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I. Introduction:  The Regulatory Framework

A. Securities Regulation concerned with:

1. Assuring that when securities are created and offered to public, investors have an  accurate idea of what that something else is.

2. Assure that there is continuous flow of info about the corporation or other entity which is represented by securities being traded in secondary markets.

3. Contain provisions prohibiting a variety of fraudulent, manipulative or deceptive practices.

4. Regulates people and firms engaged in the business, to ensure that they do not take advantage of their special experience and access.

B. Securities Markets.

1. Exchange markets – NYSE

2. OTC markets – NASDAQ

C. Federal Securities Laws

1. Securities Act of 1933 regulates IPOs of securities.

2. Securities Exchange Act of 1934 extended federal regulation to trading in securities which are already issued and outstanding.

D. Sources of Federal Securities Law.

1. Statutes

2. Rules

a. Procedural rules

b. Rules where Congress has given SEC power to fill in terms of statute.

c. Rules defining general terms used in laws.

3. Other statements of general applicability issued by SEC

a. SEC Releases – set forth views of SEC on questions of current concern

b. No-Action letters – address specific inquiries as to whether a certain transaction could be carried out.  

II. What Constitutes a Security?

A. Investment Contracts.

1. Howey Test:

a. Investment of money.

b. In a Common enterprise.

c. With an expectation of profit.

d. Solely from the efforts of others.

2. Purposes of 1933 Act:  (1) protect the public so Sct gives security a broad meaning to include such marginal investment schemes (2) prevent fraud.

NOTE:  Section 12a1 – person offers or sells a security; person is liable if he offers.

3. Rqt of Common Enterprise – what type of commonality of interest is reqd?

a. Vertical commonality:

1.  Broad test:  success of investment be linked to efforts of the promoter.

2. Narrow test:  success of investment be linked to fortunes of promoters.

b. Horizontal commonality (7th cir):  pooling of investments by several investors.

c. Brodt v. Bache (9th Cir) – discretionary commodities account not an investment K; merely furnishing advice to another for commission is not common enterprise b/c fortunes not tied together/interwoven.

d. Condominiums Issue:  pooling agreement where purchaser agrees that unit will be rented out to others – [if termed as security, SEC will treat as such].  Is there a commonality?  Pooling agreement is hard to deny in terms of horizontal commonality, but probably is not in vertical commonality.  Revak v. Sec Realty.

3. “Investment of Money” with “Expectation of Profit”

a. Int’l Bhd of Teamsters v. Daniel – noncontributory, compulsory pension plan is not a security.

1. Investment of money – Sct says investor must give up some tangible and definable consideration in return for a separable financial interest as a security.

2. Expectation of profit – investment proceeds of pension not primary source of fund income.

b. Resolution Trust v. Stone – court held that auto loan bought by bank was not a security b/c it gave a specific interest rate and not dividends/profits.  CA – note on loan is expressly a security.

c. Black v. Payne – CAL PERs not a security even though contributory, it did not have an expectation of profit b/c purpose of fund was not to provide investment opportunity but is considered part of compensation scheme.

d. BUT:  USELTON held voluntary contributory stock ownership plan (ESOP) was a security b/c specific consideration was given up and had a defined interest in plan as an interest in stock; ERISA overlap of jurisdiction did not preclude finding a security.

e. Real Estate Interests – offering of condo units w/ any of following is viewed as an offering of securities by SEC:

1. Condos are offered and sold w/ emphasis on econ benefits to purchaser to be derived from managerial efforts of promoter from rental of units.

2. Offering of participation in a rental pool arrangement.

3. Offering of a rental where purchaser must hold his unit available for rental or is restricted in his occupancy or rental of unit.

5.  Solely from the Efforts of Others.

a. Williamson v. Tucker – actual control of assets by investor is irrelevant as long as he has the legal right to control.  Thus a GP would never be an investment K.

b. SEC v. Aqua-Sonic – court looks objectively at whether the typical investor who was being solicited would be expected to accept the option – eg agency agreement was hardly an option b/c investors targeted had no experience in selling dental products.  Court does not read “solely” in a strict literal definition b/c to do so would allow schemes to circumvent 1933 Act.

c. SEC v. Glenn Turner Enterprises.  9th cir held that b/c of broad statutory policy of protecting public that test of “solely” was whether the efforts made by those other than investor are undeniably the significant ones, the essential managerial efforts which affect success or failure.

6.  PS Interests as Securities.

a. GR – Limited PS is a security.  Some courts say as a matter of law, some courts say it is question of fact as to whether the LP had managerial capacity.

b. GR – General PS is not a security b/c of managerial powers granted to GP under UPA.  

1. Narrow exception – only when the partners are so dependent on a particular manager that they cannot replace him or otherwise exercise control; eg managing partner.  Williamson v. Tucker (5Cir).

2. Koch v. Hankins – question of fact whether general PS interest were securities; turns on whether services were indispensible.

3. Joint venture are GPs and GR not securities.

c. LLCs as securities.

1. LLC w/ centralized management can be investment K.

2. Some states expressly make LLCs securities.

7. Risk Capital Test – an alternative test for determining whether a franchise is a security.

a. TEST – a franchise is a security if the franchisee’s monetary contribution to the enterprise constitutes part of its initial capitalization, while his personal participation in its activities do not give him any effective control over it.

b. Hawaii v. HMC :

1. Offeree furnishes initial value to offeror.

2. A portion of initial value is subjected to risks of enterprise

3. Furnishing of initial value is induced by the offeror’s promises which give rise to reasonable belief that a valuable benefit above initial value will accrue to offeree.

4. Offeree does not receive the right to practical and actual control over the managerial decisions of enterprise.

c. Key is dependency upon others for success of enterprise and the promotion of the activity as an investment vehicle.

d. Unclear as to whether test applies to only start-up capitalization or subsequent capitalization also.

e. Key distinction from Howey test is that rqt of common enterprise is lacking, thus if no vertical or horizontal commonality, risk capital test can still be used to find a security.

B. Stocks and Notes.

1. STOCK as Securities.

A.  Stock is expressly included in statutory definition of security.

B.  Foreman – Case of govt subsidized residential housing cooperative.  If it is called a stock, it is not automatically a stock/security if it does not have “other usual indications of being a stock” = Use of Economic reality test to restrict the coverage of securities laws.**But see Landreth where Sct does not use econ. Reality test to limit fed. Securities laws.  So Foreman may be limited to sui generis.

a. Sct also applied the Howey test to say it was not an investment K b/c no expectation of profit.

b. Sct refused to adopt the risk capital test, and said even if they did it would not meet the test b/c there was no risk – could get money back if dissatisfied.

C. Sale of Business Doctrine – choice of selling all stock of CHC v. selling all assets is complicated w/ tax considerations.  This doctrine allowed seller to use either method w/o worrying about 1933 Act.

D. Landreth – 

a. Sct rejected Sale of business doctrine b/c it would entail difficult line drawing at what % of stock ownership was equal to all.

b. Instrument in question was called stock, which is evidence of being a stock but not conclusive per Foreman.

c. Sct established 5 characteristics for determining “stock.”

1. Right to receive dividends.

2. Negotiability

3. Ability to be pledged

4. Conferring of voting rights

5. Capacity to appreciate in value.

d. Sct held that sale of all of stock of CHC was covered by fed securities law b/c intent of Congress was remedial purpose to protect investors/public so Sct gives definition broad application.

e. Landreth makes the federal antifraud provisions of securities laws apply to all sales of shares of CHC even when purchaser intends to buy control of business rather than making a passive investment.

2. NOTES as Securities.  Whether a loan agreement is a security?

A. Note w/ a maturity not exceeding 9 months is exempt.  

1.  Issue:  Note payable on demand?  Is demand effective upon issuance so it would fall w/i exemption or CA:  demand could be in years from now so not w/i exemption.

B. The Family Resemblance Test for Notes. Reves v. Ernst & Young.
1. Involved variable rate demand notes that were issued by a farmers coop.  

