“Conduit Theory”) T decides to sell substantially all of its assets.  Decides its NOT going to distribute the shares of A to its SHs; instead it keeps them & concentrates on the remaining business -and sell the shares of A on the open market.  SH of T never see the shares of A.  In this case, §5 is implicated b/c A is issuing its shares to T (therefore, need an exemption).  Could pay a dividend or if T wants to distribute the shares of A to T’s SHs: the T is just a conduit to T’s SHs.  Now, it’s harder to find an exemption b/c T’s SHs are purchasers.

Sale of Assets 2: T sells to A.  A gives stock to T.  T keeps all the shares of A; continues business.  T then decides to give the A stock to its SHs as a dividend (5 years later).  What happens now?  The passage of time will work against the conduit theory & in effect, the A shares had come to rest in T.  T is paying as a dividend & is therefore NOT selling anything & doesn’t have to force A to file a registration statement.  How much time must pass? RULE 146 tells you.

Business Consolidation: A&T enter into a consolidation agreement to consolidate into a brand new company.  A&T become Newco.  A&T are now out of existence.  Subject to proxy rules.  Since issuing stock of Newco, subject to §5.

Statutory Share Exchange: Voluntary - A asks T’s SHs - agreement automatically converts T’s shares into A’s.  Have to have proxy statement.



EXEMPTION WHERE NO “OFFER OR SALE FOR VALUE”  (“Theory of ‘Sale”)

Section 2(a)(3) Generally:  For §5 to be operative, there must be a “sale” or an “offer” of a security.  §2(a)(3) defines “offer” as “every attempt or offer to dispose of a security for value and defines “sale” as including “every K of sale or disposition of a security for value.”  There are various types of corporate transactions involving the issue of securities in which the question of whether there must be a §5 registration will hinge upon the finding of a “sale.”

“Rights:” :: Warrants, Options & Conversion Privileges: Where a corp transfers “rights” to its SHs to buy additional stock (i.e. a warrant - such as a right to buy one new share of common stock for each already owned), these rights, even if issued without consideration, are still securities.  However, they do NOT have to be registered b/c there is “no sale for value.” The right to subscribe to a security is a security itself.  However, a warrant, option, or right to subscribe need not be registered unless it is offered or disposed of for value.  If the warrants are transferred to SHs without consideration, warrants themselves need not be registered.  If the option is immediately exercisable, it’s an offer/sale.  If not exercisable until some time in the future, the it’s not an offer and therefore need not be registered. BUT: when the option is exercised & the security is transferred, that is a sale!  Then both the warrant & the underlying security must be registered before the date of the warrant is exercise (not on the date of actual issuance).

Stock Dividends & Stock Splits: Where a corp issues a stock dividend (i.e. 1 new share for every 10 old shares) or has a stock split (splits each $10 par value common share into 10 $1 par value shares) there is no transfer for value, and the shares given in the dividend or stock split need not be registered.  

Option: Stock or Cash Dividend: When SHs have this choice, there is no “sale for value” if the SH takes the stock.  

Cash Dividend: However, if the BoD declares a cash dividend payable to SHs, and lets SHs waive their right to payment in cash & lets SHs receive the dividend in stock, this is a “sale for value.”  The SH received cash, then purchased the securities.

Pledge of Securities: Is a sale.

Exchange of Securities: Is a sale.



Compare :: “Spin-Off Transactions: 

Generally: Issuers sometimes use spin-off transactions in attempts to exploit the theory of “no sale for value” to achieve a public offering w/o §5 registration. 

Conventional (Legitimate) Spin-Offs: A parent corp distributes the stock of a subsidiary to the parent’s SHs.  Typically, no consideration is sought or received by the parent for the distributed stock.  The parent’s motivations for such a transaction may include antitrust concerns, “downsizing” issues, and the like.

“Shell Game” Spin-Offs: B/c a spin off does not usually involve a sale for value, enterprising promoters in the 1960s conceived a technique for suing a spin-off transaction to take a company public surreptitiously.  One common variation involved a privately held company issuing a sizable amount of its (unregistered) stock to a publicly held “shell” corp (i.e. a corp w/o assets).

No Registration: The public shell would then distribute the unregistered stock of the privately held company to the SHs of the public company.  Registration was avoided on the theory that the stock in the spun-off private company was not being sold “for value.”

Effect: W/ the stock of the private company in the hands of a large number of the public company’s SHs, the promoters would then promote active trading in the stock so they could sell their own shares at a huge profit.

Early SEC Action: Realizing that this scam got around registration, SEC first warned that the public company helping to effect such a distribution could be considered a UW under the Act.

Limits on Trading: (34 Act Rule 15c2-11) Requires any broker-dealer quoting a security in a dealer stock quotation system have available certain comprehensive info a/b the issuer in order to trade in the issuer’s securities. 

Judicial Reaction: Support the SEC’s position by interpreting the requirements of the 33 Act in a way that prevents “spin-off” transactions (@least those that have no apparent business purpose other than to effect the distribution of securities of private companies to the public w/o registration). 

Current Status: SEC has taken the position that a spin-off is a sale.  Therefore, if a corp wants to do one, it must provide public information about the company to be spun off (often by undertaking to register the spun-off company under the 34 Act promptly after the spin-off is completed).  If the issuer agrees to do this, the SEC may provide a no-action letter for the transaction.



RECAPITALIZATIONS ::EXEMPTION FOR OF SECURITIES BETWEEN ISSUER & EXISTING SHs (§3(a)(9))

Exemption Generally: (§3(a)(9)) Any security that the issuer exchanges voluntarily & exclusively (with its existing security holders) for its outstanding securities - with no direct or indirect commission or other remuneration for soliciting the exchange - is exempt from §5 registration.

Rationale: Attributable to the Great Depression, where many corps were forced to attempt voluntary reorganizations in which they exchanged equity securities on which they could no longer pay the interest or principle on maturity.

Example: XYZ corp exchanges a new issue of debt securities w/ a longer maturity date, but a lower interest rate, for an outstanding issue of shorter duration w/ a higher interest rate.  XYZ pays no commission or other fee for initiating the exchange of securities. This exchange is exempt.

Exemption for Initial Transaction Only: This is a TRANSACTION EXEMPTION.  Later resales of the securities offered pursuant to this section (e.g. sales by control persons) may NOT be exempt.

Includes Convertible Securities: It’s not an offer itself, if it’s not exercisable until sometime in the future.  If corp offers to convert PS to CS sometime in the future, §3(a)(9) exempts the offer/sale of the CS from §5.  The subsequent conversion is a sale, buy §3(a)(9) is the available to exempt this exchange transaction from registration. 



Limitations on the Exemption:  These limits are based on the rationale that the exemption is designed to apply only where the issuer is simply exchanging securities as part of a corporate recapitalization, and not where it is raising new capital (which requires that purchasers be protected by a registration statement & prspectus).

Exchange Offer Must be in Good Faith: An offer that is merely an attempt to evade §5 registration requirements, will not be exempt under §3(a)(9), even if it literally appears to comply with the requirements of the section (SA Release No. 646 (1936)).

Factors Considered: Length of time the outstanding securities were outstanding; the number of holders of the outstanding securities; and whether the exchange is dictated by financial considerations of the issuer, as opposed to merely enabling one or a few SHs to distribute their shares to the public.

Must be Offered Only to Issuer’s Security Holders: The exchange may occur only b/w the issuer and its existing security holders, e.g. the exemption would be destroyed if the issuer sold part of an issue to its security holders & the remainder to the public (SA Release No. 2029 (1939)).

Note: The issuer must guard a/g integration so that the securities issued @ different times are not integrated into one issue & the section 3(a)(9) “exchange” exemption lost in the process.

No Commission Allowed: No commission or remuneration may be paid by the issuer for soliciting the exchange of the issuer’s securities w/ its SHs.

Includes UWs: B/c 3(a)(9) says “no commission. . .directly or indirectly for soliciting the exchange,” the issuer can’t hire a UW or other agent to solicit the class of security holders.  May use own EEs, but may not be practical.  Recent no action letters have eased this rule where the “solicitor” plays an informational role & makes no recommendations.

Exclusivity :: “Clean Exchange” Required: As a rule, a transaction is exempt under 3(a)(9) only if it involves a clean exchange of the issuer’s old securities for its new securities with no additional payments changing hands b/w the issuer & security holders.  The “exclusive” requirement has 2 consequences: (1) Issuer must offer exchange exclusively for a class of securities owned by its current security holders, and not asking for additional consideration; AND (2) offering must be exclusively w/ an existing class of security holder.  If they mix classes of security holders, then integration will kick in, the 2 offerings will be combined into a single offerind, and the §3(a)(9) exemption will be lost.

Exception: (Rule 149) Pmts from securities holders to the issuer necessary to ensure (”equitable adjustment”) that all holders of a class of securities receive the same treatment in an exchange transaction will not destroy the exemption.

Example: Issuer wants to exchange old for new debentures.  A dividend payment is due on 9/27.  As condition of the offer, security holders must waive the receipt of the dividend.  However, if X buys an old debenture after 9/27, he has no legal right to receive or waive the dividend; moreover, the price will be lower b/c it’s an ex-dividend.  Therefore, it is fair to require the purchaser to pay the amount of the dividend to the issuer in order to participate in the exchange.  Otherwise, K gets the dividend at a reduced price, but gets the same consideration in the exchange as those who paid full price.

Issuer May Make Payment: (Rule 150) The issuer, however, may offer cash plus a new class of securities for an outstanding class of securities.  3(a)(9) only prohibits the investor from making further cash or property investments.

Limitations on Resale: Only the exchange is exempt; subsequent resales are not.  However, most can resell through §4(1) (i.e. non-issuer exemption).  But controlling persons remain controlling persons, and if they want to resell, the resulting transaction may involve a UW under the last sentence of §2(a)(11).



EXEMPTIONS APPROVED FOR REORGANIZATIONS  (§3(a)(10))

Section 3(a)(10) Generally: Exempts business reorganizations in which a new security is issued in exchange for outstanding securities, claims, or property interests where the terms & conditions of the exchange are approved by a court or gov agency. AUTHORIZED AGENCIES to approve reorganizations (after a hearing on the fairness of the transaction) include (i) any court with jurisdiction over the parties & the transaction, (ii) any official or agency of the United States, and (iii) any state banking or insurance commission (or other state governmental authority) expressly authorized by state law to grant such approval.

Note: Bankruptcy is NOT treated under this section.

Distinguish With §3(a)(9): Unlike (9), (10) is available for issuance of securities to settle debts, third-party claims with non security holders:

Exclusivity: Therefore, if Corp A wanted to make an exchange offer for Corp B stock, it couldn’t use §3(a)(9), b/c it applies only to exchange offers with its own securities holders.  However, §3(a)(10) would still be available; 

Cash Solicitation from Security Holders: Issuer can’t solicit cash from the security holders, but cash may be taken in a section §3(a)(10);

 Commissions Allowed: Commissions or remuneration to brokers who solicit an exchange destroys the (9) exemption, but may be done under (10) with approval.

Example: XYZ, incorporated in NY, wants to settle a class action based in tort.  It’s settlement proposal involved issue if its common stock to the class members in exchange for release of their claims.  This may be approved by a court of general jurisdiction in NY, and if the proper notice to class members is given, and an appropriate hearing on the fairness of the offer was held, the offering of securities will be exempt under §3(a)(10).



Other Relevant Considerations:

Notice: It is implicitly required that notice of the fairness hearing must go to all persons to whom it is proposed to issue the securities.

Type of Authorization Required: State agency must have explicit authority to approve the fairness of the terms of the offer; Federal courts don’t; need express authority;

Typical Applications: Reorganization of companies in financial distress; settlement negotiations.

Fairness Factors: 

Recommendations of counsel;

Scope of discovery record (see if adequate investigation of facts was done);

Alternatives to settlement;

Nature/volume of responses from those receiving notice of the hearing;

Opportunity for direct participation in process of obtaining full disclosure.



EXEMPTION FOR RECLASSIFICATIONS OR BUSINESS COMBINATIONS (Rule 145)

General Definitions: 

Reclassification: The articles of incorporation sets out the classes of securities, the number authorized to issue, and the terms.  However, the AoI is subject to amendment.  Therefore, a proposal can be made to amend, specifically to reclassify a certain class (must have SH approval).  This is normally exempt under §3(a)(9), because it involves only existing security holders.

Business Combinations: Can include (1) mergers; (2) purchase of all assets; or (3) acquires securities directly from security holders.

Note: Often, which structure is chosen depends on tax & liability considerations; however, it also has implications on securities laws.  Rule 145 states that these transactions DO involve a sale!!!!



RULE 145 ::Reclassifications of Securities, Mergers, Consolidation & Asset Acquisition 

Generally: Technically, Rule 145 provides not an exemption, but rather a clarification that certain corporate transactions involve “offers” and “sales” of securities, and therefore must be registered if no exemption is available.

Reg D: Applied to Rule 145 transactions.

Development of Rule 145: Former Rule 133 (precursor to 145) provided that a “sale” of securities had to involve a volitional act on the part of the seller b/f registration was required.  Therefore, in certain types of corporate reorganizations where this required volition was lacking, no registration was required.

Sale of Assets: Example: A corp offered its common stock to B corp to buy B’s assets.  Although the SHs of B had to vote as a body (majority) and although there was a transfer for value, no registration was required.  

Rationale: Since no single SH could determine whether to make the investment in the offered securities, there was no “sale” involving a volitional act by the individual SH-seller.

Stock-for-Stock Transactions: On the other hand, if  A corp offered its common stock directly to the SHs of B in exchange for their common stock, each SH of B would have to make up his own mind whether to sell.  Accordingly, a “sale” would be involved & a registration of A’s securities required - unless some other exemption were available.

Mergers: No offer or sale until the merger is consummated!

Rule 145 Replaces Rule 133: Old rule was excessively formalistic (it focused on the final step in a corp transaction & ignored the fact that each SH, when faced with a proposal for a transaction (i.e. sale of assets), had to make an individual (and “volitional”) decision as to whether the transaction was in his best interests.  SEC made a 180 degree turn - Rule 145.



Provisions of Rule 145: In general, 145 is applicable when something is submitted to SHs.  Provides that the securities issued in certain corp reorganizations, previously exempted from §5 by Rule 133, must be registered, and that transfer limitations must be placed on the stock receive by certain SHs of the acquired company (e.g. control persons).

Transactions Covered: (145(a)(1)) 

Preliminary Notes: An “offer” or “sale” occurs when there is submitted to the SHs a plan or agreement pursuant to which such holders are required to vote whether to accept a new or different security in exchange for their existing security (i.e. NOT the consummation date).  Therefore, a registration statement must be in effect at that time; in addition, SHs must be delivered a prospectus.

To trigger 145, a transaction must:

require SH approval; AND

Provide for a distribution by target company of acquiring company’s shares to its SHs within 1 year after the SH vote.



RULE 145(a): An “offer” is involved when a plan or agreement, pursuant to statute or AoI, is submitted for a vote for:

Reclassifications: (145(a)(1)): Any reclassification of securities that involves the substitution or exchange of one security for another (other than simple stock splits) is subject to Rule 145 (generally exempt under §3(a)(9) b/c it’s an exchange w/ own SHs).  But, if there’s solicitation involved, prob can’t use §3(a)(9).

Mergers or Consolidations: (145(a)(2)) 145 applies to statutory mergers, consolidations, or similar acquisitions of one corp (A) by another (B), in which shares held by A’s security holders will become (or be exchanged for) securities of B (e.g. SHs of acquired company cease to exist - its SHs get shares of new corporation directly; when the merger is consummated SH of target actually become SH of the acquiring corp).

Exception: Rule N/A when the transaction is solely for the purpose of changing the issuers domicile (e.g. where A corp is incorporated in CA & forms a new B corp in DE in order to merge into B & become a DE corp.

Transfers of Assets: (145(a)(3)) BoD generally does not need SH approval to acquire/sell property, unless it’s substantially all of the corp’s assets.  The SHs of the old corp don’t cease to exist - old corp gets shares of acquiring corporation (not the SHs themselves!).  Therefore, acquiring corp owns all assets of the old corp, old corp still exists but its only asset is the shares of the new corp.  Old corp then transfers shares of new corp to its SHs.  A transfer of assets by one person or corp (A) to another (B) in exchange for securities issued by B is likewise subject to 145, but only if:

The plan or agreement of transfer provides for dissolution of the corp whose security holders are voting (i.e. A’s security holders); OR

Than plan or agreement of transfer provides for a pro rata distribution of the exchanged securities (of B) to the security holders that are voting (i.e. A’s SHs); OR

The BoD of A adopts resolutions w/ respect to the provisions on paragraphs (i) or (ii) above within one year after consent to the transaction has been given; OR

Notwithstanding paragraphs (i), (ii), or (iii) above, a subsequent dissolution or distribution is part of a preexisting plan for distribution of the securities in B.