2. Sct rejected use of Howey test b/c is was limited to definition of investment k.  Howey test is NA to other items specifically enumerated in Act’s definition of security.

3. Sct adopted the Family Resemblance test to determine if specific notes were securities.

4. B/C “note” is specifically enumerated in Act’s definition, there is a presumption that a note is a security, if it is in fact called a note.  But, that presumption may be rebutted by evaluating 4 factors:

a. The transaction in which the note in question was issued was not of a type that normally used securities for raising capital.

b. The distribution of the note was not one that was likely to give rise to common trading for speculation or investment by general public.

c. The expectation of the trading public as to whether the note in question was w/i the coverage of the securities acts.

d. Whether other regulatory schemes (ERISA, Banking Laws, FDIC) provide protections to the investing public similar to that provided by securities acts.

C. Short term commercial paper - Resolution Trust v. Stone.

1. Short term commercial paper were not securities b/c they were sold in a highly specialized secondary market of institutional investors.

2. Hypo:  if sold to individual investors, they probably should be securities to protect public.

3. **Commercial v. investment view – seller and buyer of auto loans in Resolution Trust viewed the paper as commercial as opposed to investments.

3. Bank Certificates of Deposit as Securities.

A. Marine Bank – holders of CDs are protected under banking laws and exempt from Securities Act anti-fraud protections [as well as registration provisions per express Act which exempts securities issued by banks].

B. CDs issued by foreign banks not protected by FDIC may be securities.

C. When investment firm markets CDs in a secondary market and treats them as liquid investments, they are probably securities.

4. Hybrid Securities:  Options and futures as Securities.

A. Options and futures.

1. Option – for a premium price, investor enters into an option k to either buy or sell the security at a designated exercise price prior to a predetermined expiration date.  SEC.

2. Future K – June gold futures K obligates seller to deliver a designated amount of gold to purchaser on a specified delivery date at a specified price; regulated by CFTC.

B. GR:  if instrument is a futures K then it is w/i CFTC’s exclusive jurisdiction, unless it is also an option on a security, in which case the SEC’s jurisdiction is exclusive.

C. Chicago Mercantile Exchange v. SEC – Index participation units [basket of securities] were future ks thus subject to CFTC even if they were also securities.

5. Exempt Securities.

A. GR:  exempted securities are not subject to registration and disclosure rqts of the statutes, but are subject to the general anti-fraud and civil liability provisions.

B. Exempted securities:

1. US govt, state, and local bonds and obligations; T bills.

2. Securities issued by banks and religious and other charities, S&Ls, and Insurance policies and annuity ks.

3. Life insurance policies and annuities, shares in S&Ls, or CDs in banks.  BUT:  Viatical settlements of life insurance were seen as securities, until overruled as de minimus.

4. Commercial paper – short term.

III. Mandatory Disclosure by Issuers of Securities.

A. The Process of Going Public.

1. Techniques of Securities Distribution.

a. Firm-Commitment Underwriting.

1. Purpose is to assure the issuer of a specified amount of money at a certain time and shifts the risks of the market to the investment bankers.

2. The issuer usually sells the entire issue outright to a group of securities firms, represented by a managing underwriter.

3. Only negotiations between issuer and underwriters are permitted before filing of registration statement.

4. Managing underwriter gives issuer assurance to warrant issuer going ahead w/ registration work and expenses = letter of intent; agreement that company will bear expenses of underwriter of doing the public offering; not binding to do public offering but binding regarding expenses and confidentiality of info.

5. All underwriters make a concurrent public offering at a fixed price.

b. Best-Efforts Underwriting.

1. The securities house, instead of buying the issue from the company and reselling as principal, sells it for the company as agent; and its compensation takes the form of an agent’s commission rather than a dealer’s profit.

2. Available to not well established companies, or really well established companies that want to avoid underwriting commitment and saves on cost of distro.

      2.
Registration Statement.

a. Prospectus.  Purposes are competing:

1. Selling document – want to present best image.

2. Disclosure document – insurance against liability so tendency is to make things look bleak.

b. Sec Supplemental information.

1. Financial tables.

2. Previous sale of unregistered securities and what exemption issuer relied upon – issuer could be contingently liable if exemption is invalid and issuer may have to cure it w/ a recission offer.

B. Dissemination of Information During Registration.

1. Section 5 regulation of Dissemination of Information.

a. 5a prohibits any sales prior to effective date.

b. 5b1 prohibits use of any prospectus which does not meet rqts of sect 10.

c. 5b2 prohibits delivery of a security after sale unless it is accompanied by prospectus

d. 5c prohibits any offers prior to the filing of the registration statements.

2. Publication of Info Prior to or After the Effective Date of a Registration Statement.

a. Section 5 makes it unlawful for any person to offer to sell unless a registration statement has been filed.

b. May not begin a public offering or initiate a public sales campaign prior to filing.

c. ISSUE:  conditioning public mind or arousing public interest in issuer or his securities raises questions whether publicity is not in fact part of selling effort.

d. What is offer to Sell?  Solicitation of a Buying Interest.

1. Sect 2(3) defines an offer to sell in terms of any activity that is reas. calculated to solicit or generate a buying interest.

2. Offer = whether challenged conduct has conditioned the public mind by generating a buying interest.

3. Loeb, Rhoades :  

a. SEC said press release w/ underwriter name, and publicity which generated 101 inquiries was an offer to sell.

b. SEC said it was ok to make announcements to press in normal conduct of business or regular course of business.  = CA.

e. Rule 135 lists the types of pre-filing publicity that will not be considered in violation of Sect 5 gunjumping prohibitions.  ISSUE:  Safe harbor or exclusive list?

1. Safe harbor – these items are safe from violating Sect 5 others may be too.

2. Exclusive Harbor – exclusive method for disseminating permissible pre-filing information.

f. Conflict between obligation to make timely disclosure and restrictions on publication of information regarding an issuer in registration?

--It is possible, but if disclosure is purely factual and not predictive or opinions, probably no violation.

g. When do restrictions on publications activities commence?

1. Broker/dealer commences to participate in preparation of reg statement; or

2. Reaches an understanding w/ issuer that he will be managing underwriter, regardless of whether terms of underwriting have been agreed upon; or

3. Other brokers – at time they are invited by managing underwriter to participate.

h. Acceptable activities:

1. Advertise company

2. Quarterly/annual reports

3. Proxy statements

4. Dividend notices

5. Announcements to press w/ regard to factual business and financial developments eg settlement of strike, receipt of K

6. Answer unsolicited phone calls from SHs

7. Hold SH meetings

i. Avoid:

1. Forecasts

2. Predictions

3. Opinions concerning values/earnings

j. During waiting period, may make verbal offers, and only written offers are allowed are prospectus, red herring prospectus, and tombstone ad.  No free writing.  No sales are allowed.  Disclosures during this period are permitted, but not required by Sect 5.

     3.  Disclosure to Investors.

a. 1933 Act seeks to inform investors thru prospectuses but actual delivery of prospectus may be deferred until confirmation of sale is mailed.  Thus problem of getting prospectus to buyer before he buys is unsolved.

b. Diskin v. Lomasney – broker sent customer a waiting period offer but failed to enclose a preliminary prospectus, although customer did receive a statutory prospectus before buying.  Held:  illegal offer not cured by a subsequent legal sale.

c. Distribution of Red Herring Prospectus – issuers may distribute it to public and MUST make it available to sellers/brokers/dealers to allow them to become educated.

1. Have an obligation to give it to any member of public who requests it.

2.  Preliminary Prospectus/Red Herring – 48 Hour Rule:  before the SEC will accelerate the effective date for Reg. Statemetn for IPOs, issuer must have furnished preliminary prospectuses to potential buyers 48 hrs in advance of said requested effective date, and 48 hrs prior to mailing a confirmation of sale.

C.  Specific Disclosure Requirements.

1.  1933 Act – Contents of prospectuses.  Difficult task b/c of uncertainty over whther the principal purpose of disclosure is to protect investors against really bad deals by making sure negative factors are emphasized, or to enable them to make rational choices among alternatives by requiring balance of good and bad.

2. 1934 Act.

1. Disclosure Rqts apply to:

a. Companies w/ securities listed on national securities exchanges.OR

b. All companies w/ more than 500 SHs and more than $10 million in assets.

2. 12g4 Termination of Registration – if its shares are held of record by fewer than 300 persons.

      3.Shelf Registration – Rule 415 = continuous registration procedure – allows company to register securities for sale over 2 year period allowing company to make an immediate offering at anytime merely by placing a sticker on prospectus included in its already effective reg. Statement.  Avoids prep of new reg. Statement and 20 day waiting period for effectiveness.

D. Registration Under State “Blue Sky” Laws

1. Congress has preempted registration of securities listed on a stock exchange and NASDAQ.  Also, exempt are investment companies and MUTUAL FUNDS – states were very unhappy w/ loss of revenue so right of state to collect fees w/ respect to IPOs thru notice filing is preserved.

2. Congress also preempted registration of securities offered under Regulation B of Sect 4(2) private placements.

3. TX has merit regulation – focuses on conflicts of interests between owners and investors, state can force remedial action; eg force repayment of loans to insiders – whereas fed only requires disclosure.  State also regulates investment advisors, broker-dealers.

4. If you are going to do an offering that doesn’t qualify for preemption under fed laws, you have to qualify in each states merit regulation where you offer securities.

IV. Materiality.

A. What is a material fact?  TSC v. Northway – a fact is material if a reasonable SH would consider it important in making investment decision or if there is a substantial likelihood that the disclosure of the omitted fact would have significantly altered the “total mix” of info made available.

B. Qualitative Information.

1. Universal Camera Corp – issue stopped b/c prospectus said on cover that it was speculative, but did not explain why.  TEST:  plain language disclosure understandable to ordinary investor.

2. Franchard Corp :

a. Evaluation of Management quality is necessary disclosure rqt.

b. CA:

1. Such disclosure would be unwarranted personal revelation into private life – but that is given up when issue securities.

2. Registration forms rqd by SEC do not require disclosure that stocks are encumbered – but forms are not exhaustive lists of material item.

3. Management Discussion and Analysis (MD&A) – Caterpillar, Inc.

a. Rationale of MD&A – allows investor chance to look at the company through the eyes of management in a way that cannot be done w/ just financial statements.

b. MD&A Test for Disclosure Determination:   Where a trend, demand, event, or uncertainty is known, management must make 2 assessments:

1. Is the known trend, demand, etc likely to come to fruition?  If not reas. likely, no disclosure rqd.

2. If management cannot make that determination, it must evaluate objectively the consequences of known trend, demand etc on assumption it will occur.  Disclosure is then rqd unless management determines that a material effect on financial condition or results of opns is not reas likely.

     4.  If SEC requires an issuer to make qualitative or evaluative  statements, when is such statement of opinion considered materially misleading?

a. Virginia Bankshares v. Sandberg – a statement of opinion would purchase liability if in fact the opinion was wrong and directors knew that it was wrong.  It would not produce liability if opinion turned out to be wrong but directors honestly believed it to be true.

C. Non-Economic Information:  what standard of materiality applies?

1. SEC v. Schlitz – failure to disclose various schemes which jeopardized license to sell beer was material b/c of that risk and to integrity of management.

2. Gains v. Haughton – misconduct involving breach of trust or self-dealing is presumptively material.  BUT:  breach of fiduciary duty/waste of corp assets is not material and state corp laws take care of it.  Case of bribery of foreign officials is waste of assets.

3. Environmental concerns – In response to lawsuit filed to force SEC to enforce environmental goals of NEPA, SEC considered and rejected requiring reporting of environmental matters b/c economic matters were primary concern of SEC and objectives of fed securities laws do not include social disclosure.

D. Readability.

1. Prof. Kripke argues that prospectus should be written only for experts b/c investors compare investments by getting information second hand and filtered by professionals.  CA:  Brokers often work on commission thus they don’t care what they sell as long as they sell.

2. Feit v. Leasco – must be a balance between needs of unsophisticated amateur and professional advisor and security analyst.  B/c Leasco did not meet standard w/ regard to amateurs, it was guilty of omission of material fact, despite being technically accurate in complying w/ Form S-1.**

3. Rule 421 requires easier reading.  SEC has promulgated rules of easier readability and understanding for amateurs to go into effect in 1998.

E. Events in Future/Uncertain Events.  

1. Issue – when may failure to disclose the possibility of future events be an omission of material fact?

2. SEC v. Texas Gulf Sulphur – insiders bought stock right after preliminary results but before final results means that they attached great importance to the results = timing of their purchase is circumstantial evidence of materiality.  **Test:  whether a reasonable man would attach importance?

3. Prompt Disclosure of Negotiations for Merger and Acquisition – Basic v. Levinson.

a. Issue:  what is standard of materiality for preliminary merger discussions, which by their nature are contingent and speculative.

b. Sct adopts TSC test of fact specific inquiry focused on significance the reasonable investor would place on the information.  [rejects agreement in principle test].

c. Test:  whether the preliminary negotiations have crossed the materiality threshold is a question of fact and materiality depends on an "evaluation of the magnitude of the event, discounted by the improbability of occurrence.”

d. Basic by denying inquiries about negotiations (though it may or may not have been under duty to disclose) once it did disclose b/c it was misleading, Basic was liable.  Only safe recourse is to tell truth or no comment, even if it is not a material fact requiring disclosure.

F. Estimates of Value.

1. Used to be per se misleading, but in an offer to buy shares of company is proposed, failure to disclose current value (as opposed to book value) may be misleading to SHs = dilemma.

2. Protects investors from overoptimistic estimates by Mgt but deprives SHs from valuable info when deciding whether to sell.

3. GR:  State at book value or cost; support any estimates of value w/ appraisal but only if necessary.

G. Projections.

1. SEC encourages voluntary disclosure of projections, economic forecasts, estimated capital expenditures, etc, b/c management assessments of company future performance is important and should be available to all on equal basis.

2. Wieglos:

a. SEC adopts Rule 175 to encourage disclosure of projections.  No duty to disclose projections, thus failure to make a projection is not actionable.

b. Once a projection/valuation is made, it must withstand materiality scrutiny:

1. RULE/Standard:  prepared w/ a reasonable basis and disclosed in GF; falls w/i safe harbor.

2. Safe Harbor Rule for Projections:

a. Projections of revenues, income (loss) earnings per share.

b. Management plans and objectives for future company opns.

c. Future economic performance in MD&A.

3. Disclosure of underlying assumptions is not mandated in all cases but is necessary when material to an understanding of projected results.

4. The fact that a projection turns out to be wrong is not sufficient to state a claim as long as there is a reasonable basis.

5. Burden of proof is on D as least cost information provider.

3. Analysis of Rule 175:

a. Forward looking statement?

b. Filed with SEC?

c. Made w/ reasonable basis and disclosed in GF?

d. Fall w/i safe harbor of rule 175?

e. Bespeaks Caution doctrine applicable?

4. Duty to Update/Correct?

a. Stransky v. Cummins – silence about rising warranty costs after Cummins made public statements about level of such costs.

b. Although there is a duty to correct a historical statement when subsequently discovered information reveals historical statement is wrong.

c. 7Cir held no duty to update forward looking statement which b/c of subsequent events becomes untrue.

d. Rationale – rule precludes basing liability on events that arise after speaker makes statement; ex ante perspective is policy of R175 safe harbor.  Also duty to update would discourage rather than encourage projections.

e. **Just as statement that is true when made does not become fraudulent when things go wrong – a statement that is materially false cannot become acceptable b/c it happens to come true.