		Note: If the acquiring corp buys share directly from the target corp’s SHs, it’s 

NOT a Rule 145 transaction, b/c there was no SH vaote needed!  Therefore, if this 

happens, use traditional analysis to tell when there is an offer / sale.  

ANALYSIS: (1) Is there SH approval required (i.e. 145 transaction?)?  If not, then 

have to register or find another exemption.  If yes, then look to the rule to see what can be 

said before offering & when/how prospectus delivery.

Example: (Giving Info Before the “Offer”) Issuer is allowed to hold analyst mtgs, rave a/b the deal to them, sell them on it & increase the share price.  Can’t publish it though, but can file an 8K so it becomes public and SH can get it - so SH can probably get info about the deal before the “offer.”

Rule 135: Notice that issuer proposes to make a public offering of securities that will be registered, isn’t an offer if the notice states that the offering will be made only pursuant to prospectus, and has only the following info.



RULE 145(b) Pre-Registration Communication THIS IS NOW SUPERSEDED BY RULE 135/165/166  Any written communication with no more than the following information is NOT a prospectus/offer:

Name of issuer / other parties to the transaction;

Brief description of their business;

Date/time/place of SH meeting;

Brief description of the transaction.



RULE 145(c) Persons & Parties Deemed to be Underwriters: 

Generally: Certain 145 parties are deemed UWs and as such are restricted in subsequent transfers of the securities they receive in a rule 145 transaction.  The rationale, is to prevent a control person (A) of a company (X), who could not otherwise distribute his X stock to the public w/o a registration, from merging X into Company Y under rule 145 in order to sell his newly acquired Y stock to the public w/o registration.  

Defined: Any party (or affiliate of a party) to a rule 145 transaction, except the issuer, is considered to be an UW if he publicly sells or offers to sell the securities acquired in connection with the rule 145 transaction (i.e. UW includes affiliate of targeting corp who publicly offers/sells securities of the issuer in connection w/ the transaction).

Party: Includes any corporations or persons (other than the issuer of the securities) whose assets or capital structure are affected by the transaction.

Affiliate Party: Means any person who controls, is controlled by, or is under common control with a party.

Effect on Control Persons of Acquired Corp: The UW provision limits the subsequent transfer of securities received by control persons of acquired companies (“affiliates of a party”) in 145 transactions.

Special Resales Permitted: UWs may make limited sales of their securities w/o further registration pursuant to the following rules:

Rule 144: Resales by control persons may be made w/o further registration if the provisions of Rule 144 relating to distribution of current public information, limitation on amount of securities sold, and manner of sale (But, 144 2 year holding period is N/A to UW sales under 145).

May register then distribute (Form S-4).



RULE 145(d) :: Special Exemption From Underwriter Status: Provides that person who might otherwise have been considered UWs (i.e. affiliate of the target co) under (c) will NOT be so considered if the following requirements are met:

The person has held the securities of the acquiring corp for @ least 2 years; AND

The person is not an affiliated (i.e. a control person) with the issuer of the securities;

The issuer is subject to the periodic reporting requirements of §§13 or 15(d) of the 34 Act and has been so for 90 days; and

The issuer has filed all of the reports required under these sanctions during the past year (or such shorter period as the issuer was required to file the reports).

Alternatively, a person who is NOT an affiliate of the issuer (for 2 least 3 months) and who has held the securities acquired in a transaction subject to rule 145 for at least 3 years is NOT deemed a UW w.r.t. the sale of the securities, even if the issuer does not meet the info requirements.



Form S-4: Typical way of registering a business combination (requires info on both corps).  Requires detained info a/b the transaction; level of detail a/b the corp varies depending on whether each corp would be permitted to register its securities on form S-3, S-2, or S-1.

Proxy Info: B/c many transactions registered on S-4s are also subject to federal proxy regulations, S-4 contemplates the inclusion of proxy disclosure, & when such info is included, it is deemed “filed” under the proxy rules.  If acquiring copr is not soliciting proxies (i.e. paying cash) - still have to file the proxy from, so SH will get some information.



Prospectus Delivery: (Rule 153a) Must be given to all those who are security holders of record in the acquired (or selling) company in a rule 145 transaction & who are entitled to vote on the proposed transaction.  Delivery must be made prior to the time when a vote on the transaction is taken.  If action can be taken by consent, then prior to the earliest day on which the corp action can be taken).



Amendments :: Announcements of Buss. Combos. Before Filing (Rule 135) Old 135 covered announcement of 145 transactions & any other kind of proposed registered offering, allows them to be filed w/o being prospectuses.  NOW Rule 235 notices are allowed for announcements of exchange offers and Rule 145 offers (w/o them being deemed prospectuses).  This rule also allows more inof to be available to all SHs, not just limited audience of analysts, & lets parties communicate freely about the proposed business combination before a registration statement is filed.  See 135 for requirements.

General Rule: A notice or proposed offering to be registered is not a an offer if it contains the appropriate legend & contains the limited content under 135.  The SEC has provided a “check list (One court has held that this list is exclusive - Chris-Craft Industries):

Mandatory Items: Must be mentioned in the release, such as the fact that the offering will be made only by means of a prospectus; contains a legend stating that it doesn’t constitute an offer;

Permissible Items: May communicate these items, including the title of the security, the basic terms, time of offering, & name of issuer.

Prohibited Items: Identity of the UW.

Must be Filed: (Rule 425) Rule 135 notices must be filed (b/c they are a written communication related to the proposed transaction.  Also, all Rule 165 (below) communications are prospectuses and must be filed o the date of first use.



Communications Relating to Business Combinations :: Rules 165-166

Rule 165 :: Announcements Re: Business Combinations: Says that these types of communications ARE OFFERS & PROSPECTUSES, but the SEC has “exempted” them from §5 prohibitions (however, they are still subject to §12(a)(2) & 10b-5 v. 136/166).  

Communications BEFORE the registration statement is filed: can offer to sell/solicit offer to buy in the first public announcement until the registration statement is filed, so long as written communication if filed, w/o violating §5.

Communications AFTER the registration statement is filed: written communication need not satisfy requirements of §10, so long as the prospectus is filed, and it won’t violate §5.

Conditions - To satisfy (a)&(b) above, the prospectus must have a legend, and offer must be made according to tender offer rules if it’s an exchange offer or according to proxy rules if it involves SH vote.

Rule 166 :: Publications Before First Public Announcement Covers the narrow area before the first public announcement of offering; exempts solicitation that occurs before that announcement (as long as the issuer takes reasonable steps to prevent further distribution or publication until the first public announcement or registration statement is filed) from being an offer to sell or a solicitation of an offer to buy the securities.



33 ACT EXEMPTIONS FOR 

     NON-ISSUERS: OVERVIEW (§4(1))

INTRODUCTION: WHO’S AN UNDERWRITER?

Section 4(1): The registration requirements of §5 apply only to issuers, underwriters, and dealers.  Therefore, transactions by other persons (i.e. ordinary investor) are exempt from those requirements (“The provisions of section5 shall not apply to - transactions by any person other than an issuer, underwriter, or dealer).  Remember, §5 applies w.r.t. securities that are disposed of for value (i.e. a gift would not be subject).

Who is an Underwriter?: (§2(a)(11)) A UW is any person who (1) has purchaser from an issuer (or controlling person) with a view to, OR (2) offers or sells for an issuer (or CP) in connection with, the distribution of any security, OR (3) participates directly/indirectly in any such undertaking, OR (4) participates directly/indirectly in underwriting any such undertaking.  UW status does NOT include such person whose interest is limited to a commission from a UW or dealer not in excess of usual UW commission.  In general, there are 4 classes of UWs:

Persons Who Purchase from Issuer with a “View to” Distribution: Here, distribution essentially means a public offering (i.e. an offering to a substantial number of unsophisticated investors).

Persons Who Offers or Sells Securities for an Issuer in Connection With a Distribution: (in connection with the issuer’s public distribution).

Direct or Indirect Participants in a Distribution: 

“Participation” Test: Whether the person in question took part in some significant fashion in the underwriting.  It is not dependent on whether monetary compensation was rendered for the services.

By Selling Securities of the Issuer on Behalf of a Control Person in Connection…



“Presumptive Underwriter Doctrine”: Made determining “CP” a bit easier.  SEC has formulated an administrative rule of thumb - any person who purchases 10% or more of the securities offered in a registered public offering and then turns around and sells the securities without registering them is an underwriter.  However, this rule is N/A if the resales are in small quantities (i.e. according to the limits set in Rules 144 or 145).

With a View To: Make sure you can prove that you had NO view to distribution.

How to Prove: Requires corroborating circumstances:

Length of time b/w purchase and resell;

Unforeseen changes in personal circumstances after acquisition. 

“Control Persons”: (§2(11)) States that in determining who is an underwriter, the term “issuer” includes “control persons” (i.e. controlling person, controlled person, or person under common control with Issuer).  Therefore, “underwriter” also includes a person who buys from, sells for, or participates in a distribution for a “control person” who makes a public distribution of his stock.  The public sale of securities by a control person are a secondary distribution.

Defined: (Rule 405) Someone having the power to direct the management and policies of the issuer.  However, the control power need not be exercised.  A control person’s power may come through:

Stock ownership (i.e. 25% stock owner can influence mgt);

Management Position;

Influence with management;

10% Unofficial Standard: Notion developed that anyone owing 10% could be a CP, unless circumstances clearly dictated otherwise.

Control Groups: Groups who have powers of control person- treated as such.

Example: If X owns 22% of common stock in XYZ, contributed another 67% of XYZt o a trust whose trustees are his sons, controls another corp that owns 2% of XYZ,  and X is pres of XYZ, he is a control person.  Therefore, any substantial sale on the NYSE y X is a secondary distribution and must be registered.  Any broker-dealer who participates in the pubic distribution on X’s behalf is an underwriter.

Pledgees of Securities: If a control person pledges his stock to a bank to secure a loan, and he defaults, and the bank sells, is the bank an underwriter?

Spurious Loans: If there is no bona fide pledge involved (i.e. bank and control person intended that the transaction as a device to give the control person cash), the bank will be considered an underwriter.  It doesn’t matter whether or not the bank made a reas investigation to see if the pledgor can repay the loan without the sale of the securities.

Bona Fide Loans: No court has expressly held that the control person’s shares must be registered if the loan is bona fide; but some courts have held that  all pledgees must register the securities. 













UNDERWRITER: PERSONS WHO OFFER OR SELL FOR AN ISSUER

Is a Dealer an Underwriter?: (Chinese Consolidated) Members of a Chinese benevolent society in the US gratuitously undertook to solicit offers for the purchase of Chinese government liberty bonds.  There was no K or remuneration from the issuer.  Ds were not agents of the Chinese government.  

Held: Ds were underwriters w/i the “selling for” definition.  Bonds are securities; Ds made offers; securities weren’t registered; therefore, prima facie case.  Rejected lower court, which held that the UW must be authorized by the issuer.

Rule: “Sell for issuer in connection with distribution of any security” language covers continual solicitations that would normally result in a distribution of unregistered securities w/i the US.  Do NOT necessarily need to dispose of “for value.”

Could They Use §4(1): Is D a UW?  He sold for issuer, so yes.  Therefore, no §4(1).



UNDERWRITER: PLEDGEES OF SECURITIES

Is there an Underwriter When Securities Are Pledged to Lender?: (Guild Films) Unregistered securities were pledges to a bank as collateral for a note.  D defaulted; bank attempted to sell the securities on the open market.  Question: Is this a §4(1) exemption, or is the bank an underwriter?

Held: §4(1) doesn’t protect those who are engaged in steps necessary to the distribution of a security issue.  Therefore, anyone who buys in a chain of transactions, the chain being unbroken by any public sale, will have UW status when he wants to sell publicly.

Spurious Pledge: Here, the court relied on the fact that the bank knew the securities were restricted & tried to sell anyway.  If there is no bons fide pledge (i.e. the loan is really a devise to give the control person cash, & the pledgee bank intended from the beginning to sell the securities for reimbursement), the bank will be deemed a UW.  Therefore, the bank should make a reasonable investigation to determine whether it is making a good loan (i.e. where there is no reasonable basis for determining that the pledgor can repay the loan w/o a sale of the securities.



“EFFECTING A DISTRIBUTION”:: Controlling Persons: (Wolfson)

Held: The 2nd Circuit held that a group of CPs violated §5 b/c they effected an unregistered distribution of securities through several unwitting brokerage houses.  Section 4(1) by its terms exempt only transactions, not individuals.  Therefore, b/c Ds were effecting a distribution (rather than simply placing routine trades), they could not use 4(1).



2. DISTRIBUTIONS OF SECURITIES BY CONTROLLING PERSONS OR AFFILIATES

Distribution: Brokers who sell for an issuer are underwriters.  They can’t get out of it by showing that they had no intent to distribute.  Therefore, brokers tried to get out of it by showing there was no distribution.

Purchasers Take Caution: Distribution is synonymous with public offering (i.e. the entire process by which a large block of shares goes from issuer to the public).  Therefore, if there are various on-distribution transactions (i.e. private) in between, purchasers in any of them have to woory about being an underwriter!



Inadvertent Underwriter Status (Control Person & Brokers): (Ira Haupt & Co.) 

Facts: A owns 22% of XYZ corp common stock, has contributed another 67% of the stock to a trust whose trustees are his sons, controls another corp that owns an additional 2% of the XYZ stock, and is the president of XYZ.  Is A an underwriter?

Held 1: A is a control person.  Therefore, an offering to the public of a substantial amount of A’s stock over the NYSE is a “secondary distribution” & must be registered.

Held 2: Public distributions by controlling persons, through an underwriter, are subject to registration/prospectus requirements.  Any broker-dealer who participates in the public distribution on behalf of A will be held to be an underwriter.  The argument that a small # of shares may not amount to a distribution has merit, but here the broker was charges with illegal sales of unregistered securities of the controlling person.  Therefore, always look to the amount sold.  



EXEMPTIONS FROM UNDERWRITER STATUS

General Exemptions: The 33 Act exempts from underwriter status, certain persons who participated in underwritings and would otherwise be deemed underwriters.

Purchasers of Unsold Securities: (Rule 142) Persons unaffiliated with the issuer or any principal underwriter who enter into an agreement with one of the principal underwriters, but not with the issuer, to purchase all or a portion of the securities unsold after a specified period of time, are excluded from underwriter status if their purchase of the securities is for investment purposes (i.e. they intend to hold the securities for a significant period as an investment).

Dealers Selling for a Normal Commission: (§2(a)(11), Rule 141) Dealers would normally come under the definition of underwriter if they are part of the selling group in the initial distribution.  However, if the dealer merely receives a commission from the underwriter or another dealer which is not “in excess of the usual customary distributors’ or sellers’ commission,” they are excluded from the definition of underwriters.  Exemption is N/A if dealer performs normal functions of an underwriter

Note: The commission must be from a dealer or underwriter; it cannot come directly from the issuer.

Spreads: (Allowed- if not more than the customary amount) Difference between the purchase price and the sale price.



Dealer’s Transaction Exemption: (§4(3)) 

Generally: Once a regis stmt is filed, every dealer is subject to the prospectus delivery requirements of §5 during the statutory distribution period, on the theory that it is essential during this period for investors to receive a prospectus.  However, dealer transactions after the distribution period are exempted from the §5 prospectus delivery requirements.

Section 2(a)(11): A dealer is any person who engages either for all or part of his time, directly/indirectly, as an agent/broker/principal in the business of offering/buying/selling/ securities issued by another person.

Note: This definition includes BROKERS.

Note: Classification of dealer depends on the party’s usual activities - not merely his role with respect to a particular offering or transaction.

“Distribution Period”: (§4(3)(B)) For purposes on the §4(3) exemption, the distribution period is defined as 40 days following the effective date of the registration OR 40 days following commencement of the offering, whichever is later.

Extension for New Companies: (§4(3)(C)) When the issuer is offering its securities for the first time, the distribution period is 90 days (rather than 40).

Issues by Reporting Companies: (Rule 174) The 40 day prospectus delivery requirement of 4(3) is eliminated for dealers trading in the securities of corporations already required to file regular & periodic reports with the SEC under 34 Act (N/A this exemption does not apply when the dealer is participating in the offering & is still selling securities from his original underwriting allotment).

Section 4(3): Section 5 shall not include transactions by a dealer (including a UW no longer acting as a UW w.r.t. the securities involved in such trans.), except for:

transactions taking place prior to the expiration of 40 days after the first date upon which the security was bona fide offered to the public by the issuer or through an underwriter,

transactions in a security as to which a registration statement has been filed taking place before the expiration of 4o days after the effective date OR the period stated in (1), whichever is later,

transactions as to securities constituting whole or part of an unsold allotment to/subscription by such dealer as participant in the distribution by the issuer or underwriter. 

Dealer’s Exempt During Post-Distribution Period: Dealer’s exempt from § after the distribution period, i.e. generally 40 days.  

Exemption Applies as to Unregistered Offers: The exemption applies even when a regis stmt should have been filed but was not.  In such case, if the unregistered securities are offered to the public, dealers are exempt from the prospectus delivery requirements, starting 40 days after such offering first begins.

Exemption N/A to Original Allotment: The exemption from prospectus delivery in the post-distribution trading period does not apply to dealers participating in the offering who have not yet sold their original full allotment of securities.



Broker’s Transaction Exemption: §4(4)

Generally: Brokers (i.e. persons who sell a customer’s securities for a commission) are exempt from the prospectus delivery requirement when they execute a customer’s order to sell securities on any exchange or over the counter market (does not cover the solicitation of orders);

Applies to Specific Transaction: The exemption is only good for a specific transaction (i.e. broker need only be acting as a broker (e.g. on a commission basis) in this transaction to qualify).  Unlike the dealer exemption, a person need not normally or usually act as a broker for the broker’s exemption to be available.  

Broker CANNOT Solicit Buy Orders: If he does, no 4(4) exemption.  General business advertising does not amount to solicitation of but orders.  A broker may, however, call another broker or dealer who has already bid on the security (through printed or computer quotation systems) or may simply execute the other’s sell order over the exchange (but can’t call to see if another broker is interested).

Not Limited to Post-Distribution Period: The 40 day distribution restriction imposed on the dealer is N/A to the broker b/c investors should be able to trade at any time. This is true even if the SEC issues a stop order halting the initial distribution process involving the I,U, or D.  This promotes an open market for investors b/c the exemption allows brokers to execute unsolicited sell orders at any time, w/o complying w/ prospectus delivery requirements.

Example: XYZ corp issues 100K shares through underwriter A.  B, a dealer, has an allotment of 10K shares.  B sold 1K shares to C. A stop order would prevent these parties from further distribution.  However, even during the waiting period when the stop order was in effect, C could sell her 1K shares through B (using the broker exemption) & receive whatever an unsolicited buyer was willing to pay.

Does Not Apply to Customer: Exemption does not extend to the selling customer.  Customer must find his own exemption to sell w/o violating §5 (usually under §4(1)).

Sales by a Control Person: Sales by a CP through a broker may result in liability for both the CP and the broker, b/c in such a case the broker will often be deemed to be an UW under §2(11).  Similarly, sales by anyone of “restricted stock” may result in liability (Rule 144).

Usual Broker’s Function: Exemption applies only where the broker is performing no more than the usual broker’s function in this particular transaction.

More than Usual Commission?: May take the transaction beyond UBF and eliminate the exemption;

Delegation of Unusual Authority: Transaction may be beyond the broker’s function if the seller of the securities delegates unusual authority to the broker (i.e. as to time and manner of executing the sell order):

Example: Authority to sell a substantial block of securities exceeds usual broker function, b/c it’s likely that broker will have to solicit orders to buy.  However, the broker can rebut the presumption of solicitation.

Broker’s Sales for Control Persons: Rules concerning a broker’s sales for control persons are complex, mostly b/c the §2(11) definition of UW deems control persons of issuers to be issuers.  As a result, the following rules apply:

Where Control Person Has an Exemption: If the CP has an exemption from the sale of unregistered securities (under Rule 144), the broker that assists the CP in the sale may properly rely on the §4(4) exemption;

Where Control Person Has NO Exemption: Where the CP has no exemption, and the broker knows or has reas grounds for believing this fact, the broker may be acting as a UW in selling the CP’s stock; then he can’t rely on the exemption.

Duty to investigate Seller’s Status: To claim 4(4) exemption, the broker must make a reas investigation prior to any sale to determine whether the sale is for a control person and, if so, whether the control person has the requisite exemption.

Wolfson: CP can’t sell publicly, even if through a broker.  Broker won’t necessarily lose exemption status by selling customer’s securities when, b/c a customer is a CP, securities are NOT exempt, the broker doesn’t know!



RULE 144 & OTHERS



RULE 144

Generally: Always ask first - (1) are we dealing with restricted securities?  (2) Is the holding period satisfied?  If not, can’t use 144 until it is (3) are you an affiliate? (4) If so, must use 144 for both restricted & unrestricted (5) If not, only have to use 144 for restricted (6) Look at amount (outstanding 1%)



RULE 144 :: RESTRICTIONS ON RESALE OF SECURITIES ISSUED IN TRANSACTIONS EXEMPTIONS (GENERAL NOTES)

History: The doctrines governing the resale of securities brought pursuant to §4(2) were too uncertain.  Rule 144 was promulgated to solve these problems as they related to non/controlling brokers and UWs.  It was adopted to give certainty as to when private placees/controlling persons could sell securities owned by them publicly.

Effect of Rule 144: If the sale follows 144, then there is no distribution.  Therefore, it’s not a transaction by an issuer, UW, or dealer, so the §4(1) exemption applies.  Sales under 144 are public offerings & securities sold thereunder are NOT restricted.



THE RESALE PROBLEM: GENERALLY - TRADITIONAL APPROACH

The Problem Generally:  Section 4(1) exempts everyone but issuers, UWs, and dealers.  Most non-issuers have no problem getting the 4(1) exemption.  However, purchasers in private offering had a lot of problems b/c of the definition of UW in §2(11).  That section reaches people other than purchaser & the purchasers of purchasers.  NO ONE COULD BE 100% SURE THAT THEY WEREN’T A UW

Control Person: Control persons who by K, agreement, etc., has or shares the power directly or indirectly has the power to exert control over a person (e.g. directors, officers. etc.).

Definition means more than just the 51% holder.  Includes BoD, officer, i.e, status alone can make you a CP.  Therefore, even if the largest single SH owns 10% he can still be a CP, if the amount gives them control.

Just need the POWER to control; it need NOT BE EXERCISED.

Applies to persons controlled by the issuer (i.e. subsidiaries); 

Buyer’s Intent Crucial (Was it a Distribution?): many investors buy from the dealer, then resell quickly to make the short-swing profit.  However, since a distribution is complete only when the securities finally come to rest in the hands of those investors who hold intend to hold them for a substantial period of time, the intent of the original purchasers in buying the securities is muy importante in determining whether the private offering exemptions should apply.  The effect of such treatment is:

Purchasers as UWs - Registration Required: If the original purchasers buy the securities with a view towards distribution they are underwriters (§2(11)).  And if a pub distribution actually does takes place w/o registration, there is a §5 violation.

Distributions by Control Persons: In determining who is a UW, CPs are considered issuers.  Therefore, those persons who buy securities from a CP w/ the intent of making a public distribution thereof are UWs if they in fact resell to numerous unsophisticated purchasers.  If this happens, the CP has conducted a transaction with the “UW” and therefore has lost the exemption in the §4(1).  If no other exemption is available, the CP has violated §5.

Example: Wolfson: W & his associate sold 25% of issuer’s shares through brokers without registration.  Although not active in mgt, the 2 held 40% of the total stock & controlled the company behind the scenes.  They were therefore held to be CPs, and the brokers were UWs.  As a result, the stock was sold in “transactions by UWs” which are not within the exemption of §4(1).  Notice that the seller need not be a UW to lose the 4(1) exemption; it’s lost even if the seller sells to a UW.

Purchasers With Investment Intent - Private Offering: If, as opposed to buying for resale, the original purchasers take for investment (i.e. keep securities for a significant period of time) and they otherwise satisfy the criteria for private offering, no registration is required.

Traditional Factors Showing Investment Intent in Determining “Distribution”: Question of whether investor bought for distribution or investment is a question of fact, i.e. what was the intent at the time of purchase?  If it’s not a distribution, then you don’t qualify as a UW; therefore, you can use §4(1) to engage in transactions.  The SEC focused on intent in Rule 155 (no longer good law).  The following factors have been traditionally held relevant by courts:

Investment letters - Did purchaser indicate that he was buying for investment only?  Not conclusive - given no weight if buyer resells shortly later.

Length of holding period - The longer….more like an investment.  Not conclusive - other factors must be considered (2 years may be good). 

Number of Shares - the more shares, the more it looks like a distribution; however, people used to sell off small blocks at a time, as to not be a UW.

Restrictive Legends on Stock Certificates - Issuer claiming private offering may put this on to show reasonable investigation and reasonable precautions by making secondary transfers more difficult.  State that stock can’t be sold w/o issuer’s permission.  Permission is then contingent upon counsel finding no violation of the securities laws.

“Change in Circumstances” Doctrine: Used to asserted by purchasers seeking to avoid UW status; argue that they had an intent to invest, but changed circumstances necessitated the sale of the securities (i.e. losing money fast).  This was hard to prove, i.e. death is technically foreseeable!   Financial reverses - not necessarily foreseeable. 

Fungibility: Used to be unclear if X, who bought 100 shares in a private placement, then bough 100 more on NYSE, could sell any of the 200 shares.



BASICS OF RULE 144

The Basics: NO ONE COULD BE 100% SURE THAT THEY WEREN’T A UW  B/c of the frequent confusion & ambiguity in determining whether an investor had “investment intent” (and therefore, not a UW), SEC adopted 144 specifying an objective set of criteria that will establish investment intent.  If these criteria are met, purchasers in a private offering of securities may resell the securities (referred to in 144 as “restricted securities”) w/o violating the Act.  

SEC’s Response: SEC hated any test that’s based on intent.  Could not change §4(1) b/c it’s statutory; therefore, like it did in Rule 506 under Reg D, it adopted a SAFE HARBOR!!! for §4(1).  If you follow the rules, then you’re not an UW if you make a sale.  However, you’re free to make all the old arguments.

Preference for 144: Although sellers can still rely on the traditional analysis to establish investment intent, they bear a heavy burden where the facts deviate from what is required by 144.

Basis of the Rule: SEC wanted a rule that applies to both the CP and the purchaser.  SEC looked @ what it considered was an ordinary trading transaction: (1) block of shares (not usually large), (2) special selling effort, (3) hiring of an investment professional & paying them a fee that’s much higher than a regular broker, (4) a lot of small blocks over a period of time, (5) kept prior holding period.





Scope of Rule 144:

4 Groups of Sellers: Who’s the Rule Available to?

Control Persons selling Unrestricted Securities (144 Available);

Control Persons selling Restricted Securities (144 Available);

Non-Control Persons selling Unrestricted Securities (144 NOT available b/c these sellers don’t need 144 to sell; they can rely directly on §4(1)).; 

Non-Control Persons selling Restricted Securities (144 Available).

“Restricted Securities”: (Defined in Rule 144) Encompasses 3 types of securities:

Privately offered securities - acquired directly or indirectly from the issuer or a control person;

Securities issued pursuant to rules 505 or 506, or pursuant to §4(6); and

Securities sold under Rule 144A

Sales of Securities by Control Persons: Rule 144 states when and how much stock a control person may sell w/o becoming an issuer, and w/o making those that subsequently resell the stock UWs.

144 Applicable to Both Restricted & Non-Restricted Securities: Where securities of a CP are involved, 144 applies to both restricted (i.e. those purchased by the control person in a private offering) and non-restricted securities acquired by the CP as part of a registered public offering of the issuer’s securities.

Example: When XYZ corp was formed, A received 25% of the stock (‘restricted”), and now serves on the BoD; this, he’s a control person of XYZ.  Over next few years, A acquired additional stock in stock exchange purchases (nonrestricted).  A now wants to sell.  If he does NOT comply with Rule 144, he runs the risk of violating §5, by selling either of the stock.



REQUIREMENTS OF RULE 144

NOTE: For affiliates, must use 144 or not exempt; for non-affiliates holding restricted securities, use  

144 to make a public sale.

Preliminary Notes: 

Purpose is to provide full & fair disclosure & prevent fraud;

Rule is designed to prohibit the creation of public markets in securities of issuers concerning which adequate current info is not available to the public;

At the same time, where adequate info is available, the rule permits the public sale in “ordinary trading transactions” of limited amounts of securities by control persons;

Lectures on the 33 Act; defines “underwriter” under §2(11);

“Links” Concept - anyone b/w the issuer and the public could be a UW.

No longer focus on the previous INTENT factors - too hard to do.

Not Sufficient to Defeat UW Status: Simply showing that did not purchase with a view to distribution;

Must Be Established: (§2(a)(11)) (a) Person is not offering or selling for an issuer in connection with the distribution of securities, (b) does not participate or have a direct or indirect participation in any such undertaking, and (c) does not participate or have a have a participation in the direct or indirect underwriting of such an undertaking.

FACTORS CONSIDERED TO SHOW NOT INVOLVED IN A DISTRIBUTION:

Availability of the rule is conditioned upon the existence of adequate current public information;

Holding period prior to resale;

Impact that a particular transaction has on the trading mkts (i.e. 4(1) was meant to cover only routine transactions.  Therefore, the greater the amount involved, the more it looks like a distribution).

BASIC PREMISE: If you follow ALL THE CONDITIONS of the rule, then you’re NOT engaged in a distribution and therefore, you’re not a UW; therefore, 4(1) is available as an exemption;  therefore, technically, §4(1) is the exemption!!!!



Definitions (145(a)): 

Affiliate: (AKA “Control Person”) of an issuer is a person that directly, or indirectly, through one or more intermediaries, controls, or is controlled by, or is under common control with, such issuer.

Restricted Securities: Means:

Privately offered securities, i.e. securities acquired directly or indirectly from the issuer, or from an affiliate of the issuer, in a transaction or chain of transactions not involving any public offerings;

Securities issued pursuant to (Reg D) rules 505 or 506, or pursuant to §4(6); and

Securities sold under Rule 144A



Conditions to be Met: (144(b)) Anyone who sells restricted securities for his account or the account of an affiliate, shall be deemed not to be engaged in a distribution and is therefore not a UW if all conditions are met.



FIRST CRITERIA :: Current Public Information: (144(c)) Must have this available; Satisfy requirement by meeting (1) or (2):

(1) If the corp is a 34 Act reporting company (under §13 or 15(d)), and has actually reported for at least 90 days before the rule 144 sale; or

(2) If NOT a 34 Acts reporting company, they can choose to report voluntarily, or they can make “publicly available” the 34 Act info to permit brokers to quote an over the counter security (but note: sometimes this info is kept from the public (i.e. mergers)).

Publicly Available: SEC has stated that supplying the required info to the broker handling the sale for the seller not sufficient to make info a/b the restricted securities publicly available.  However, you can supply it to the issuer’s SHs, brokers, marketmakers, and any other interested persons, plus the publication of financial info about the issuer in a recognized financial reporting service - that wld be sufficient. 

Brokers & Dealers: Can’t deal in the securities, unless they have certain info (Rule 15c2-11); buyer need be a bit more diligent here.



***SECOND CRITERIA*** :: Holding Period for Restricted Securities (Rule 144(d))

NOTE: ALWAYS LOOK HERE FIRST!!!!  APPLIES ONLY TO RESTRICTED SECURITIES!!!  Therefore, 144(d) is N/A if a control person is selling unrestricted securities.  

One Year Holding Period: A 1 year minimum (used to be 2 years) must pass between the later date of the acquisition of the securities from the issuer or from an affiliate of the issuer and any resale of such securities in reliance on this section for the account of either the acquiror or any subsequent holder of those securities.  

An affiliate selling nonrestricted securities need not comply with this restriction.

Must Be Fully Paid For: The holding period does not begin to run (i.e. tolled), until the initial purchaser has fully paid for the securities.  Includes paid in cash, installment K/Promissory Note if it’s full recourse; & borrowed $ to pay for it.

Holding Period for Non-Affiliates :: Rule 144(k): After holding the security for 2 years, a NON-AFFILIATE can do whatever you want with it (i.e. don’t have to worry a/b (c),(e), or (f)), and still fir the §4(1) exemption.  Don’t need to worry about the info requirements anymore (use same tolling provisions).

Problem: If held up until 1 year, can’t be sold publicly; for the next year, can be sold publicly if follow all rules; after 2 years, can be sold w/o registration.