5. Bespeaks Caution Doctrine.

a. Sufficient precautionary language may preclude misstatements from being actionable – issuer cannot be liable for projections which were not fulfilled if document as a whole “bespeaks caution” about reliability of projections.

b. Applies to soft information [future projections] as well as affirmative misrepresentations.

c. Vague or boilerplate disclaimer is inadequate – must be substantive and tailored to specific future projections.**

d. 1995 Private Securities Litigation Reform Act codified the Bespeaks Caution doctrine and has curtailed use of class action lawsuits as extortion tactics and gives protection to companies.**

V. Deficient Registration Statements and Other False Filings – Consequences and Civil Liabilities.

A. Administrative Action by SEC.

1. Stop Orders and Refusal Orders:  suspend effectiveness of reg statement or refuse its effectiveness.

a. 8b Refusal Order.

1. Must be initiated w/i 10 days of filing of reg statement (proceeding must be initiated).

2. Can be issued only after notice and opportunity to be heard and NLT 10 days after notice.

3. Purpose is to prevent a deficient reg statement from becoming effective.

4. Must be issued before effective date.

b. 8d Stop Order.

1. May be commenced at anytime when faced w/ material deficiencies in reg statement.

2. Order can only be issued after notice and hearing.

c. SEC primarily deals w/ deficiencies through informal deficiency letters and delaying amendments and use 8b,d scarcely.

1. However, there is no right to have these informal methods used before 8b and 8d.

2. 8b,d proceedings are often used to prod registrants into making changes.

3. SEC bears no burden or rqt to point out material misstatements or omissions.

4. Preliminary, half-hearted registration statements are not acceptable to SEC.

5.  Dornan Helicopters – it is your duty to make first filing as accurate and complete as possible.  SEC issued stop order to protect public b/c issuer took no steps to inform public = if you put out misleading prospectus, you must clear air w/ public.**

6. Compare Franchard – extensive publicity was given to true facts and deficiencies in its filings thus stop order not issued, voluntary disclosure to staff and measures to fix problem.

d. 8e permits SEC to institute an investigation as to whether a stop order should be issued – Reg statement cannot become effective while it is under investigation of 8e.  But:  Las Vegas Hawaiian holds that courts do have power to compel SEC to make a decision whether to initiate 8d stop order if registrant has exhausted all admin remedies.

e.  Stop order issued before effective date – purpose is to prod issuer to make changes; stop order issued after effective and all stock sold – purpose is to stop secondary market trading and to notify potential plaintiffs of claim they have against issuer.

2. SEC Review and Denial of Acceleration.

a. Review:  registration is not a finding by SEC that statement does not contain any material errors or omissions.  Categories of review**:

1. Deferred review – so screwed up SEC does not want to waste time.

2. Cursory – no oral or written comments provided.

3. Summary – limited review w/ only such comments as may arise.

4. Customary – more complete accounting, financial, and legal review.

b. SEC letters of comment and deficiency letters power comes from 8a SEC discretionary power to accelerate reg statement effective date from 20 days after filing which starts anew w/ each amendment filed.

c. ABA has criticized this SEC power b/c it claims the use is arbitrary and subject to abuse in forcing substantive changes, and has been used for administrative extortion for imposing substantive rqts unrelated to disclosure.

d. Rule 461 – factors for acceleration to be granted:

1. Adequacy of info about issuer available to public before registration – red herring.

2. Ease w/ which nature of securities can be understood.

3. Ease w/ which relationship of securities to capital structure of issuer can be understood.

4. Ease w/ which rights of holders of securities can be understood.

e. Rule 460 andItem 512(I) of Reg S-k states 5 specific criteria which may cause acceleration to be denied [and to trust reasonableness of SEC].  Basis for denial:

1. Provision for indemnification of directors/officers against liabilities unless it includes SEC reqd statement.

2. Registrant indemnifies underwriter unless statement included.

3. Pending investigation of issuer or underwriter by SEC.

4. Inability of underwriter to perform his commitment w/o violation of financial responsibility reqts.

5. Market manipulation by person connected w/ offering.

Note: Basis for denial is generally indemnificatin, but in one case it was also an arbitration agreement.

f. Koss v. SEC – SEC letters of comment are not judicially reviewable in this case b/c (1) staff comment letters do not represent opinion of SEC itself and (2) No hardship imposed on D b/c SEC is available to oversee its staff’s activities and did change them.

g. Kixmiller v. SEC – staff refused to require Corp to include SH proposal and SEC refused to review; Held:  no order for court to review; informal admin duties delegated to staff are not judicially reviewable.

h. Suspension of Trading Under 1934 Act – SEC can go to court and get an injunction for failure to file or material inaccuracies; or suspend trading on its own for insufficient info available.

1. 12j – SEC can revoke registration or suspend it for 12 months after notice and hearing = Rare.

2. 12k – SEC can suspend trading summarily w/o notice or hearing for period not to exceed 10 days; But only 1 ten day period per **SEC v. Sloan, thus rarely used.

B. Civil Liabilities for Misstatements or Omissions.

1. Section 11 of the 1933 Act – sets forth who may sue, what they must show, who can be held liable for how much, and the defenses and cross-claims available to various classes of defendants.

a. Who Can Sue?

1. Action under section 11a may be brought by “any person acquiring such security” unless it can be shown that at the time of purchase the purchaser knew of misstatement or omission.  

a. Issue:  What does ‘such’ refer to?  

b. Barnes v. Osofsky adopts a narrow reading as acquiring a security issued pursuant to the registration statement [thus limited to original purchasers] instead of broader one which would include shares sold secondarily; b/c of overall statutory scheme and legislative history which entitles people who buy securities upon the reg statement to claim. 

c.  CA:  it is often accidental as to whether you are buying newly registered or old shares b/c they go through brokers; and tracing is complicated b/c specific shares are not identified w/i accounts = result is unequal treatment and unfairness.

d. Tracing Rqt – P must prove that the shares purchased are traceable to the offering covered by the registration statement.

2. Plaintiff may sue in law or in equity in any court of competent jurisdiction.  Thus P may avoid jury trial by choosing equity; and has absolute choice of forum since can be brought in fed or state and no right of removal to fed court.

3. Relationship to Other Remedies.  Sect 11 is not the exclusive remedy.

a. An implied action under Rule 10b-5 may arise out of same facts.

b. P w/ a section 11 claim can also bring suit under section 12 and section 17a of 1933 Act.

4. Statute of Limitations – Sect 13 provides for statutory limitation period of one year after discovery of the misstatement or omission or after discovery should have been made by the exercise of reasonable diligence; but, in no event can a section 11 action be brought more than 3 years after the security was bona fide offered to the public.

5. Expenses – Sect 11e allows the court to require that P post security for D’s expenses, including atty fees.  Generally done only if P files suit in BF or claim borders on frivolous.

b. Elements of Claim.

1. Escott v. Barchris – Case of bowling center builder that issued debentures to finance bowling alley construction during 1960-2 decline of bowling popularity.  Analysis:

a. Did the registration statement contain false statements of fact, or did it omit to state facts which should have been stated in order to prevent it from being misleading?

b. If so, were the facts which were falsely stated or omitted “material” within the meaning of the Act?

1. Test of materiality:  matters to which an average prudent investor ought reasonably to be informed.

2. Material fact is a fact which if it had been correctly stated or disclosed would have deterred or tended to deter the average prudent investor from purchasing the securities in question.

c. If so, have defendants established their affirmative defenses?

1. Causation defense:  maintain that the entire damage suffered by P was caused by factors other than the material falsities and omissions of registration statement. [eg decline in bowling industry which developed b/c of alley overload was cause, not material falsity in reg statement].

c. Damages.