Example 1: Issuer sells securities to A.  A sells to B 6 months later.  How long must B hold?  If A is an affiliate, B has to hold for 1 year; if A is not an affiliate, then B has to hold for only 6 months.

Example 2: Issuer has a registered offering.  A buys in it.  A sells through a broker to B who is an affiliate.  There is NO holding period for B, b/c he bought unrestricted securities.

Example 3: B (unre\stricted securities) sold privately to C.  C has to wait 1 year b/c he bought privately, what was unrestricted for B becomes unrestricted for C!

Special Holding Period Examples: 

Stock Dividends/Splits: The holding period for securities acquired this way relates back to the acquisition date of the original securities (i.e. A buys 100 shares in 1996; in 1997, corp announces a stock dividend; the holding period of the dividend shares relates back, and begins in 1996).

Pledged Securities: When securities are put up as collateral, the pledgee can relate the start of its holding period back to the acquisition date of the pledgor IF the pledge was made in connection with a full recourse loan.  If not, period runs from the date of the pledge.

Gifts: A donee’s acquisition date relates back to the acquisition date of the donor.

Trusts: Id.

Estates: Id. But, no holding period is necessary if either (i) the estate is not an affiliate of the issuer or (ii) the securities are sold by a beneficiary of the estate that is not an affiliate of the issuer.



THIRD CRITERIA :: LIMITS ON THE AMOUNTS RESOLD: (Rule 144(e))

REMEMBER: N/A to a non-control person selling unrestricted securities. 

Rule: During any three month period, only the following quantities may be resold:

Sales by Affiliates & Sales of Restricted Securities: Sales by affiliates (or sales of restricted securities by non-control persons who can’t meet the qualifications to remove the volume limits) during the 3 month period (i.e. can sell this amount every e months) may not exceed the greater of:

1% of the outstanding shares in a class;

If the security is traded on an exchange, the average weekly reported volume of trading in such securities on all exchanges and/or reported through the automated quotation systems of a registered securities association for the four weeks prior to the filing of the notice of sale; and

The average weekly reported volume of trading in such securities reported through the consolidated transaction reporting system (in Rule 11Aa3-1) for the 4 week period preceding a filing of the notice of sale.

Sales by Non-Affiliates: The amount of restricted securities sold, together with all other sales of restricted securities within the last 3 months can’t exceed the amounts set forth above.

Example: There’s 1 million outstanding shares (1%=100K shares).  Assume trading volume is less than this amount.  A non-control person owns 200K shares (100K in a private placement; 100K in the IPO).  Therefore, he has both restricted & unrestricted securities.  Rule 144 is N/A to non-control persons selling unrestricted securities.  Therefore, he can sell 100K within the rule, and 100K outside the rule!

If He’s a Control Person:  He now has to use Rule 144 for sales of any securities.  Therefore, he’s limited to selling 100K in a 3 month period b/c of the 1% limitation!  This is true until he is no longer a control person.

Control Person & Bought $200 K @ IPO: They are unrestricted securities!!  Rule 144 N/A!!!!!  NOT SURE ABOUT THIS ONE.

Now: A got 100K unrestricted; 100K private placement within past 6 months.  B/c private placements are restricted securities, he must wait a total of 1 year.  However, he can sell the other 100K any time. What if holds for more than 1 year?  Can only sell 100K because of the 3 month limit on control persons.

Non-Control Person: 100K - still has to hold restricted securities for 1 year.  Unrestricted, time does not matter.



FOURTH CRITERIA :: Limitations on the Manner of Offering: (145(f))

Generally: To preserve the nonpublic nature of rule 144 sales, the rule requires that sales thereunder be made directly with a “Market Maker” (§3(a)(38)) (i.e. buy @ one price sells @ another gets the difference) or in “Broker’s Transactions” within the meaning of §4(4).

Restrictions on Sellers & Brokers:

Person Selling the Securities May Not: 

solicit orders to buy the securities;

make any payment in connection with the transaction to anyone but the broker.

The Broker: (Rule 144(g)) 

May do no more than execute the order to sell & receive no more than customary condition;

May not solicit the order to buy, although he may contact other brokers who have expressed interest in the last 60 days, or customers expressing interest within the last 10 days;

Make a published bid & ask quotations in an inter-dealer stock quote system, as long as the broker has been making a market (i.e. trading regularly) in the security to be sold;

Must make a reasonable inquiry to ensure that the person claiming the right to sell w/o registration is entitled to do so.



Other Rule 144 Criteria: 

144(h): Must file a notice of proposed sale if aggregate amount sold is > $10K or amount of shares > 500.



Nonexclusive Rule: (144(j)) A nonaffiliate may effect sales of restricted stock, and an affiliate may effect sales of any stock, pursuant to a registration statement, another exemption, or a Reg A offering.



Rule 144 Hypos

Hypo 1: X is a director.  9 months ago - he has 150K shares; 75k came from another director leaving the board; 15K on open market over 5-6 years; 5K in last 6 months.  Corp is a reporting company.  X wants to sell all.  There’s 10 million outstanding shares.  Remember, there’s no holding period for unregistered securities.

If director wants to sell publicly, he has 75K shares he can sell, b/c they’re unrestricted.  The other 75K hasn’t been held for 1 year since leaving the affiliate (private sale).

Hypo 2: Same as above, except the director from whom the restricted securities were bought resigned 6 months ago (bought them from him 9 months ago).  Therefore, he’s no longer an affiliate.

Sale of shares can’t change the nature of shares.  The question is were they restricted securities?  Yes (acquired from issuer or chain not involving a public offering).  But holding period of restricted securities is 1 year.  These not required from a CP, so look @ the date acquired from issuer - that was 3 years ago - so time requirement is met.

Hypo 3: Our guy resigned from board.  Wants to sell all 150K shares.  He’s no longer an affiliate.  He can sell the 75K unrestricted securities w/o filing 144 docs.  A nonaffiliate selling unrestricted securities doesn’t have to worry about public info, filing a form , etc.  Still must hold the 75K restricted shares.

Hypo 4: Instead of buying from director 9 months ago, bought 2 years ago.  Instead of 75K shares, bought all 150K shares from director.  Our guy resigned from the board.  Wants to sell.

Restricted securities have been held for over a year, so all 150K can be sold on the open market.  If held for more than 2 years, you are NOT an affiliate & have not been an affiliate for 3 months - don’t have to use 144.

Hypo 5: What if some securities have been sold in last 3 months.  You would have to take that into account.  You might have to aggregate the amount limit applies every 3 months.  Still 75K on open market; 100K from director.  Donated 25K to charity (during time as director). 144(e)(3)(iii) - What was given to donee - restricted or unrestricted?  Although all donated securities are restricted, they were donated b/c of exemption in 144 holding period.  Rest securities received by a donee can be tacked - the period held by donor can be used to satisfy the holding period.  Donee here has 3 months b/f they can sell.  If unrest securities the look @ when donor acquired.

5K 6 months ago - have to be held 6 months by donee.  The others can all be sold.  They are restricted securities now b/c they did not involve a public offering! A CP transferred securities in a private transaction - immediately become restricted securities.  Must satisfy the holding period (1 year later of disposal from issuer or affiliate).

Hypo 6: Issuer - private placement 5 years ago.  A buys in private placement.  A is NOT an affiliate at the time.  4 years and 6 months after A bought, A goes on the board.  A is an affiliate on the board (6 months ago)  What can he do?

Argue not a UW b/c he held for so long - useful if made 7 months ago b/c would have been a nonaffiliate selling restricted securities held for 4 years.  But Rule 144 applies to CP whether selling restricted or unrestricted securities.

Hypo 7: 250K shares.  Bought all in private placement over 1 year ago.  Not an affiliate - so non-affiliate selling restricted securities.  Unrestricted is 150K @ a time here.  So have to wait 3 months for the next amount here.  Say 150K bought privately; 100K on open market.  Non-affiliate - does NOT need 144 to sell unrestricted securities; only to sell restricted.  150K can be sold under 144 the other 100K outside 144 (can sell all).  If he was an affiliate, the limit applies to restricted & unrestricted securities - has to wait 3 months to sell other 100K.



ALTERNATIVES TO RULE 144

BASICS

Alternatives: While Rule 144 made the criteria for selling restricted securities more definite in some respects, it also made them more stringent.  Therefore, sellers may seek alternatives while still trying to avoid underwriter status.

Register the Transactions: Available, but very expensive.  As a rule, this route is chosen only when the issuer was already planning a registered public offering, and he selling SHs simply piggy back their offering on the issuer’s offering.

Reg A: Where a registered transaction is not available, sellers may take advantage or Reg A.  Unde Reg A, a noncontrol person or a group of noncontrol persons can often sell the restricted securities pursuant to the exemption w/o affecting the availability of Reg A to the issuer.



RULE 144(1½) (Private Sales of Restricted Securities) (Codified in 144A)

Generally: The problem with the public sales (above) is that the seller (when restricted securities are sold) or the seller’s broker (when the seller is a control person selling any securities, restricted or not) are likely to be swept into the definition of UW contained in §2(11).  But what if the seller, rather than selling publicly, sells privately?  This would avoid UW status, since a UW is own who is involved in a “distribution,” i.e. sales to the public.

No Express Exemption: The first obstacle to such a sale is that §4(2), the standard private offering exemption, is available only to the issuer.  Even w/o a express exemption, however, a private sale is possible.  The standards that the SEC has required for such a transaction in order for the seller (and the seller’s broker) to avoid UW status have come to be known as “Section 4(1½), because they resemble in some respects the requirements of §4(2) (issuer’s private placement exemption) and result in the transaction’s being exempt under §4(1), the exemption for transactions not involving an issuer, UW, or dealer. Essentially, you/re using the technique of §4(2) to establish an exemption under §4(1).

No express holding period; however look at it to determine: 

Ask: Is the non-CP a UW?  If yes, the can’t use 4(1½).

Info Rqmts: Non-CP must give offerees whatever info he has, and make sure offerees are buying for investment w/ no view to distribution (then they may not need 144).

Sales of Restricted Securities by NonControl Persons: A, a non-control person of XYZ corp, has purchased some of XYZ’s common stock in a private offering by XYZ under §4(2).  A wants to resell some of these restricted securities.  He can’t appeal to §4(2) since he is not an issuer.  If A is also not a UW or dealer, then presumably he can resell under §4(1).

Determining UW Status: A is not a UW if he does not purchase from, or sell for, or participate in a “distribution” for the issuer (XYZ).  The SEC and the courts have traditionally resorted to the concepts relating to a “public offering” to determine the meaning of “distribution.”  What is necessary therefore, is that A avoid participation in a “public offering.”  A can do this if he himself does not sell to the “public” and effectively prevents his purchasers from reselling to the public w/o an exemption (or else the securities would be “distributed,” and A will then be a UW).

Avoid Sales to the Public: Generally, the seller can avoid doing this y offering & selling only to those who can meet the §4(2) requirements for offerees in a private placement.

Note: SEC has been less rigorous in enforcing some of the private placement requirements in the 4(1½) context than in the 4(2) context.

Restricting Further Resales: The usual techniques apply here: place a legend on the security noting that it can’t be sold w/o registration or exemption, K agreement to limit resales, give stop transfer instructions to the issuer’s transfer agent, and so on.

Sales by Control Persons: CPs may also rely on §4(1) to resell their securities, whether or not restricted.

Restricted Securities: CPs face no additional obstacles w.r.t. their sales of restricted securities than are faced by noncontrol persons.  The key in either case is to avoid becoming a UW by selling to the public, and to avoid selling to a UW (by selling to someone who in turn sells to the public).

NonRestricted Securities: In sales by CPs of nonrestricted securities, the key is avoid selling to a UW!  They’re not concerned w/ their own UW status, b/c the securities were not acquired from the issuer or an affiliate (the securities were not restricted).  However, if a purchaser from the control person sells to the public in a nonexempt transaction, the purchaser will be deemed to have acquired the securities from an affiliate of the issuer (i.e. the control person) with a view to distribution (i.e. the purchaser will be deemed a UW).

Avoiding Sales to a UW: See above.  In addition, an investment letter should probably be obtained in which the purchaser states that she is purchasing for investment purposes & not for resale.



RULE 144A (Private Resales of Securities to Institutions) 

Generally: Sets forth nonexclusive safe harbor from §5 liability for resale of restricted securities to Qualified Institutional Buyers.

Policy: The underlying idea is that restrictions on resales are not needed as long as reslaes are made only to large & financially savvy institutions.

Implementation: Provides that a person complying w/ its requirements will be deemed not to be engaged in a distribution and therefore will not be a UW under §2(11).

144A is nonexclusive; only applies to §5 liability.

Sales by Dealers: 144A provides that any dealer who offers/sells in compliance w/ (d) will be deemed not to be engaged in a distribution and therefore will not be a UW, and securities deemed not to have been offered to the public under §4(3).

No prohibition of solicitation or advertising;

Affiliates of Target Companies: RULE 145 (reorganizations) If it fits into this, then no sale: acquiring co may get target in several ways: 1 way is using intrastate offering: so then what will the target get?  Restricted securities? What a/b acquiring cos using 506?

RULE 145(c): Any affiliate of target co who publicly sells secs. is UW!!!!

So how can they ever resell? RULE 145(d)  - affiliate of target co is not a UW if resell pursuant to 144.



Requirements: 144A is available for resales, if the following requirements are met:

Seller Not an Issuer: (144A(b)) The rule is NOT available to offers or sales by issuers.  It’s not intended to provide an exemption for primary distributions.

Offers/Sales to QIBs: O&Ss are permitted under 144A only to qualified institutional buyers OR persons whom the seller reasonably believes to be QIBS.

QIB: Include any of the following entities IF they own and have investment discretion for @least $100 million in securities of unaffiliated issuers:

insurance cos;

Investment cos, business development cos, & small business investment cos;

Retirement plans & trusts holding assets for retirement plans;

Charitable organizations;

Securities dealers registered under the 34 Act (note that dealers need only own & invest $10 million, rather then $100million, insecurities to be QIBS);

Investment advisors registered under the IA Act;

Dealers acting as “middlemen” in so-called riskless principal transactions;

Members of a family of investment cos (e.g. a mutual fund in an affiliated group of funds); 

Any bank or S&L institution, if it meets the $100million test AND in addition, has an audited net worth of at least $25 million.

Note: Reas belief that buyer is a QIB.  144A specifies several non- exclusive means by which  seller may establish a reas belief that the buyer is a QIB, including examination of the buyer’s publicly available information & written certifications from executive officers of the buyer attesting that the buyer owns & invests a sufficient dollar amount in securities.

Notice to Buyer: Seller must take reas steps to notify the buyer that the seller may be relying on the 144A exemption.  Reas steps are neither defined nor illustrated in the rule, but presumably written disclosure of this fact will suffice.

Securities Sold are Non-Fungible: Securities sold under 144A must NOT be of the same class as securities listed on a US stock exchange or quoted on NASDAQ.  The rationale is that investors get less disclosure & potentially less protection under 144A than they would in a registered distribution.  Therefore, securities sold under 144A should not be permitted into the hands of public investors w/o registration.  Since 144A securities are of a different classes than those traded publicly, the likelihood of this happening is greatly diminished.

Disclosure: Requires some info about the issuer be made available to buyer & seller:

34 Act Reporting Companies: If yes, then no info need be provided.  Already publicly available.

Non-Reporting Companies: Must provide some basic information a/b itself.  Requires  “very brief” statement of the nature of the issuer’s business & the issuer’s balance sheet, income statement, and retained earnings statement for the last 3 years (or shorter period that the issuer was in operation).  Financial stmts should be audited if reas possible.



Resales do Not Destroy Private Placement Exemptions:

Generally: 144A includes an express provision that the fact that purchasers of securities from the issuer may purchase w/ a view to reselling under 144A does not affect the availability to the issuer of §4(2) & Reg D exemptions.



Securities Sold under 144A Are “Restricted”

Securities sold in accordance with 144A are not thereby transformed into unrestricted securities.  Public distribution of such securities is conditioned on the availability of an exemption from registration.





CIVIL LIABILITIES - OVERVIEW

        & MATERIALITY

	GENERAL NOTES:

Statutory provisions aren’t exclusive;

Registered Offerings: P can sue under §§ 11, 12(a)(2), or Rule 10b-5;

Private Offerings: P can sue under 10b-5 only; Gustafson says you can’t sue under 12(a)(2).



I.  LIABILITIES IN GENERAL

Generally: Conduct that can result in liability take 2 forms:

Liability for Improper Disclosure or Violation of §5 Registration Provisions:

Section 11: Misrepresentation or material  omission in the registration statement.

Section 12(1): Look for the Following Conduct:

Issuer or underwriter makes an improper offer in the pre-filing period;

Issuer fails to deliver a required prospectus in the post-effective period;

Issuer or underwriter violates some other provision of section 5.

Liability for Fraud or Misrepresentation in General: This can arise under §12(2) or §17.



Remedies Available: 

Private Lawsuits: P can sue for damages under §11 or recission and damages under §12(2)

SEC Lawsuits: 

Cease and desist orders;

Injunctions; §20(b)

Criminal Sanctions; §24











Section 11 - Liability for Misstatements / Omissions In Registration  

Statement / Prospectus

NOTE: ONLY APPLIES IN A REGISTERED OFFERING!!!!  Imposes liability on designated persons for material false or misleading statements or omissions in an effective registration statement or prospectus.  It’s available only to purchasers.  Applies only to registered securities, i.e. security must be registered; not the transaction.  If it’s an unregistered offering, look to §12!



	PRIMA FACIE CASE:

There was a security;

P bought it;

D sold it;

Security was registered;

Material misstatement/omission.



PERSONS SUBJECT TO LIABILITY: the following persons can be liable under §11 for material misstatements in the registration statement or prospectus:

Everyone who signs the registration statement;  the following persons must sign under §6:

the issuer, principal executive officers of the issuer, principal financial officer of the issuer, comptroller or principal accounting officer of the issuer; a majority of the BoD of th\e issuer.

Every director of the issuer at the time registration statement was filed, even if the director did not sign;

Every person who (with his consent) is named in the R.S. as about to become a director;

Every expert who certifies preparation of registration statement;

Escott v. Bar Chris: Lawyers who work on a R.S. are NOT experts under 11(a)(4)!

Every underwriter involved in the distribution;

Section 15: Control persons (§15) of the issuer (i.e. persons who control any person who is liable under §11 may e held jointly & severally liable with the liable persons, unless the controlling person had no knowledge of nor reasonable grounds to believe in the existence of the facts on which the liability of the controlled person is alleged to rest.



	NOTE: (§11(f)) All of the persons above are subject to joint & several liability.  In 

addition, any person who is forced to pay, can sure for contribution, unless that person was guilty of fraudulent misrepresentation & the persons not liable were not.



ELEMENTS OF A CAUSE OF ACTION: 

	Note :: Who May Sue?: Any person “acquiring” the security (unless D shows P knew of the 

untruth or omission).  Therefore, if A buys, then sells to B, B may sue.  This could go on down the line.  Recently, some courts have cut off at A.

Note: Just show that P bought a security from D & a material misrep/omission.



Material Misstatements or Omissions: P must show that “any part of the regis stmt, when such part became effective” (but note that issuer can file an amendment; §11 applies to the amendment when it becomes effective; but you can file a post-effective amendment to remedy an error; but if it’s accurate when it was effective, but something new comes up, you want to file a supplement; §11 N/A to the supplement) “contained an untrue statement on material fact or omitted to state a material fact required to be stated therein or necessary (note that PROJECTIONS are neither required nor necessary; therefore no §11 liability) to make the statements therein not misleading . .”





Material: Defined in 33 Act as those matters to which there is a substantial likelihood that a reasonable investor would attach importance in deciding whether to purchase the registered security. P need not prove that he wouldn’t have purchased it otherwise.  TCS decided this in the proxy context.  Basic adopted TCS in the purchase or sales of securities context.  SEE MORE “MATERIALITY” BELOW



Reliance Not Required:

Reliance: In general, the P need NOT prove that he purchased the security in reliance on the misstatement, i.e. need not even read it.

Exception: (§11(a)) If the issuer sends out an earnings statement covering the period of one year after the effective date of the registration statement, a person thereafter acquiring some of the registered securities must prove reliance on the misstatement or omission to recover.



DEFENSES TO SECTION 11 LIABILITY (§11(a))

Affirmative Defenses: Any D, including the issuer, may claim the following defenses:

P knew of the misleading statements or omissions & invested anyway;

The alleged false statements were actually true;

The alleged misstatements or omissions were NOT material facts;

Show that the damages was caused by something other than the misstatement (i.e. can show that the market as a whole declined during the same period.  Therefore, if the market dropped 20% of its value, then 20% of the drop in the security value will not be recoverable);

Statute of Limitations has run (§11 - one year after the discovery of the false statement, with an overall limit of 3 years after the security is first bona fide offered to the public.

Section 11(b) Defenses: 

Resignation: No person, other than the issuer, is liable if he shows that before the effective date he resigned or had taken steps as are permitted by law to resign from, office AND he notified the SEC & the issuer;

No Knowledge: Can show that the registration statement became effective & director did not know about it.

No Knowledge: (Paragraph Following §11(a)(5)) If P acquired the security after the issuer has made available an earnings statement covering a period of at least 12 months after the registration statement, then P must be able to show that that he relied on the untrue fact or omission.  But reliance may be shown w/o proof that the P actually read the statement.

Due Diligence Defense: All Ds have this defense, except for the issuer.  Ds can distinguish b/w the expertised & nonexpertised portions, i.e. show due diligence for one and not the other.  He can then argue that the decline in security value was caused by the portion that he was not liable for.  Outcome depends on whether it’s an EXPERT or NONEXPERT asserting the defense.

Expertised Portion: Expertised portions are those purporting to be made on the authority of an expert (i.e. specifically referred to in the expert’s certificate or opinion included in the registration statement.  The due diligence obligation of the D (other than the expert who prepared that portion) is worded negatively:  Everyone but the expert can show that he:

That, after a reas investigation,  they had NO reasonable ground to believe, and did not believe that the statements they were untrue; (must have made a reasonable investigation into the facts supporting the statements made.  This usually means that they must have performed up to the standards of their profession).

Note on Non-Experts: Non-experts may avoid liability by showing that they relied on the statement of an expert.  In that case, D (non-expert) need only show that (1) he had no reason to believe that it was false, and (2) that he had no reasonable grounds to believe they were false (i.e. did not believe).

Bar Chris: Even if the entire regis stmt is prepared by lawyers doesn’t mean that the entire stamt is expertised.  

Non-Expertised Portion: (Very Hard to Prove) This burden is worded affirmatively.  Non-experts who make statements that appear in the registration statement are held to the same standard of due diligence as experts.  Thus, EXPERTS and non-experts who relied on the experts must show that they made a reasonable investigation  AND that they had reasonable grounds to believe they were true, and did in fact believe they were true.

Reas Investigation: (§11(c)) The standard of reas investigation & reasonable ground for belief, is that of a prudent man in the management of his own property.

Bar Chris: Test is really what kind of investigation a prudent person in the D’s position would so, with the same skills, responsibilities, etc.  However, can’t delegate reas investigation, i.e. an outside director can’t just ask the pres of the issuer if he’s checked out the regis stamt.  Apples to newly appointed directors as well.

Note: Non-experts relying on the statements of other nonexperts must show that they exercised due diligence appropriate to his position in reviewing the statements.



Liability Application to Underwriters: (§11(d)) If a UW came into the picture after the effective date, he’s only liable from @ at the time he came (i.e. it will be considered “effective” when he came in.



Measure of Damages: (§11(e)) Basic effect is that D may have to pay less after the suit is filed, but never more.  Must have damages if you want to use §11.

If Stock Was Sold Before Filing Suit: P may recover the difference between the price paid for the stock (but not exceeding the price at which the security was offered the pubic) and the price at which the stock was sold before the suit.

Example: X bought a stock in a registered offering for $10; sold it for $6 b/f the suit was filed and it was selling at $5 at the time of the suit.  X can recover only $4/shr (difference b/w price paid & price sold).

If Stock Has Not Been Sold Prior to Suit: The purchaser may recover either:

The difference between the price paid (not to exceed the offering price) and the value of the security at the time of the suit; OR

The price at which the stock was sold after the suit was instituted but before judgment, if such damages are less than those that result from the value at the time of offering.

Example: IPO price was $10/shr.  A buys @ $10, then sells to B for $11.  Stock drops to $7.  B files suit.  B can only get $3, b/c the price he paid was > $10 (IPO price).  Therefore, $10 - $7 = $3.

Variation 1:What if stock rose to $10 or $15?  Unless he sells, B still gets $3.

Variation 2: What if stock drops from $7 to $5 after suit is filed?  Still gets $3 



Limits on the Recovery Amount: 

Offering Price as Ceiling: (§11(g)) In no case can the amount recovered exceed the price at which the security was offered to the public.

Liability of Underwriter: (§11(e)) The total liability of a UW can’t exceed the offering price of the securities that the underwriter sold to the public (i.e. no more than he agreed to underwrite).

Example: $1million offering.  D (a UW) agreed to underwrite 100K shares @ $9/shr.  IPO price was $10/shr.  Stock dropped to $7/shr.  (e) states the price is at the time it was “offered to the public,” not how much the UW bought for.  Therefore, he can be liable for his shares (100K) X the IPO price ($10/shr) = $1million.  Here, the suit amount could be $3million ($10/shr - &/shr = $3 shr; 1million X 3 = $3million), but he is limited.

Example: UW underwrote 300K of 1million share offering (300K X $10 = $3million).  Therefore, it is possible that he can be liable for all of the P’s damages, even though he underwrote less than 1/3 of the offering!



Need NOT Show Causation of Damages: P need not show that his loss (i.e. decline in securities value) was caused by the misstatement or omission.



Section 12(1) Liability for Offers/Sales in Violation of §5

NOTE: Remember that §12 applies to UNREGISTERED SECURITIES; §11 deals w/ registered 

securities.



§12(1) - Liability for Offers or Sales in Violation of Section 5:

Generally: Any person who offers or sells a security in violation of any of the provisions of section 5 is liable,  (i.e. sale of unregistered securities, failure to deliver the required prospectus) to the purchaser for:

consideration paid (with interest) less the amount of any income on the securities (i.e recission) ; or 

damages if the person no longer owns the security.



§12(1) - Liability for ANY Violation of §5:  Liability under §12(1) is absolute for any violation of any provision of section 5.  Such violations include a sale of unregistered securities, failure to deliver the required prospectus, making an illegal offer in the pre-filing period, etc.  Remember, materiality is judged at the time of the sale.

Section 15 :: Liability of Control Persons: Persons who control any person liable under section 12(1) may be held jointly and severally liable with the controlled person, unless the controlling person had no knowledge of nor reasonable ground to believe in the existence of the facts on which liability of the controlled person is alleged to rest.

Participant Liability: §12(1) imposes liability on those who offer or sell a security in violation of §5.  However, the 33 Act does not define who may, for these purposes, be regarded as a statutory “seller” (or offeror).  Clearly the person who passes title to the security is a seller, but can anyone else be a seller under §12(1)?

Pinter v. Dahl: (S.Ct.) Pinter, an oil & gas operator & securities broker, sold unregistered oil & gas securities to Dahl in an attempted private placement.  Later, Dahl solicited some of his friends to buy b/c he thought they were good investments.  Pinter sold to the friends based on Dahl’s representations that they were qualified as private placement investors.  Friends were no qualified, securities went bust, Dahl & friends sue under §12(1).  Pinter argued that Dahl was a “seller” and therefore was liable to Dal in contribution for any amounts Ps got.

S.Ct. Definition of “Seller”: A seller, for §12(1) purposes is:

The person who actually passes title to the security; and

Persons who solicit the purchase from the purchaser (brokers), i.e. played a substantial part in inducing P to buy, and who induced the sale for a benefit to himself. Solicitation includes those who solicited to benefit themselves, and those who solicited motivated by the owner’s financial interests.

Who is Not A Seller?: Pinter allows at least to groups to avoid §12 liability:

Persons who gratuitously provide advice on investment matters to friends, family matters, & acquaintances are not sellers so long as they are not motivated by a desire to benefit the securities owner or themselves;

Professionals, such as accountants & lawyers, whose involvement is solely the performance of their professional services (e.g. drafting the offering document for the issuer-client) are NOT sellers.



Note: It does NOT include persons whose sole motivation in acting is to benefit the buyer.



Plaintiff’s Burden: P need only show noncompliance, i.e. that D is a person who offered/sold and there was no registration statement in effect.  Therefore, even if you have a valid registration statement in effect, you’re still liable if you OFFERED before it was filed.  Therefore, P should allege that there was a security involved; it was unregistered; P bought it; D sold it;

Who Can P Sue?: There is NO concept of trading like in §11, i.e. can’t go down the line.  

Example 1: There’s an unregistered offering.  A buys.  A then sells to B.  B can only sue A, and must show a misstatement or omission in what A gave to B, i.e. judged at the time of sale (may be hard to prove).

Example 2: Best efforts underwriting.  A buys from underwriter’s broker.  A sells to B.  Who can they sue?  A can sue the broker b/c of inducement; he can also sue the issuers b/c of privity.  B may only sue A.

Example 3: Firm commitment underwriting.  Can sue UW b/c it induced buyer to buy, but not the issuer b/c of no privity.

D’s Burden: Must show noncompliance was justified, i.e. an EXEMPTION.



Defenses to a §12(1) Cause of Action:  There are NO affirmative defenses for §12(a)(1),i.e. there is strict liability!  However, D may try the following:

No Offer or Sale of a “Security”: i.e. show it wasn’t an investment K.

No Violation of §5: i.e. show an exemption.

No Privity: (See Above) Unlike §11, §12(1) imposes a condition of privity of K b/w the P-purchaser and the D-seller.  Therefore, D can show no privity.

Example: Issuer sold to A, who resold to B. who resold to C (a broker), who resold to P.  Since P only has privity with C, P can only sue P under §12(1).  In addition, if C could shoe that he did not violate §5 (even though A&B did), P can’t sustain a §12(1) action.

Note: However, persons who solicit the P’s purchase, although they do not actually pass title, are nevertheless held to be sellers.

Statute of Limitations: One year after the violation, but in no event more than 3 years after the security was bona fide offered to the public.  Therefore, §12 is unavailable if a portion of the issue is sold after 3 years from the first bona fide offering to the public.

No Interstate Commerce: 









Section 12(2) Liability  - General Civil Liability Under the 33 Act

Section 12(2) Liability  - General Civil liability Under the Act:

Section 12(2): Prohibits fraud in the interstate offer or sale of securities.  It states that any person is liable to the purchaser of the security of they: 

offer or sell a security (whether nor not exempted from the registration requirements of §5, except for certain government & bank securities) by use of interstate commerce;

by means of a prospectus or oral communication that contains an untrue statement or omission of material fact (the purchaser not knowing of such untruth or omission); and

who cannot sustain the burden that he did not know and in the exercise of reasonable care could not have known of such untruth, is liable to the purchaser.



Scope of §12(2) Actions: Except with respect to securities exempt under §3(a)(2) (certain government & bank securities), §12(2) applies whether or not they were offered under an exemption from the Act, and whether the securities were offered in writing or orally.

Example: If XYZ corp makes an offering of its securities, 12(2) applies to any misrepresentations made by XYZ, whether the offering is registered or unregistered (i.e. even though XYZ uses an exemption from registration, such as the private offering exemption).



Plaintiff’s Cause of Action: A buyer bringing a §12(2) action may sue for recission to recover the consideration paid for the securities, plus interest, and less any income received; OR  for damages, if the securities have already been sold.  In either case, P must show:

Sale of a security;

Use of jurisdictional means (easy to show - satisfied where any part of the sale (including delivery after the sale involves such means.  Therefore, as long as any means of doing interstate commerce is used (e.g. use of phones or mail) is sufficient, even if the transaction does not involve more than one state));

Sale by means of a prospectus or oral communication (ince §12(2) does not require a reliance requirement, Ps need not have to read the writing that contains the misrepresentation);

that includes an untrue statement or omission of a material fact;

D’s knowledge of the material statement; P must plead that the D knew, or in the exercise of reas care should have known, of the untrue statement.  However, D must then bare the burden of proof on the issue (i.e. that he did not know, and in the ex of reas care could not have known of the untrue statement);

NO RELIANCE OR CAUSATION; However, 12(2) requires that the sale be accomplished by means of a prospectus or oral communication that contains a material misstatement or omission.  



Defenses to a §12(2) Claim: D may raise the following defenses:

Lack of Knowledge: D may show that he did not know, and in the exercise of reas care could not have known of the untrue statement.  This is basically a simple negligence standard.

Investigation Requirement: Whether an investigation is required depends on all the circumstances, but a UW probably has to make a reas investigation of an issuer (Sanders v. John Nuveen & Co.).  

Waiver & Estoppel: If D can prove that the P has shown sufficient approval or acceptance of the D’s misconduct.

P’s Knowledge: P knew of the untrue statement.