1. Sect. 11e spells out damages:  P is entitled to recover the difference between amount paid for the securities (not to exceed the public offering price) and:

a. the value as of time of suit; or [covers those who never sold]

b. the price at which P sold the securities prior to suit; or [covers those who sold before suit]

c. the price at which the security was sold after suit was brought but before judgment so long as the damages so computed under this 3rd alternative would be less than those based on the difference between the price paid for the security (not to exceed the offering price) and the value at the time suit was brought [option a]. [covers those who sold after suit, while limiting recovery to actual or realized ]

2. 11e further says that statutory damages shall be reduced to the extent that the D is able to prove that any portion of or all of damages represents other than the depreciation in value of each security resulting from the misstatement or omission [eg general market decline].

3. Issues regarding 11e terms.  Beecher v. Able.

a. Time of Suit – selection of filing day of first suit in consolidated cases class action reduces date-shopping and limits the multiplicity of suits and provides certainty which shortens damage portion of trial.  CA:  selecting first date from many filing days may prove under-inclusive and deprive Ps of full  amount of damages.

b. Value as of the time of suit – Crt concludes that market price is starting point and subtracts amount attributed to temporary financial crisis of D at time of suit, adds a like amount to offset that crisis to account for reasonable likelihood that D would recover, and b/c there was evidence of panic-selling on day suit was filed b/c of revelation of 3rd qtr earnings, the court  adds 9 ½ points to value to offset this panic-selling.

1. P argued that value should be market price – amount reflecting temporary financial crises.  Court says yes but must also account for likelihood of recovery.

2. D argued that value should not be market price b/c it was deflated b/c of panic-selling and court should look to optimistic long-range prospects of D.

c. Depreciation Resulting From Causes Unrelated to Falsity of Prospectus.  Crt concludes that D failed to carry burden of proof of negative causation.  CA:  impossible to prove a negative.  CA to CA:  see Akerman v. Oryx.

d. Effect of Later Market Action on Damage Claims of Plaintiffs Who Either Sold After 1967 or Retain Their Debentures.  Post-suit market action is irrelevant in establishing P’s damages.  Although D can benefit when P sells post-suit in a rising market, the P is not required to sell merely to mitigate D’s damages.

4. Negative Causation – Akerman v. Oryx.

a. Issue:  whether D carried burden of negative causation.

b. Held:  D met burden by establishing that public failed to react adversely to the disclosure of a misstatement in its prospectus and in fact the stock price went up.  D is not liable for price decline before disclosure.

c. P CA:  relevant disclosure date should be date disclosed to SEC not public b/c insider trading forced price down and underwriter used market prop up techniques to offset decline after public disclosure.  P cannot provide evidence of such events so crt dismisses.

5. Compare Damages Available Under Section 12(2).

a. 12(2) provides for an action by purchaser against seller who makes material misrepresentations and omissions.  This action has been restricted to offerings by prospectus

b. 12 provides for rescission or, if P has sold securities, for recissory damages, thus P can recover for decline in price of security even though the decline had no relationship to the 12 violation.  Liability is limited to sellers.

d. The “Due Diligence” Defense.

1. Defendants:  11a imposes civil liabilities on:  issuer and its principal executive; financial and accounting officers; directors; underwriters; and “experts.”

2. Issuer is strictly liable; only defenses available to issuer are purchaser’s knowledge of inaccuracies, lack of materiality, or expiration of statute of limitation.

3. 11b provides the other Ds an affirmative defense of demonstrate they met prescribed standard of diligence w/ respect to info contained in reg statement.

4. Escott v. BarChris Decision.

a. 11b provides that D other than issuer has defense of due diligence.  11c defines the standard of care as:  the standard of reasonableness shall be that reqd of a prudent man in management of his own property.

b. Reasonable Investigation – crt in BarChris created a sliding scale of liability.

1. Highest standard of care for insiders who sign.  CEO, CFO, and director who is also an officer (insider):  due diligence defense is rare, maybe if genuinely mislead by expert.

2. As to directors, the court distinguished between insiders and outsiders.

a.  Outsider – must know general goings on, duty to investigate.

3. Any expertise brought by a signer, law or accting, will be factored into standard of care under circumstances.

a.  Lawyer/Acct – high standard per prof. Rules.

4. CA:  arguably at odds w/ facial meaning 11c of prudent man.

c. Reliance on Experts – crt said signers could not rely on an attorney who had read the entire registration statement as a check against disclosure problems.

1. Crt held that the only expertised portion of prospectus were audited figures prepared by independent accts b/c expertised portions must be purported to be made upon authority of expert.

2. There is no basis for holding professionals not named as experts to be liable for misstatements under 11 unless they were signers, directors, or underwriters per 11a.

d. Officer and Director Liability.

1. Russo – CEO – knew all relevant facts; no due diligence defense.

2. Vitolo & Pugliese – founders but of limited education and did not read reg statement.  Crt held that test is whether officer acted w/ due diligence under circumstances and it was a lack of due diligence to sign w/o reading or understanding reg statement.  Dumb people should not be officers.

3. Kirchner – treasurer and CFO and CPA – claimed to rely on auditor’s expertise, failed to prove defense.

e. Outside Directors’ Liability.

1. Outside director who was not an employee or officer and become director on eve of financing (new guy) w/ little chance to find out about company  -- held liable for signing the amendments to registration statement.  Non-insider must verify information provided by inside directors.

2. If outside director did not sign, it would be harder to make him responsible b/c it would be a high burden to put on new guy.  

3. NOTE:  Weinberger v. Jackson – outside directors can place substantial reliance on management, thus minimizing the outside directors’ duty of independent investigation.  Laven v. Flangagan – a director may rely upon representatons of his subordinates.

f. Attorneys’ Liabilities.

1. Birnbaum – young atty/secretary who signed and although not involved in management of corporation, had at least inquiry notice of potential problems (and knew of unenforceable K); and thus should have made an investigation of the truth of the statements in the un-expertised portion of document.

2. Grant – outside counsel who sat on board of directors and signed.

a. Crt held b/c of he was signer, director, and legal knowledge, he should have made an investigation of truth of statements in un-expertised portions.

b. 11 does not provide basis for suing one who simply prepares or drafts the registration statement.

c. Thus, counsel should be hesitant to sign or sit as a director, officer, or expert b/c expertise and access to info may impose high standard.

g. Underwriters’ Liabilities.

1. Managing underwriter held liable b/c only investigation made was towards whether to participate in the offering, not towards compliance w/ reqts of registration.

2. Underwriter’s counsel – crt rejected underwriter’s reliance on counsel as meeting the due diligence standard b/c counsel did an insufficient investigation – did not check Ks or committee minutes.  Counsel not liable w/i 11, but probably malpractice.

3. Note on Underwriters’ Responsibilities:  proof of due diligence of managing underwriter will most likely exonerate the participating underwriters as well.  In Re Gap Stores
h. Accountants’ Liabilities – Peat, Marwick.

1. Auditor was not a CPA and not familiar w/ bowling alley industry and on first major assignment, and he failed to verify answers to his questions. Issue:  non-insider verification of information provided by inside directors.

2. Did not establish due diligence and auditors were liable for mistakes in 1960 audited figures.

5. Feit v. Leasco.

a. Due Diligence of Directors:  duty of reasonable investigation and reasonable ground to believe will vary between insiders and outsiders depending on expertise and access to information.  Nevertheless, each must undertake the investigation which a reasonably prudent man in that position would conduct.

b. Due Diligence of Dealer-Managers:  have same duty of reasonable investigation and reasonable ground to believe; but b/c they do not have same level of intimate knowledge of corporate affairs, their duty to investigate is lesser b/c of limited access.

NOTE on TX Securities Act.

1. Sect 7 – Registration rqts.  7c registration by coordination = file w/ SEC and file it w/ state, if state has no objections prior to effective w/ SEC, then State is automatically effective.

2. Sect 12 requires registration of dealers and dealers agents and investment advisors.

3. Sect 33 – civil liability:  anyone who violates 7 or 12 is liable to anyone who buys securities in those transactions; right to rescission + interest or damages + interest if sold.