Privity: There must be privity of K b/w the P & the D.

Participant Liability: Pinter only addressed who’s a “seller” w.r.t. 12(1).  Most courts have held it equally applicable to 12(2) (Royal American Managers, Inc.).

Statute of Limitations: Same as Above (1&3 years);



***Limitations on the Applicability of §12(2):*** Gustafson v. Alloyd:

”Prospectuses” are limited to documents relating to PUBLIC OFFERINGS by the issuer or control Person.

The Problem: §12(a)(2) applies to false statements or omissions orally or in a prospectus.  A “prospectus” under §2(a)(1) is any written communication that offers a security for sale or confirms the sale of a security.”  It was generally assumed that §12(a)(2) applies to misstatements/omissions in any form, in any transaction, whether or not subject to the registration provisions of the 33 Act provided there was some interstate commerce hook.

Gustafson Holding: §12(a)(2) does NOT reach secondary trading and that it does NOT even apply to initial offerings unless they are made publicly (i.e. N/A to private offerings) by means of a STATUTORY PROSPECTUS.

Effect 1: There is no liability under any of the 33 Act provisions for written or oral misstatements/omissions in offerings which are exempt from the 33 Act registration requirements, and that persons making such misstatements can only be sued under Rule 10b-5. 

Effect 2:  12(a)(2) applies only to public offerings by an ISSUER.

Example: Issuer - unregistered offering to A.  A lies and sells to B.  B is screwed b/c A is NOT an issuer.

Rationale: Can’t just read the word “prospectus” as used in §2(a)(11).  Must read it in connection with §5 and §10.  In that case, §12(a)(2) - reference is made to a written communication in a public offering and therefore “oral” also applies to public offerings!

Problems with Gustafson:

Offerings made under §4(2) (private offerings) can be done w/o fear of §11 (registered offerings) or §12(a)(2) liability!

Issue now turns on what is a private/public offering!  i.e. does not say whether 404, §3(a)(11), §4(2), 505, 506 are private/public.

What Liability Applies to Persons Who Make False Statements?

Section 17 - SEC Antifraud Enforcement: General antifraud provision aimed at protecting investors.  Basically says that it’s unlawful to be a crook, but provides no civil liability.

Rule 10b-5: Applies to all cases that Gustafson wiped out.  However, under 10b-5, you need to show scienter.  Need not do this under §12(a)(2).



WHAT IS MATERIALITY?

GENERALLY: In all these liability cases, most causes of action require that the there is a false statement or omission of a material fact.  Therefore, P could lose it he fails to show materiality.



MISREPRESENTATIONS OR OMISSIONS OF A MATERIAL FACT

TSC INDUSTRIES v. NORTHWAY (Applied in a proxy statement context)

Facts: Prior to an anticipated merger of TSC with NI, a proxy statement was issued.  P challenged the solicitation which lead to SH approval of the merger, claiming that it omitted material facts related to NI’s control over TCS and the attractiveness of the terms of the proposal to TSC SHs.

Rule: An omitted fact is material if there is a substantial likelihood that a reasonable SH would consider it important in deciding how to vote (i.e. NOT “might” or “may” or “should” want to know).

P Must Show: A “substantial likelihood that, under all the circumstances, the omitted fact would have assumed actual significance in the deliberations of the reasonable SH.  “There must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘TOTAL MIX’ of information.

Rationale: Took the middle ground between a too low threshold of “might” consider important & the harsh standard of “would.”

Objective Standard: P need not show much.  Therefore, even if the SH actually voted for the merger, may still recover if can show the reasonable SH standard.



Duty to Disclose Information: What about information that a corporation doesn’t want to disclose b/c of the detrimental effect it could have on the deal?  Is there a duty to disclose?  Basic applied TCS in an investment context & adopts TCS in 10b-5 cases.

(a) Basic v. Levinson (Merger Discussions - Contingent Possibilities)

Problem: Court was concerned where an omitted fact involves a contingent event, applying TSC is not always clear cut.

Facts: Corp expressed an interest in merging Basic into it.  Basic’s mgt was approached by the corp.  At one point, management issued a release denying the merger rumors.  2 other releases were made.  The merger went through, and Basic’s stock jumped.  SHs who sold before the official announcement was made sued, alleging that the press release contained false information regarding securities sales.

Duty to Disclose: In general, a corporation has no duty to disclose.  It must stem from a triggering event (i.e. is you make a 33 Act offering, you trigger duty to disclose; 34 Act reporting co - you trigger duty; if you’ve made a false statement - may have to correct’ if info is leaked - may have to plug the hole).  However, you always have a duty NOT TO LIE.  If you keep your mouth shut, you’re probably OK.

When are Merger Negotiations Material?: A misstatement regarding merger negotiations is MATERIAL if there is a substantial likelihood that a reasonable SH would consider it important in deciding whether to buy or sell. (TSC TEST, 14a-9)

Reasonable Investor: How do you inject the TSC standard in cases where the info is of a speculative nature.  Balance 2 factors:

Probability that Event Will Occur: (i.e. the earlier - less likely to qualify under the standard)  Look to indicia of interest in the corporate transaction at the highest corporate levels (board resolutions, instructions to investment bankers, actual & personal negotiations)

Magnitude: Consider the size of the 2 corporate entities & of the potential premiums or market value.

Effect: With mergers, information may become material at an earlier stage than would be the case as regarding lesser transactions. 

Example 1: If you have a high probability merger - look at the timing.  If you CEOs meet in a theater & discuss merger, probability of it occurring at this point is low.  Therefore, probably not material.  

Example 2: If you have a high magnitude merger, must also have probability.  If you have a low magnitude merger, doesn’t matter how probable it is.

Effect: S.Ct. gives relief to a high magnitude merger - need not release the info until the point where it is almost certain to occur!

Counter-Argument: By keeping info a secret, directors are acting in the best interest of SHs.  SHs don’t really know when a merger is good/bad for the corporation.  Conventional wisdom says that bidders run away if merger news gets out, i.e. no one would want to bid!

Applies to Contingencies: (i.e. law suits)  If a corp has a $1billion lawsuit a/g it, the magnitude is huge, but the probability of being held liable for the whole $1billion is low.  Therefore, you should consider this in disclosing.  Expert opinions differ drastically - if you balance wrong, you could be screwed!



“NO COMMENT”: Company can almost always avoid liability by saying “no comment” when asked about merger negotiations.  Basic Court stated: “Silence, absent a duty to disclose, is not misleading under Rule 10b-5.  They are the functional equivalent to silence. 

In Re Time Warner Securities Litigation (Updating Previous Misstatements)

Facts: Time acquired $10B in debt after its deal with Warner.  Needed to raise money.  Could do it by issuing new shares or selling investment divisions to “partners.”   The second method is preferable b/c there’s no SH dilution.  Announced that it was looking for strategic alliances to help pay off the debt.  Could not find partners, so issued new stock.  Stock price went down.

Rule: Rule 10b-5 gives rise to a duty to update statements or opinions to avoid misrepresentation when intervening events have made statements false or misleading (not merely when that information completely negates the public statements).  Just b/c it was material, it need not disclose UNLESS it is necessary to correct a prior omission or necessary to make the prior statement NOT misleading.

Note: A corp is not required to disclose a fact merely b/c a reasonable investor would very much like to know a fact.  Rather, an omission is actionable under securities law only when the corporation is subject to a duty to disclose the omitted facts.

Anonymous Statements: Court answered on civil procedure grounds.  Rule 9(b) - averments of fraud / mistake shall be stated with particularity.  This requires at least that you are able to identify the speaker of the allegedly fraudulent statements.

Attributable Statements: The complaint contains no allegations to support the inference that the D’s either did not have these favorable opinions on future prospects when they made the statements or that the favorable opinions were without a basis in fact.

Held: When a corp is pursuing a specific business goal, and announces that goal as well as an intended approach for reaching it, it may come under an obligation to disclose other approaches to reaching the goal when those approaches are under active & serious consideration. 

Virginia Bankshares: (State of Mind) 

Generally: If P can show that the directors’ statements of reasons in a proxy solicitation is itself false or misleading, does it constitute “material” falsehood or omission?

A false statement can be material even though  it is couched as a statement of reasons rather than as a statement of facts;

B/C the proxy rules are violated only by a statement that is “false or misleading with respect to any material FACT” it is not enough for P to show that the speaker wasn’t really acting for the stated reasons or didn’t believe them; instead, P must show that the statement of reasons also “expressly or impliedly asserted something false or misleading about the statement’s subject matter.  



Section 10(b) & Rule 10b-5

�

            GENERAL ELEMENTS IN A 10b-5 CAUSE OF ACTION

Fraud, misrepresentation, omission, or deception;

Misrepresentation or Deceptive Omission of a Fact;

Materiality (substantial likelihood that reas investor                                                                 would consider the fact of signif. in the ivstmt decision).

Reliance (P must actually have believed the untruth)

Purchase or Sale and “in connection with;”

Scienter;



1.  INTRODUCTION (Catchall Provision)

Section 10(b): Allows SEC to implement Rule 10b-5.  States that it shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails, or of any facility of any national securities exchange - to use or employ in connection with the purchase or sale of any security (registered on exchange or not) any manipulative or deceptive device or contrivance in contravention of such rules & regulations that the SEC mat prescribe (i.e. Rule 10b-5) as necessary or appropriate in public interest or for the protection of investors.



Rule 10b-5: It shall be unlawful for any person directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails, or of any facility of any national securities exchange - 

To employ any device, scheme, or artifice to defraud;

To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or

To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security.



General Notes:

Original Intent: Initially enacted to prevent insiders from making explicit fraudulent statements to investors about how badly the company was doing, so insiders could buy up the shares cheaply.  However, b/f 10b-f, Ps had no cause of action.

Broader Application: Courts have broadened the application from original intent of Congress in 3 major ways:

The rule applies to any form of deceit or fraud, including the garden variety case in which the insider silently buys/sells on material non-public information (and thus never makes any affirmative misrepresentation);

Applies to one who makes a misrepresentation that induces others to buy or sell, even if the maker of the misrepresentation never buys or sells himself;

An investor who meets several procedural requirements may bring a private suit alleging a violation of 10b-5, and may recover damages for that violation.

Gustafson Effect: Put §12(a)(2) into a tailspin!!!  Now, 10b-5 is your only claim for false statements or omissions in a private offering!









***IMPLIED CAUSE OF ACTION***: B/c there’s no express civil liability, courts have implied a c.o.a. for Rule 10b-5.  Therefore, it has become the statute of choice in many securities cases.

Jurisdiction: 33 Act jurisdiction is concurrent b/w state & fed courts.  However, in the 34 Act, jurisdiction lies exclusively in the federal courts.

Election: No need to elect cause of action.  May bring both a §11 claim and a 10b-5 claim.  However, 10b-5 is harder case to make.

Statute of Limitations: Didn’t originally have one, but the S.Ct. adopted the §13 SoL (i.e. 1 and 3 year periods).

Limitations: Generally, can’t use 10b-5 for mismanagement claims or bootstrap a breach of fiduciary duty case for not disclosing.



Narrowing the Cause of Action (class actions)

Generally: Courts have begun to chip away at the potential use of 10b-5 b/c of the enormous money and damages involved.

Projections :: “Bespeaks Caution”: (In Re Worlds of Wonder) This case was based on inaccurate projections in forward-looking statements.  Projections are encouraged today in registration statements.  Analysts insist on it.  Potential liability has lead the SEC to promulgate a safe harbor in Rule 174.  In addition the court in In Re WoW held that if projections are hedged with precautionary language, then there’s no available cause of action.

Securities Litigation Reform Act: (34 Act §21D) Congress codified the “Bespeaks Caution” doctrine; provides a safe harbor for forward looking statements.  Ds are protected if the used “meaningful cautious statements.”

OK Words: “may” “should” “we expect” “hope”

Also applies to oral statements; - therefore, issuer will generally begin a press release with a set mantra.  

Lead Plaintiff: Congress wants securities class action cases to have a lead plaintiff in order to prevent the plaintiffs’ attorney from running the show.  P must file a form designed to determine whether he’s a tool of the lawyer.

Liability of Outside Directors: Must show scienter!!!!

Requires full disclosure of the terms of any proposed settlement;

Restricts attorneys fees (losing party pays winning party’s attorney’s fees).



2. ELEMENTS OF A CAUSE OF ACTION

Plaintiff Must be a Buyer or Seller: (“In connection With”) 

Blue Chip Stamps v. Manor Drug Stores: (THE “BIRNBAUM DOCTRINE”) Plaintiff Must Be a Buyer or Seller

Facts: The U.S. filed an antitrust action against Blue Chips.  As part of a consent decree, Blue Chip was required to offer its stock to all current & former users of its stamps.  About 50% of the offered stock was purchased.  P had never owned nor traded Blue Chips stock.  P decided not to purchase the proffered offering because the filed prospectus appeared to be pessimistic concerning future earnings potential.  Ps brought a 10b-5 action alleging that the prospectus contained inaccuracies & misrepresentations designed to convey an overly pessimistic picture of the corp to discourage buyers of the proffered offering.

Rule: No civil action for damages is available under Rule 10b-5 to those who have neither bought nor sold shares in stock (Birnbaum Doctrine).

Rationale: Court imposed this rule because of its fear of vexatious litigation.  

A large number of suite could be brought that have no chance of reaching trial, but that would allow the P’s lawyer to extort a settlement b/c the corp would want to avoid a successful but expensive trial;

Proof that the P relied on the misrepresentation in deciding not to buy the stock would almost always depend on the P’s uncorroborated oral testimony (i.e. hard to separate valid from false claims).

Practical Consequences: Very small b/c most claims brought regarding misrepresentations in prospectuses are brought by those who relied on a misleading optimistic prospectus (who always satisfy the buyer/seller requirement).  Court noted that 3 types of P’s will be affected by this rule (who will usually be able to circumvent the rule):

Potential purchasers who did not buy the stock (rule above)

Owners who did not sell the stock (fail the “in connection with” reqmt)

Bystanders who are harmed by the transaction (rule above)

Affiliated Ute: D need not be a buyer/seller.  Only P does.  D is liable if his actions were in connection with that purchase or sale.



P Must Show Fraud, Manipulation, or Deception (Sante Fe Industries) 

Facts: D owned 95% of the stock of a corp.  Under DE short form merger (who owns more than 90% of a subsidiary) a parent corp may cash out the minority, without their consent.  Minority, instead of pursuing state appraisal rights, pursued a 10b-5 claim, claiming that when D put through the merger at an unfairly low price, D was engaging in a kind of “fraud or deceit” upon the minority.

Rule: Before a claim of fraud or breach of fiduciary duty may be maintained under 10(b) or 10b-5, there must 1st e a showing of manipulation or deception.

Rationale: 10b-5 simply does not cover situations in which the essence of the complaint is that SHs were treated unfairly by a fiduciary.  Court did not want to federalize the state law of fiduciaries.  

Effects: A P that can show manipulation or deception, however, may still bring a 10b-5 claim (Overly Optimistic Prospectus):

If there was no full disclosure of a transaction when SH approval was required under state law (Goldberg)

If SH approval was NOT required, P can still show (1) the disinterested directors were not given full disclosure, AND (2) had full disclosure been given, the disinterested directors might well have rejected the transaction, or the court might well have blocked it as unfair (Maldonado).



(C) SCIENTER

(a) General Rule: A D will be liable under 10b-5 ONLY if he acted with scienter, that is, with an intent to deceive, manipulate, or defraud.

Ernst & Ernst v Hochfelder:

Facts: E&E were a Big 8 accounting firm that had audited the books of 1st Securities Co., a small brokerage firm.  1st Securities president had been carrying on a massive fraud for years, converting customers’ accounts to his own use.  E&S missed a number of clues to the fraud (i.e. the fact that the president insisted on being the only one to open certain kinds of mail), yet there was no suggestion that E&E ever intended to defraud or mislead those who relied on its audit.  P was fraudulently induced to incest in escrow accounts by 1st Bank.  P alleged that E&E negligently aided & abetted the fraud b/c it failed to discover the “mail rule.”





Held: A showing of scienter (intent to deceive) is necessary in any 10b-5 action.  Negligence is NOT enough.  §10b-5 of the ’34 Act uses words such as “manipulative,” “device” & “contrivance.”  Therefore, this section proscribes “intentional or willful conduct designed to deceive or defraud investors by controlling or artificially affecting the price of securities.

Avoiding Liability: All E&E had to do was to state in their auditing report that it was an unusual practice.

Rationale: Rule 10b-5 is an administrative rule, i.e. must be specifically authorized by Congress.  Therefore, the scope of 10b-5 can’t possibly exceed the scope of the legislature on which it’s authority is based, i.e. Rule 10b- can’t exceed the scope of §(b).

Contrast with Rule 14a-9: 14a-9 does NOT require scienter. 

Scope of Holding: (Subsequent Decisions) Scienter is a necessary element of private causes of action under Rule 10b-5, SEC enforcement actions (injunctions), & criminal actions.



What Constitutes “Scienter?”:

Knowing falsehood - If D misstates a material fact knowing that the statement is false, and with the intent that the listener rely on the misstatement, scienter is present.

Absence of Belief - If the representation is made without any belief as to whether it is true or not, this almost certainly constitutes scienter.

False Statement of Knowledge - If D states that he knows a fact to be true, when in fact D knows that he does not really know whether the fact is true or not, this is almost certainly scienter.

Recklessness - Virtually all courts post-E&E have concluded that if the D makes a misstatement recklessly, he has scienter.

Affirmative Misstatement: If D makes a misstatement with total disregard whether it is true or false, it is reckless.



Aiding & Abetting: (Central Bank of Denver)

E&E left open the question of whether civil liability for Aiding & Abetting is appropriate under Rule 10b-5.

Facts: D was a bank that served as trustee for certain public housing bonds.  P’s claimed that D had has suspicions that the issuer of the bonds was misrepresenting it’s financial situation, D delayed an independent review of that financial situation until after the issuer’s default.  P alleged that the bank was liable under 10b-5 for A&A a misrepresentation, even though D itself never made any misrepresentations. 

Held: NO.  There can be NO aiding & abetting liability under 10b-5.  Must go after primary violator.  

Rationale: No Congressional intent to extend 10b-5.  Statute prohibits only the making of a material statement or omission or the commission of a manipulative act; NOT simply helping commit such a misstatement or act.  Policy reasons - the expense and breadth of such litigation may prevent small businesses to obtain advice from professionals.  

Scope of Decision: Only prevents claims of A&A.  Professionals may still be primarily liable under 10b-5 (for making a misrepresentation or omission).

Congressional Response: Although private plaintiffs can’t recover on an A&A claim, Congress now allows the SEC to obtain an injunction against the A&A of securities fraud.



(E) RELIANCE & CAUSATION

General Rule: The P in a 10b-5 private damage action must show that his harm was caused in fact by the D’s wrongdoing, i.e. but for D’s wrongdoing, P would not have been injured.  Distinguish Between 2 Types of Cases:

Face to Face Transactions: In a simple face to face transaction giving rise to a C/L action in deceit, P would have to show reliance on D’s misstatement that caused P’s losses.

Fraud on the Market: P can be hurt by D’s misrepresentations or insider trading without having relied on D’s conduct When the alleged wrongdoing occurs in a market setting and is an omission rather than a misstatement, the difficulty of proving the C/L elements increase and would act to exclude many securities claims:

Affiliated Ute:  (Reliance under 10b-5) When a 10b-5 case involves a failure to disclose rather than an affirmative misrepresentation, then  “positive proof of reliance is not a prerequisite to recovery.  All that is necessary is that the facts withheld be material in the sense that a reasonable investor might consider them important in the making of this decision.



(F) BASIC v. LEVINSON (“Fraud on the Market” Theory)

Fraud on the Market Argument: P can show that he was harmed by D’s misconduct even though he did not rely on anything D did or said, is by use of the “fraud on the market” theory.  The argument is: The Efficient Capital Markets Theory (supra) says that at any time, the stock reflects all publicly-available information.  When a P buys or sells stock, he relied on the current market price being a “fair” one that reflected all information.  When D made a misstatement to the public regarding the corporation’s prospects (or when D bought/sold corporation’s stock secretly without complying with his duty to disclose non-public information), his wrongdoing made the price different from what it would have been had he fulfilled his obligations.  Therefore, when he bought/sold the stock based on the market price, he paid more/received less because of D’s wrongdoing, and my economic loss was caused in fact by that wrongdoing.

Basic Presumption: The SC accepted this theory and established that where materially misleading statements (i.e. affirmative misrepresentation) have been disseminated into an impersonal, well-developed market for securities, the RELIANCE of individual P’s on the INTEGRITY of the MARKET is PRESUMED (rebuttable presumption).

Rationale: If there was no presumption, you’d be left with (1) the tedious process of asking every SH whether the relied on the misrepresentation; (2) a decline of class actions (b/c individual actions would undercut them) and therefore, a decrease in the enforcement of 10b-5

Facts: D publicly denied the ongoing negotiations of a potential merger.  The merger subsequently went through.  P alleged that he sold his shares (after the public denial) at an artificially depressed price in reliance on D’s public statements (misrepresentations). 

Rebuttable Presumption: P need not prove that he personally knew of D’s misstatements and relied on them in making his decision to buy/sell the stock.  After P demonstrates “materiality,” he Court will presume that:

The price of D’s stock at any time reflected everything that was publicly known about D’s prospects; and

Therefore, the price each P received was affected by any material misrepresentations made to the public (i.e. any fraud on the market)

Rebutting the Presumption: D’s can show that:

They didn’t really lie, i.e. sever the link between alleged misrepresentation & either (a) price received/paid by P, or (b) his decision to trade at a FM price.

They lied, but it did not affect the market price (i.e. the market was aware that the D’s were lying (so that the market price was not affected by their lies));

Particular P did not rely on the “integrity” of the market price;  (i.e. the particular P disbelieved the D’s lies, and sold anyway);

Challenge the materiality of the statement.

Dissent: Fraud on the market theory should NOT be used b/c there’s no real method of measuring the market integrity.

Congressional Response: (1995) Congress added the following requirement to the ’34 Act: Requires a P to prove that D’s wrongful action “caused the loss for which the P seeks to recover.”  Does this take away 10b-5 action?

O’Neill’s Note: Congress did not eliminate the Rule 10b-5 action even though they could have.  Therefore, the cause of action remains in place.



Remedies & Defenses Under Rule 10b-5:

Implied Cause of Action: Courts have implied the c.o.a. for damages AND recission.  Most courts grant restitution (i.e. what P lost).  Punitives are not available.  Contribution is permitted.

Defenses: 

Elements not proved;

Statute of limitations;

Laches;

P’s lack of due diligence.



XIV. RULE 10b-5; INSIDER TRADING



�	  	                    General Requirements for 10b-5 Private Action:

P must be a purchaser or seller (Blue Chip Stamps);

Traded on material non-public information;

Special Relation - D must be shown to have a special relationship w/ the issuer (or w/                      someone other than the issuer who possessed the inside information) based on some type                           of fiduciary duty.  This can be shown by:

Showing D is an insider; or

Showing that D learned the information from an insider w/ knowledge that the                         insider had a fiduciary responsibility to protect the information; or

Showing that D is a misappropriator (Dirks; O’Hagan)

Scienter - (i.e. intent to deceive, manipulate, or defraud).  Little practical importance in                         most insider trading cases;

Reliance - usually showed by “fraud on the market.”  Therefore, little practical significance.

Proximate Cause - little practical significance b/c easily shown by fraud on the market.











I. RULE 10b-5 AS A REGULATOR OF INSIDER TRADING

GENERAL NOTES: ABSENT A DUTY TO DISCLOSE, THERE IS NO 10b-5 VIOLATION

Basis for Liability: Rule 10b-5: Insider trading us usually based on an omission of a material fact.  Using material non-public information to trade in securities.

Must be a Trade: It is trading on non-public info that establishes a violation; therefore, mere possession of material non-public info is not enough.

NEED NOT PROVE SCIENTER: SEC does not have to show scienter insofar as they don’t have to prove that D traded on the BASIS of that information.

Defense: However, D can show he didn’t trade on that basis as a defense.

Example: What if a broker trades on the basis of information that came into his possession after buy/sell orders?  10b-5-1: reasserting that possession of material non-public information followed by a trade = 10b-5 liability.  However, arrangements of periodic sales by a broker OK - if no discretion in trading is involved.



1a.  GENERAL PRINCIPLE

Cady, Roberts Rule: 

Facts: SEC brought an action arising out of a director’s meeting of Corporation X at which the directors voted to cut the dividend.  One of the directors, who was also an associate at Corporation Y, left the meeting after the dividend decision but prior to its public disclosure, which was inadvertently delayed.  The director immediately told X about the dividend, and X immediately sold his customer’s share, his shares, and shares in a trust for his children.

The Cady Roberts Rule: (Insider Trading Violates 10b-5) A corporate insider who has material non-public information about the enterprise is under a duty to either ABSTAIN FROM TRADING or first DSCLOSE the non-public information.  

Rationale: 2 principles:

The existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone;

Inherent unfairness involved where a party takes advantage of such information knowing that it is unavailable to those with whom he is dealing.



2.  “CLASSIC” INSIDER TRADING AS FRAUD

TEXAS GULF SULPHUR (The Basic Principle)

Facts: TGS had been looking for minerals in eastern Canada for a number of years.  At some point, a test showed the highest % of minerals ever recorded.  TGS then stopped drilling to keep its find confidential and to secure leases on additional nearby property.

Shares Bought: During the non-drilling period, various EEs of TGS, including 4 members of the geological team, the president, and exec VP, the general counsel, and a director bought lots of stock and stock options on TGS stock.  Stock eventually rose from $17/shr to $36/shr.

Misleading Press Release: After rumors of a major strike began to surface, the company issued 2 press releases stating that the rumors “exaggerate the scale of operations” & the work done “has not been sufficient to reach definite conclusions and any statement as to size and grade of ore would be premature & possibly misleading.”  But in fact, at the moment of the press release, TGS had already discovered over $150 million in minerals.

Rumors: Come from a lot of land purchases, stock trading, tipping, etc.

Why Does Corp Want to Keep it Quiet: Natural tendency of corp directors - they want to be in control of the information.

SEC Suit: Sued the EEs who had traded with knowledge of the find; sought to make them disgorge their profits.  Also sued TGS for the misleading press release.



Rule: Anyone in possession of MATERIAL inside information must either disclose it to the investing public, OR, if ordered not to disclose it to protect a corporate confidence, he must ABSTAIN FROM TRADING in the securities concerned while such inside information remains undisclosed.

Broadens Cady Roberts Rule: Cady said an insider who has info. . . here, the court implies that ANYONE  who has info. . . 

Rationale: Congress intended that all investors should be subject to identical market risks.

Time to Disseminate Info: It is not enough that the insiders have waited until the company has made a public announcement of the inside information.  Rather, they must wait until this information is widely disseminated to the market place.



“MATERIAL” Inside Information: Court defined the basic test of materiality: “material” inside information to be “information to which a reasonable man would attach importance in determining his choice of action in the transaction in question (later adopted by Basic).  In each case, whether the facts are material within Rule 10b-5 depends upon a balancing of both:

Probability - that the event will occur; and

Anticipated Magnitude - of the event in light of the totality of the company activity.



NOTE: The insiders are not required to give outsiders the benefit of their “financial or other expert analysis” or to disclose their “educated guesses or predictions.”  But, the result of the drilling test clearly met the materiality test (above). 



DEFENDANT MUST BE INSIDER, KNOWING TIPPEE, OR MISAPPROPRIATOR

Mere Possession Not Enough for Violation: The Cady, Roberts / Texas Gulf Sulphur duty to  

disclose or abstain APPLIES ONLY TO an insider, a tippee, or a misappropriator.  In other words, merely trading while in possession of material non-public information is not by itself enough to make D civilly liable for insider trading under 10-5.



      CHIARELLA (D is an Outsider/Tippee)

Facts: D, a printer was printing merger agreements for a corporation.  The document stated all the terms of the soon to be launched merger, but the names of the companies were left blank or filled with phony names until the nigh of the final printing.  D was able to deduce who some of the targets were and secretly used this information to buy stock in the targets (Remember, TGS involved the bidder).  He was charged with violating Rule 10b-5.

Rule: There can be a 10b-5 only where (1) the person has violated, or (1) knowingly benefited from another’s violation of, a fiduciary duty (Although Chiarella would almost certainly be decided differently today). (i.e. must be possession of material non-public information, trading, D must have duty to disclose or abstain (i.e. fiduciary duty)).

Holding: The SC held that there was no violation here, b/c he had not been under any duty to “disclose or abstain from trading.”  The duty to disclose or abstain only applies where there is a fiduciary duty, i.e. a “RELATIONSHIP OF TRUST & CONFIDENCE” between parties to a transaction.

Rationale: A corporate insider violates Rule 10b-5 when she trades in the securities of her own corporation based on material nonpublic information.  The violation arises because the insider has a fiduciary duty to his corporation and its SHs not to use confidential corp information to gain a personal benefit at the expense of uninformed SHs with whom he trades.

 Mere Possession Not Enough: Here, D had no fiduciary relationship with the target companies.  Therefore, the mere fact that he traded while in possession of material non-public information was not enough to make him a violator of 10-5.

Dissent: (Berger) Introduced the misappropriation theory of liability, i.e. “a person who has misappropriated non-public information has an absolute duty to disclose that information or to refrain from trading.”

Congressional Response: (1989/1990) If a party is subject to and violates Cady, Roberts - treble damages & attorney’s fees.  Made clear that the action is available.  Don’t need to prove that your shares were sold b/c of any particular reason.  Does not define who is subject to Cady.

Vicarious Liability: ER can be vicariously liable for inside trading of EEs unless it has an anti-insider trading mechanism in place.



3.  EXTENSION OF THE CLASSIC THEORY

TIPPEE LIABILITY & CONSTRUCTIVE INSIDERS

Dirks v. SEC 

Facts: D was a securities analyst who specialized in insurance stocks.  He received a call from X (an insider), a former officer of Y Corp, a company that sold life insurance & mutual funds.  X claimed that Y Corp’s assets had been vastly overstated through various fraudulent practices (i.e. phony insurance policies).  D then investigated by interviewing various officers and EEs of Y Corp; senior officials refused to corroborate the charges but lower EEs did so.  D tried to get the Wall Street Journal to publish a story on the fraud, but it declined to do so.  Although D and his firm did not trade in Y Corp stock during his investigation, D told some of his investor customers about his findings, and they sold Y Corp stock.  Eventually, the stock price collapsed, trading was halted, and the fraud was exposed.  The SEC charged D with a violation of 10b-5, on the theory that the fraud allegations were inside information that D gave to his clients for the purpose of permitting them to trade in Y Corp stock.

Held: D did not violate 10b-5.  He was clearly a tippee, not an insider.  

Rule: (When is a Tippee Liable?) Before a tippee will be liable for openly disclosing non-public information received from an insider, the tippee must derivatively assume and breach the insider’s fiduciary duty to the SHs of not trading on non-public information, and the tippee will be deemed to have derivatively assumed and breached such a duty only when he knows or should know that the insider will BENEFIT in some fashion for disclosing the information to the tippee. (i.e. knows that the insider has something to gain).

Insider Liability: An insider breaches his fiduciary duty to the corporation only if he “personally will benefit, directly or indirectly from his disclosure.”  Such benefit might occur if the insider received some direct monetary or other personal benefit (i.e. football coach stays at OK- psychic benefit), or if the insider was intended to make a gift of the confidential information (e.g. a gift to a relative or a friend, even a tenuous benefit will suffice).

Essential Test: 

Was there a personal gain to the insider (i.e. a quid pro quo; familial or friendship relationship; reputational benefits);

Did the tippee know this?













MISSAPPROPRIATION THEORY OF LIABILITY (Introduced in Chiarella)

Could be liable for trading on material non-public info that you misappropriated. 

Wall Street Journal Case: Reporter for the journal wrote “Heard on the Street” column.  Had a lover & would tell her ahead of time what would be in the column.  She would then trade on the stocks.

SEC Argued: Reporter misappropriated information from the Journal (not from the companies in the column).  S.C. ducked the issue - found him liable for mail fruad.

(b)  Chestman: (Groundwork for Misappropriation Theory)

Facts: President of Waldbaum agreed to sell the comp to A&P.  He told his sister about the deal -told her to keep quiet.  She told her daughter - tell no one except your husband; warned him to keep quiet.  Husband called Chestman (his broker).  Chestman transacted on his own account & on the account of some of his customers.  Broker charged with 10b-5 violation.

Held: D could not be convicted of a 10b-5 violation.  There must be evidence that (1) Insider (husband) breached a fiduciary duty to the source of his information (wife or her family); and (2) D knew that husband had breached that duty (Dirks).

Misappropriation Theory: (As opposed to the Fraud on the Market Theory)  Traditional liability under 10b-5 is based on a breach of fiduciary duty to the issuer or the issuer’s SHs.  The basis for misappropriation liability is that the person in possession of the inside information breaches a fiduciary responsibility to someone else, not the issuer or the issuer’s SHs.