4. SoL is 3 years for violation = long time if you want to take action = harsh; but courts say tough that is what is required to enforce securities laws.

5. 12 dealer registration is often violated and if you check sale v. dealer registration and he was not registered, you can get your money back but remember, securities listed on NYSE or NASDAQ or mutual funds are exempted.

6. Rescission Offers – if seller violates statute, he has statutory right to make rescission offer, buyer has 30 days to accept or reject – if accept gets money back, but if rejects or does nothing, then no longer has cause of action.

e. Indemnification, Contribution and Joint and Several Liability.

1. Although state corporation statutes authorize indemnity to officers and directors for liability w/i scope of their authority, SEC opinion is that they are against public policy.

2. Acceleration of effective date -  SEC requires indemnity to be waived or include a provision in reg statement that SEC believes them to be against public policy and unenforceable.

3. Courts generally support SEC position and reluctant to enforce indemnification agreement.

a. Globus v. Law Research Service.  Indemnity is against public policy of 1933 Act b/c purpose of liability under act was not to compensate defrauded purchaser but to promote enforcement and deter negligence.  Indemnity would have effect of making indemnified lax in their independent investigations.  Goal is to encourage diligence, investigation, and compliance.  To allow one to contract away his potential liabilities would result in less wholehearted fulfillment of one’s duties.

b. Goldstein v. Alodex – crt held it was not against public policy to indemnify 2 outside directors for legal expenses when they demonstrated they had met their due diligence burden.

4. Eichenholtz v. Brennan – 

a. D has a right to seek contribution for liability under 1933 Act via section 11f; and SCt has implied a right to contribution under 1934 Act.

b. Indemnification of underwriter is against public policy.

5. 1933 and 1934 Acts recognize joint and several liability of controlling persons and there is a right of contribution.

a. In 1995 Congress narrowed scope of J&S liability of outside directors under section 11.

b. Only an outside director w/ knowing violation is J&S liable.

c. Other outside directors are subject to proportional liability with 2 exceptions.

1. Can be liable beyond proportional liability if there are insolvent Ds.  Can be assessed up to 50% of solvent D’s proportional liability.

2. Small investors w/ less than 200k net worth whose recoverable damages are more than 10% of their net worth can recover beyond proportional liability.

d. **Claims for contribution cannot be made against settling Ds.  However, any judgment against non-settling D is reduced by % responsibility of settling Ds or amount they were paid in settlement, whichever is larger.

2.  Violation of the Registration Requirements – Section 12(1) of the 1933 Act.

A. Section 12(1) imposes civil liability on sellers of securities where security is sold in violation of Section 5 (ie in an unregistered, non-exempt transaction).

B. Section 12 provides that person who “offers or sells” the security is “liable to the person purchasing such security from him.”  ISSUES:  who is seller/defendant and who is purchaser/plaintiff?

C. Pinter v. Dahl – 12(1) action for unlawful sale of unregistered securities.

1. Damages:  sought rescission = return of purchase price + interest; if sold for a loss then damages are difference between purchase price and sales price.

2. ISSUE:  Who is liable under Section 12?  Who is a seller/defendant?

a. Language of 12(1) says person who offers or sells a security, thus owner who passes title or other interest in security to buyer for value is liable.

b. Does liability extend to persons other than the person who passes title?  2 Part Analysis:

1. Section 2(3) defines offer and sell/sale.  D must fall w/i one of these categories and individual who engages in solicitation is w/i definition of offer.

2. Purchase Requirement – confines liability to situations where a sale has taken place.  

a. Thus person who touts security is not liable if buyer does not purchase it from him. ***Liability only extends to person who successfully solicits the purchase for financial gain.  Court rejects causation/substantial factor test which would impose liability on remote persons such as accountants and lawyers who provide securities professional services.

b. But – “purchased from” includes person who make “active solicitations of an offer to buy.”  To create liability, must be active participation in negotiations leading to the sale in question.**

c. Rationale:  solicitation is stage when investor is most likely to be injured b/c broker/solicitor controls flow of information, and purpose of Securities Act is to promote full and fair disclosure.

3. In Pari Delicto Defense under 12(1).

a. In Pari Delicto Doctrine:  plaintiff cannot recover if he was equally at fault w/ the defendant.

b. Sct in Pinter said defense was available in private actions under any provision of federal securities law, and applied it as follows to 12(1) action.  Two prong requirement:

1. P is at least as responsible for the actions that render the sale of the unregistered securities illegal.  But, mere knowledge that securities are unregistered cannot constitute equal guilt, even where sophisticated investor.

2. Plaintiff’s role in offering or sale of nonexempted, unregistered securities is more as promoter than as investor = fact question.

Note:  both of these prongs must be satisfied to defeat plaintiffs claim.

D. Issue:  Who is plaintiff?

1. 12(1) on its face says liable only to person purchasing the security from him. = strict privity requirement of passing title.

2. Injury/claim?  Violation of section 5; But also (when there is a violation of section 5):  B/c of prophylactic purpose of Securities Act, any drop in price resulting in injury to purchaser when drop is due to change in issuer’s circumstances or market factors is recoverable even if unrelated to section 5 action.

3. Legal sale of security does not cure illegal offer; so 12(1) action still ok.

3. Section 12(2) of 1933 Act – Material Misstatements and Omissions.

A. Section 12(2) imposes liability where a security is sold by means of oral or written communication which has a material misstatement or omission.

B. Purchaser/plaintiff must show some causal connection between alleged misrepresentation and the sale.  The communication must have been instrumental in the sale, but not decisive effect.

C. If the alleged misstatement is made in connection with the sale, however, it is not necessary for the buyer to prove that he relied on it.

D. Gustafson v. Alloyd;Ballay v. Legg Mason – 12(2) action is limited to initial public offerings.

E. Utility of 12(2) action is limited.  Issuer does not deal directly w/ purchaser so does not meet seller/privity rqt of Pinter.  Likewise, managing underwriter will not be liable where purchaser dealt w/ a dealer.

F. Reasonable Care standard.***

1. 12(2) renders seller liable if he knew or w/ reasonable care should have known of misstatement or omission.  Thus, seller can be liable for negligence.

2. Issue:  is reasonable care duty of affirmative investigation like section 11?  J.Powell said difference in language between 11 and 12 or reasonable investigation and reasonable care is significant, thus no reqt of investigation in 12.

4.  Civil Liability for Misstatements Under 1934 Act Provisions.

A. Section 18(a) of 1934 Act.

1. 18 makes a company liable in damages to any person who buys or sells stock in reliance on a misleading statement in any application, report, or other document that the company filed w/ SEC.  

2. Limitations on recovery under 18 have made it a dead letter.

3. Heit v. Weitzen.  2d cir.  “Filed”  Issue.

a. Annual report sent to stockholders and sent to SEC is not “filed” with SEC.

b. Form 10-K which includes the annual report is filed w/ SEC.

4. Tests:

a. Reliance test:  plaintiffs must allege eyeball reliance on filed document; reliance on similar statements in other documents not enough.  Must prove knowledge of and reliance upon the materially misleading information in filed documents.

b. Price Effect test:  show that market price was affected by dissemination of the statement in the annual report.

B. Rule 10b-5; 1934 Act general anti-fraud provision.

1. Rule 10b-5 is similar to 11 and 12(2) of 1933 Act and thus may cover transactions also covered by 11 and 12; remedies are cumulative.

2. 10b-5 is available to purchasers and sellers of securities who have been injured as a result of material misstatements in connection w/ purchase or sale of securities.

3. Elements of 10b-5 Claim:  Plaintiff must show:

a. fraud or deceit**

b. by any person

c. in connection with

d. the purchase or sale

e. of any security

4. CL elements of fraud are:  materiality, scienter, reliance, causation, and damages.  

5. Issue:  Scienter.  Strict:  intent to deceive; Liberal:  making statements in reckless disregard of truth.  Scienter is higher standard than 11 or 12(2).