US v. O’HAGAN (“FRAUD ON THE SOURCE”)

SC Adopts the Misappropriation Theory

Facts: D was an attorney at a firm that represented a corp (Grand Food) in a tender offer (of Pillsbury).  D did not work on the tender offer, and the firm withdrew its representation before the offer’s public announcement.  Based on info gained through the firm’s representation, D made substantial investments in the parties involved (Pillsbury) in the tender offer.  SEC concluded that D defrauded his law firm & its client by trading on material non-public information for his own personal benefit ($4.3 Million Dollar Profit!)

D’s Defense: D claimed no liability under 10b-5 b/c he hadn’t taken information from the issuer (Pillsbury).

Court Held: 10b-5 liability could be based on the misappropriation of confidential data from a person other than an issuer.

Rule: A person violates Rule 10b-5 when he misappropriates confidential material information for the purpose of trading in securities in violation of a fiduciary duty he owes to the SOURCE of that information.

Rationale: Purpose of misappropriation theory is to protect the integrity of the securities markets against abuses by outsiders to a corporation who have access to confidential info that will affect the corp’s security price when revealed, but who owe no fiduciary or other duty to that corp’s SHs. Here, D violated duty of expectation of privacy.

Statutory Construction: Court addressed the issue of what “deceptive device or contrivance” and “in connection with the purchase or sale of securities” in §10(b) means.  Court held that both are satisfied if a person misappropriates confidential info from a non-issuer & then buys or sells the issuer’s stock.



Significance of O’Hagan: Clearly broadens the population of people wjo can be liable for violating 10b-5.  

Who Can Be Covered: Anyone who misappropriates confidential information from anyone can be liable for trading on that information.

One who learns of the information as the result of a fiduciary relationship with a company planning a tender offer for X Copr can be held liable for trading on X Corp stock.

One who learns secret information about X Corp as the result of working inside a publisher or broadcaster that it’s about to publish a story on X Corp would probably be covered;

Even a person who learns the information as the result of securities research done at a money management company would be liable, if that info belonged to the money management co.

Other “constructive insiders” such as lawyers, accountants, analysts, consultants, investment bankers, etc.

What is Misappropriation?: (Not Fully Clear) The key concept seems to be “DECEPTION.”  

O’Hagan: “The misappropriation theory premises liability on a fiduciary-turned-trader’s deception of those who entrusted him with access to confidential information.”  

Disclosure Defense: Since the gravamen of a misappropriation claim is deception, D’s prior disclosure of the information about how he plans to use that information may protect him from 10b-5 liability.

Tippee Liability: Court has not ruled yet, but the rules of tippee liability presumably apply to the misappropriator situation.  Therefore, tippee & misappropriator could be liable if:

Misappropriator gives info to a friend as a gift, with an intent to make a pecuniary gift; and

The friend knows or has reason to know that the info comes from a misappropriation of confidential information.



SEC Rule 14e-3: (Post-Chiarella) In the special case of tender offers, the SEC now makes it illegal to trade on the basis of non-public information, even if this information does not derive from the company whose stock is being traded (i.e. the target).  Under this section, it is forbidden to trade based on tender offer information derived directly or indirectly from either the offeror or the target.  

Chiarella would fall right within this provision today; his information about takeovers was derived indirectly from the acquirers.



REGULATION FD (Selective Disclosure) (Promulgated 10/23/00)

Problem: Corps would give material non-public information to institutional investors & analysts (Dirks stopped 10b-5 liability here).  Therefore, SEC needed to plug this hole.

Reg FD: (§243.100(a)) Prohibits an issuer or person acting on behalf of the issuer from disclosing material non-public information to securities professionals or to SHs w/o simultaneously making public disclosure of that information OR if an inadvertent slip of information - must disclose as soon as reasonably practicable, but must be w/i 24 hours.

Does NOT prohibit disclosure to:

the media;

Non-SHs who are NOT securities professionals;

Credit rating bureaus; 

People who sign a confidentiality agreement;

People with such a relationship that can be trusted not to trade (i.e. lawyer, investment banker, or accountant).

Person Acting on Behalf of the Issuer: (§230.405(c)) Any senior official, or any other officer, EE, or agent of the issuer who regularly communicates with securities professionals or with SHs.

Behavior the Reg FD Attempts to Regulate:

“Earnings guide to analysts” - analysts would guess earnings; FD says you can’t do this anymore!  Can’t verify information for them!

Now, corps are giving earnings warnings - saying things may be higher/lower. . .but to expect. . .

Pre-FD: When a corp announced its earnings publicly - it would hold a meeting w/ analysts.  Now, FD prohibits this w/o public disclosure; therefore, the meeting are now open to the public.

Investment Community Response: (No Civil Liability)

They HATE it.  However, SES watered it down by saying there was no civil liability for violations of FD.  Expressly says no 10b-5 liability!

Who does Reg FD Apply to?:  (Who Gets Nailed?)

Reg FD is on the issuer, not the recipient of the information.  Therefore, if an issuer tells an analyst material non-public information & they trade, the issuer can be liable under FD, but recipient can’t be liable under FD & only 10b-5 if Dirks is met.



BLUE SKY LAWS

General Notes:

	(A) What are the Characteristics of Blue Sky Laws?:

Same general scope as 33 Act; Many predate federal laws;

States vary; some adopted a uniform blue sky code.

Some only protect buyers, not sellers;

Some have a mini 10b-5, but don’t statutorily impose liability for violating it.

More detailed than the 33 Act; also more vague, not interpreted as frequently.

Require some form of qualification of the security in the state (i.e. §5); has transactions & securities exemptions; delivery requirements; enforcement-liability provisions for failure to disclose/qualify.  

The Problem that Blue Sky Laws Present: If you’re doing an offering, you have to wade through a huge amount of statutory materials in every state where you offer.  If you fail to comply, you open yourself up to much civil liability.

For a Long Time: One MAJOR DIFFERENCE from Federal Law: (Merit Laws) Some states have merit laws - gave authority to a state administrator to NOT allow qualification if the deal lacked merit, even if the deal met all the requirements!

33 Act Section 18: Enacted a few years ago.  Issuers can ignore state law registration/qualification requirements (but NOT disclosure requirements) for “COVERED SECURITIES.”  CSs are generally those traded on a national stock exchange or on an over the counter mkt (NASDAQ).

Burden: Applies to any securities offered under Rule 506 (i.e. non public offering), but NOT under Rules 701, 504, 505, §4(2) - Congress left in the requirements of filing a form and paying a fee.

Effect/Result: Use of 506 when some other rule or section may be equally applicable (i.e. <$5million - would want to use 505 for 33 Act purposes b/c can sell to unsophisticated unaccredited investors) - but if you use 505 must find a state exemption.  If you can’t do this, must pay the price of unsophisticated unaccredited investors & use 506 so you need not register in the states.

LA Regs: If issuer pays a fee for finding investors, person must be licensed in the state as a broker; in a 505 offering, non-accredited investors must meet a suitability requirement (i.e. investing no more than X% or net worth / some level of sophistication.



DEFINITIONS §702

Control: (4) Very similar to 33 Act;

Dealer: (5) Ever person, except salesman, who engages, either all or part of his time, directly/indirectly, as agent, broker, principal IN THE BUSINESS OF OFFERING, BUYING, SELLING or otherwise dealing in trading in securities issued by another person but does NOT include: LA banks, national banks, LA bank holding company, EEs of such banks, or anyone buying for his own account; or any general partnership of an issuer offering securities unless he’s paid a commission for doping it.

Standard: “”Engaged in Business” Did not have to hold out a shingle.  Therefore, technically, person who gets a FINDER’S FEE for locating could arguably come within the definition of “dealer.”

Correro’s View: You get 1 bite of the apple w/o “engaging in the business;” 2 bites, your are “engaging.”

Employees: Could also meet the definition “dealer.”  However, there is an exemption for some EEs (i.e. executive officers) if they do not receive a commission.  Therefore, if you use a non-executive officer or that receives a commission could come w/i purview of §703 (see below -dealer.registration requirements). 

Executive Officer: (6) Pres, CEO, COO, VP’s w/ responsibility, treasurer, or any other person performing similar functions.

Sale: (13) Very similar to 33 Act; not included: preliminary negotiations b/w issuer & UW;

Salesman: (14) Need not engage in the business like a dealer; rather, it’s an individual other than registered dealer, employed/appointed/authorized by the dealer (i.e. someone engaged in the business) or issuer to sell securities in this state.

Security: (15) Same as 33 Act.

Underwriter: Any person who has purchased from issuer or affiliate with view to distribute or offers/sells for issuer in connection with a distribution, provided that:

Presumed not to be a UW w.r.t. securities he has owned for at least 1 year;

Doesn’t include anyone whose interest is limited to usual commission for UW.



REGISTRATION OF DEALERS & SALESMAN: (§703A(1))

Must Register: No dealer or salesman (see definitions above) shall offer/sell securities within or from this state except in transactions exempt under §709(1,2,6,7,8,9,11,12,13) unless he is registered pursuant to this section (not in 33 Act).

Violation: If you don’t register, you violate §703, which is a violation of §712, therefore civilly liable to the purchaser under §714.  P can sue for recission or damages.

Potential State & Federal Liability: In some cases, state law could be more useful than the 33 Act.  Investor who is not able to prove fraud could still sue these people.  In addition, to potential 33 Act of §5 liability, could bring state law claim a/g the guy who sold to them.



REGISTRATION OF SECURITIES (§705A) 

Rule: It shall be unlawful for any person to offer for or sell any securities to any person in this state, unless: 

the are subject to an effective registration statement; OR

the security or transaction is exempt under §708 or §709.







EXEMPT SECURITIES (§708)

Generally:

There are NO STATE LAW EQUIVALENTS to §3(a)(11)/Rule 146, Rule 506 (small offering exemption).

There’s NO statutory private offering exemption, only one by regulation.

Types of Exempted Securities: (i.e. Provisions of §705 Don’t Apply to)

(3) Any security issued by any US bank or LA bank;

(8) Securities listed or approved on national exchanges; 

(9) Promissory notes not maturing <9 months if not using advertising (33 Act has this exemption, but no advertising requirements);

(11) Any security that meets all of these requirements:

(a) if issuer not organized under US/state laws, it has an agent in U.S.;

(b) Issuer has a class of securities registered under §12 (34 Act: listed on exchanges or have >5million SHs) and has been so registered for the 3 years immediately preceding the offering;

(c)  Neither issuer nor subsidiary had material default during last 7 years;

(d) Issuer’s net income at least $1million in 4 of last 5 fiscal years;

If offering stock other than PS, the stock van vote.

(12) (33 Act doesn’t have this section) any security issued by non-profit org, exclusively for rel/edu/benevolent/charit/social/athletic/reformatory purpose, other than debt security, or hyrid similar to debt security.



EXEMPTED TRANSACTIONS (§709, Regs 701-705)

Importance: Intrastate offerings under 504 - must qualify in a particular state; therefore, you have to find a state law exemption that fits your offering.  §703 does NOT apply to any offer/sale in the following TRANSACTIONS:

(3) Any transaction in securities NOT involving the issuer or UW (similar to §4(1) but different definition of UW.  §18 preempts state exemptions of §4(1) transactions);

(4) Any transaction under Rule 144;

(5) Transactions in securities pursuant to an effective registration statement, or securities exempt from registration requirements pursuant to Reg A or any other §3(b) exemptions;

(7) Transactions involving the sale of securities to banks, S&L, insurance co, etc.;

(8) Ant transaction pursuant to an offer exclusively to existing security holders of the issuer or a subsidiary of the issuer.

(9) Transactions involving issuance of securities as stock bonus plan, or EE stock purchase plan, stock option plan (if no consideration paid for any options granted other than service), issuance of securities upon ex of option;

(10) Any offer, but not sale, for which registration statement is filed;

(11) Any transaction incident to a judicially approved reorganization…

(12) Transactions involving issuance/transfer of securities of issuer by issuer to corporation in reclassification/reorganization, where transaction must be voted on by SHs;

(15) (No equivalent §§4(2), 4(6) or 3(b) - NO PRIVATE OFFERING EXEMPTION) State statutes are NOT generalized like federal law.  However, state has the AUTHORITY TO CRAFT EXEMPTIONS, i.e. private offering exemption).



BLUE SKY REGULATIONS

Reg 701: The §703 exemption intended to provide state safe-harbor for private placements similar to Rules 505/506.  The exemption in 705 intended to give state safe-harbor like §4(2),  As w/ the federal exemptions, whether a offer/sale does/does not involve a PO depends on the facts.

Reg 703: (Piggyback to 505/506, but §18 preempts state law w.r.t. 506) Any offer/sale in compliance w/ Reg D 505/506 is exempt from registration if:

No commission paid to anyone soliciting purchases unless the person is appropriately registered in this state.

No exemption for “bad boys;”

If notice on Form D required by Reg D, Issuer shall file also, no later than 15 days after receipt of $ from investor (not just when sale finished), in state and pay filing fee. (If don’t file then no exemption, Reg D if you don’t file you still get exemption).

In all sales to non-accredited investor issuer shall have reasonable grounds to believe & after reasonable investigation shall believe that:

investment is suitable for purchaser (presumed suitable if it’s <25% of his net worth); or

purchaser is sophisticated.

Reg 705: Gives piggyback on 505/506 deal, but it’s qualified to require more than Reg D does: §4: all sales to non-accredited investors, issuer, after reas inquiry, shall believe. . . deal suitable, or purchaser must be sophisticated (505 doesn’t require that!  In LA, can’t sell under private exemption unless purchaser is sophisticated or deal is suitable.  §18 preempts this w.r.t. 506 though).



ADVANTAGE OF CIVIL LIABILITIES: (§714) (May be Better than Federal Law!)

Section 714: Throws you to §712 (b/c civil liability is triggered if violates §712)

Section 712: Unlawful to offer to sell or to sell any security in violation of §§703, 705, or any other rule, regulation or order of the commissioner.  If you violate these sections, then under §714, you’re liable for:

Damages/recission’ taxable court costs PLUS reasonable attorney’s fees (33 Act doe NOT give these expenses)  Therefore, state law claim may be more preferable if you want to get the lawyer’s paid; therefore, you can get MOR UNDER STATE LAW.

MORE PERSONS LIABLE UNDER BS LAWS:  Liable Under §714: P = the purchaser; D = any person who violates BS laws.  Look like only persons who sold can be liable; however, 

Control Person Liability::Section 714B: (Similar to 33 Act §15) Every person who directly/indirectly controls a person liable under A, every general partner, EO, or director of such person liable under A, every person occupying a similar status or performing similar functions, and every dealer or salesman who participates in the transaction in any material way . . . ARE JOINTLY & SEVERALLY LIABLE.  

Executive Officer: (701(6)) Pres, CEO, COO, VP’s w/ responsibility, treasurer, or any other person performing similar functions.

Effect: Huge list of defendants!!!  More than under the 33 Act (although they exclude EXPERTS).

Section 714B Defenses: D’s have the burden to show that they did not know and in the exercise of reasonable care could not have known of the existence of the facts by reason of which liability is alleged to exist.

	(1) Compare: Much tighter than the defense under §15 (closer to §12(a)(2)).



ANOTHER STATE LAW ADVANTAGE: No Prospectus Requirement: (§712A(2)) - 

Section 712: Here, there can be liability for ORAL or written untrue statements of a material fact or omission.  

Section 12(a)(2): §12(a)(2) of the 33 Act does NOT include ORAL statements!  Section12(a)(2) has a ”PROSPECTUS REQUIREMENT.”  Gustafson says that §12(a)(2) applies only to POs and it’s N/A to anyone but issuer or controlling person.  §712A(2) does NOT require a prospectus.  Therefore, Gustafson doesn’t narrow the scope of §712!!!!!

RESULT: Private offering under §4(2) or Rule 506 - after Gustafson, there’s no need to worry abour §11 or §12(a)(2) liability, unless there is scienter!  But state securities laws permit a suit here b/c you’ve given a written untrue statement; THERFORE, BLUE SKY LAWS MAY BE THE LAW OF CHOICE HERE!!!  



BOTTOM LINE: BLUE SKY LAW ADVANTAGES:

In many cases, you want to be in state law land:

Usually can’t bring Blue Sky laws in federal court (unless diversity involved);

Don’t get fat class actions b/c of the effect of Gustafson, Central Bank (Aiding & Abetting), Securities Reform Act - made it harder to bring federal claims.  Therefore, state securities laws cannot b ignored.
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