6. Damages:  out-of-pocket loss proximately caused by material misstatement or omission.  Different from rescission of 12 and damage calculation of 11.

6.  EXEMPTIONS FROM THE 1933 ACT.

A. Non-Public Offerings – 4(2).

1. 4(2) Private placement exemptions for transactions by an issuer not involving any public offering.

2. Focus is on number and nature of offerees and their access to relevant information.  Exemption is totally lost whenever there is a single offer or sale to an ineligible person.

3. Limited to issuers, however, non-issuers may take advantage of the 4(1 ½) exemption.

4. 4(2) exemption most commonly used for offerings:

a. Private placements of large blocks of securities w/ institutional investors.

b. Exchange offers to acquire the stock of a CHC.

c. Offerings to key employees of the issuing company.

5. ISSUE:  Scope of 4(2) exemption.  SEC v. Ralston Purina.  

a. Sct rejected D’s argument that offering of stock was exempt b/c limited to own employees could not be a “public offering.”

b. Sct held that exemption must be interpreted in light of statutory purpose of protecting investors by promoting full disclosure.

c. Guidelines/factors which form basis for all private placement exemptions:

1. All offerees (not just actual purchasers) must have access to types of info that would be in registration statement.  President of corporation would have such info, but line foreman would not.

2. Offerees must be capable of fending for themselves; must be sophisticated enough to demand and understand the information, depends on access to information.  Just furnishing information to offerees in brochure does not meet rqts b/c that would allow issuer to choose to issue brochure instead of statutory reg statement.  CA:  statute does not impose sophistication reqts.  CA to CA: it is w/i policy of statute.

3. Number of offerees is not conclusive, but it is a factor to be considered and may tip the scales.

NOTE:  In addition to 3 Ralston Purina Factors, SEC considers:

4. The size of the offering, both in terms of number of securities and aggregate offering price b/c large number of units offered makes it difficult to control downstream sales that would eventually filter stock into general public; where purchasers are merely conduits for wider distribution = exemption no longer available.

5. Public advertising of offerings is incompatible with a claim of private offering or use of securities exchange to place securities.

6. Integration of Offerings – a private offering which is actually part of a series of a larger offering which is public, is not exempted.  

a.  Case by case integration analysis factors: 

1. if different offerings are part of a single plan of financing, 

2. offerings involve issuance of same class of security, 

3. the offerings are made at or about the same time, 

4. the same type of consideration is to be received, 

5. the offerings are made for the same general purpose.

b. Rule 502 of Regulation D is a safe harbor from integration for transactions occurring more than 6 months before the beginning and more than 6 months following the completion of the Reg D offering.  For transactions not falling outside of those 6 month periods, the case-by-case doctrine is applied.

6. Claimant has burden of proof for establishing its availability.  In strict sense, this could mean issuer must prove that all offerees received all written and oral information and had access to any additional info.  Issuer must make reasonable inquiry into each offerees background.

c. 5th Cir cases raise serious doubts that 4(2) could ever be relied on to exempt raising capital from small group of friends or associates b/c would not be supplied w/ info comparable to reg statement.

d. Issue:  can there be a public offering to only one purchaser?  Though Ralston Purina test may not be met for unsophisticated purchaser, is proper reading of statute such that one person can be a ‘public’ offering?  Maybe if that person is just first one to be solicited and he buys all of the stock available.

e. Issue:  Can an issuer, planning a public offering, raise seed money via a nonpublic offering?  See integration of offers above.

6. Each offeree must have access to the types of info which would be disclosed should the issuer be required to undertake a full-fledged reg statement.  Dornan v. Petroleum Mgt (5 cir) holds that disclosure by issuer and access by offeree are disjunctive (separate) requirements.

7. In evaluating whether an exemption has been established, courts focus on substance rather than form.  SEC v. Murphy.

a. Financing scheme:  Intertie bought cable tv systems, sold them to a PS, and then leased them back from PS.  ISC sold the partnership interests.

b. Issue:  who was the issuer?  Determining who was the issuer depends largely on whom the purchaser needs information about in order to determine whether it was a good investment decision.  Because Intertie was the entity that held the key to the success or failure of the PS, they were the issuer and not the PS themselves.

c. Analysis of 4(2) exemption:

1. Number of Offerees:  Not conclusive, but b/c Murphy could rebut the charge that there was no control over number of offerees, he could not resist summary judgment.  Also, offerings of limited PS constituted an integrated offering.

2. Sophistication of Offerees:  Murphy failed to provide any evidence and thus did not meet burden of proving that investors were sophisticated.

3. Size and Manner of Offering:  Aggregate sale was over $7.5 million, and manner was made via facilities of public distribution = public.

4. Relationship between Issuer and Offerees:  Did they have relationship w/ issuer affording them access to or disclosure of info that reg statement would reveal?  No, Murphy refused to provide such financial info.

B. Limited Offerings/Small Issues – Section 3(b); Regulations A and D.

1. Section 3(b) empowers the SEC to make rules and regulations to exempt offerings (as opposed to exempt transactions of 4(2) and 3a11) where the aggregate offering price does not exceed $5 million, where it finds that registration is not necessary by reason of the small amount involved or the limited character of the public offering.

2. Regulation A, consisting of Rules 251 – 263, more of simplified registration than exemption b/c had to file an offering circular (similar to prospectus) w/ SEC office.

a. Up to $5million of securities may be sold under Regulation A in any 12 month period.  R251b

b. Issuers Eligible for Regulation A:

1. Must be an issuer organized under laws of US or Canada and principal place of business in US or Canada.  251a1

2. Available to investment companies, but not to “blank check companies” which have no specific business plans.

3. Bad boy provisions:  unavailable where issuer, controlling person for issuer, or underwriter in offering is subject to legal sanctions.  251a6.

c. Filing requirements.

1. Issuer can offer securities under Reg A after it has filed a prescribed offering statement w/ SEC.  251d1; Form 1-A.

2. Sales cannot be made until the offering statement is qualified by the SEC.

3. After an offering statement is filed, written offers may only be made by means of a preliminary or final offering circular, which must be delivered at least 48 hrs prior to any confirmation of sale.

4. Issuer must file Form 2-A with information about the distribution and use of proceeds from the offering.  R257.

5. Substantial and GF compliance of R260 – failure to comply w/ rqt of Reg A will not result in loss of an exemption if rqt was not intended to protect the investor, the violation was not material to offering, and issuer made GF attempt to comply.

d. Testing the Waters.

1. Reg A is unique in that it permits issuers intending to engage in Reg A offering to circulate written solicitations of interest to potential investors before commencing the offering. R254.  These materials must be filed w/ SEC also.

2. Once Reg A offering statement is filed w/ the SEC, the solicitation of interest materials can no longer be used.

3. Regulation D, composed of rules 501-506, coordinates private offering and small offering exemptions.

a. R501 defines accredited investor as:

1. any bank, S&L, credit union, investment company, employee benefit plan,

2. Any business development company,

3. Any charitable or educational institution w/ assets of more than $5million, as well as corporations, PS, and business trusts w/ more than $5million in assets,

4. Any director, executive officer, or general partner of issuer,

5. Any person w/ a net worth of more than $1million,

6. Any person w/ an annual income of more than $200k (or joint spousal income of $300k).

b. Rule 502.

1. Integration:  Defines 6 month periods and case-by-case factors for integration.

2. Information:  

a. If securities are sold under R504, or to accredited investors only, no requirements for furnishing info.

b. If sold to nonaccredited investors under R505/506, specified info must be supplied.

3. Manner of Offering and Limitations on Resale:  No general solicitation or advertising or general offering is permitted.  Cannot be resold w/o registration.

c. R503 – Notice:  notices of any sales per Reg D must be filed w/ SEC.

d. R504 – issuer may sell an aggregate of $1million of securities in 12 month period to any number of purchasers, accredited or unaccredited.

e. R505 – issuer can sell up to $5million of securities per year to any number of accredited investors, and up to 35 other purchasers.  Info rqd by 502 must be given to unaccredited.

f. R506 – issuer can sell an unlimited amount of securities to any number of accredited investors and up to 35 other purchasers.  Prior to sale, issuer must reasonably believe that each non-accredited investor has such knowledge in finance/business to evaluate merits and risks.  See Ralston Purina.    Must provide info rqd by 502 to non-accredited.

NOTE:  Offerings per 504 or 505 are exempted from 3(b), while offerings per 506 are deemed not to be transactions involving public offering w/i meaning of 4(2).  Offerings which do not meet all of R506 rqts, may still be exempt under 4(2) as interpreted by courts.


g.  R508 – insignificant deviations from Reg D will not destroy exemption as long as issuer made reasonable and GF effort to comply.

4. R701 – Exemption for Employee Compensation Plans.

a. R701, is a 3(b) exemption for employee stock compensation plans, provided that issuer is neither a 1934 Act reporting company nor a registered investment company.

b. Five Preconditions to R701 exemption:

1. Issuer qualification:  not available to issuer whose securities are traded on national exchanges or OTC markets.  Only available to issuers, not dealers who resell.

2. Qualified plans:  stock purchase plans, options, bonus plans, stock appreciation plans, profitsharing, thrift or incentive plans.  Can be used as part of written compensation plan to employees, directors, officers, but not underwriters.

3. Limitation on Amount – Max amount w/i 12 month period varies from $500k - $5million, depending on size of company and # of shares outstanding.

4. Notification Rqts:  R702T requires issuer give SEC notice of all sales per 701 exemption.

5. Restrictions on Resale:  Securities per 701 are deemed restricted securities w/i R144.

c. Integration doctrine is expressly not applicable to R701.

d. Rule 701 exemption does not limit issuer’s disclosure obligations under antifraud provisions or state law.

C. Intrastate Offerings, Section 3(a)(11) and Rule 147.

1. Section 3a11 exempts from registration any security which is part of an issue offered and sold only to persons resident w/i a single state, where the issuer of such security is a corporation incorporated by and doing business w/i such State.  

2. Focus is on simply whether they are residents of the state.

3. “Issue” Concept.

a. Entire issue of securities to be offered and sold exclusively to residents of the state in question.  If even one out-of-stater is solicited, entire exemption is lost.

b. Non-public offering and intrastate exemptions are alternate exemption routes, but they cannot be combined.

c. If the offering is part of an integrated offering per 502 factors w/ an interstate component, the exemption fails.

d. Entire issue means securities offered, sold to, and come to rest only in the hands of state residents.  Not limited to only initial sales.  Issuer, underwriter, and dealers must ensure w/ written assurances that resale does not invalidate exemption through interstate resale.

4. Doing Business w/i the State – issuer must do performance of substantial operational activities in the state of incorporation.  Bookkeeping at corp HQ is not enough.  Activity that actually generates revenue w/i home state is reqd.

5. Residence w/i the state – mere presence in the state is not enough.

6. Resales:

a. If during the course of distribution any underwriter, dealer, etc were to offer or sell securities to a non-resident, the exemption is lost.

b. The non-residence of the underwriter or dealer is not pertinent so long as the ultimate distribution is solely to residents of the state.

c. Come to rest – initial 1offering is consummated in resident state; if resale of stock to non-residents occurs after the issued securities had come to rest in the State, that does not destroy the exemption; however, it can be used as evidence to determine if the offering was actually consummated, eg that persons who purchased did not have a view toward resale, but investment.  If resold soon after initial purchase, it may be evidence of view toward resale.

7. Use of Mails and Facilities of Interstate Commerce – exemption is not dependent upon non-use of the mails or instruments of interstate commerce.  Advertising, phone sales are ok.

8. SEC v. McDonald Investment Co --  offering was made only to Minnesota residents and the issuer, a MN corporation w/ its only office located in MN, MN state registration completed.  Held:  the fact that the proceeds would be used outside of the state was sufficient in and of itself to make the intrastate exemption unavailable.

9. Busch v. Carpenter – civil action under 12 alleging violation of 5 b/c issue did not qualify for 3a11 exemption.

a. Sonic, a Utah company, incorporated and doing business in Utah, made an offering to all Utah citizens, then 7 months later as part of a merger agreement, Sonic issued block of stock to merging company.

b. Come to rest.  Court held that seller makes a prima facie showing that offering came to rest by showing that stock was sold only to residents of that state.  Issuer is not required to disprove all possible circumstances that might establish that stock did not come to rest, unless evidence is provided as such by P.

c. Doing Business.  Issue:  whether Sonic’s failure to invest a portion of the proceeds from its IPO in Utah could defeat the intrastate exemption.  Held:  where the issuer’s income producing operations are located outside of state, the exemption is not available.

10. Safe Harbor of R147 = full compliance w/ rule will give issuer safety from claims that the transaction in question has gone beyond bounds of 3a11.  As a safe harbor, it is not exclusive and failure to comply w/ rule does not even raise a presumption that the statutory exemption is not available.

a. R147 and exemption itself cover only specific transactions, and not securities themselves.

b. Part of an Issue Concept or What should be considered “integrated”?  SEC uses case-by-case determination w/ the five integration factors (same asR502) to determine if intrastate offerings are integrated w/ other offerings, and the rule establishes a 6 month safe harbor for avoiding integration w/ out of state sales.

c. Resident Rqts – R147 retains come to rest concept and residency reqts.

1.  Come to rest concept is found in 147e as it prohibits all resales to nonresident purchasers w/i 9 months from the date of the last sale by the issuer.**

d. Doing business w/i:  

1. R147 provides that issuer must derive 80% of its annual gross revenues as well as 80% of its assets from activities/real property located within the state.

2. Also, 80% of net proceeds of the offering must be used in the state.

3. Principal office of issuer must be w/i the state.

e. Rule 147 is not available for use in transaction which though in technical compliance w/ rules, is part of a scheme or plan to evade registration compliance.  Also, Rule 147 applies solely to section 5, and does not limit antifraud or state law.

D. Foreign Offerings of US Securities.

1. General:  since the principal purpose of 1933 Act is to protect US investors, it will not make any objection to a US corporation making a public offering of its securities abroad, solely to foreign investors, w/o registration under the Act, as long as the offering is made reasonably designed to preclude redistribution of securities w/i the US or to American investors.

2. Regulation S – Offshore Offers and Sales.

a. General:  Section 5 does not apply to offers or sales of securities that occur outside of the US.

b. Factors to determine if outside the US:  locus of the offer or sale, absence of directed selling efforts in US, likelihood of the securities coming to rest outside the US, justified expectations of the parties to the transaction as to applicability of US securities laws.

c. Regulation S includes 2 safe harbors:

1. Issuer safe harbor – applies to offers/sales by issuers, securities professionals involved in distro process.

2. Resale safe harbor – applies to resales by persons other than issuer or securities pros involved in distro process.

d. Two general conditions apply to the safe harbors.

1. Must be made in an offshore transaction = no offers be made to persons in the US and buyer is located offshore at time of buy order.

2. No directed selling efforts in US = no conditioning of the market in the US for the securities being offered.

e. Offer, sale, or resale that meets all conditions of safe harbor are deemed outside of US and not subject to section 5, however, Reg S is not exclusive.

f. Regulation S is not available for use in transaction which though in technical compliance w/ rules, is part of a scheme or plan to evade registration compliance.  Also, Reg S applies solely to section 5, and does not limit antifraud or state law.

g. Foreign persons who engage in transactions involving securities of US issuers may be subjected to liability under fed securities law provided they use mail or interstate commerce.

E. “Secondary” Transactions.

1. ISSUE:  when must a person other than issuer be required to have securities registered under 1933 Act in order to sell?  Depends if seller is an underwriter per 2(11) b/c 4(1) exempts from registrations transactions by any person other than issuer, underwriter, or dealer.

2. Three ways in which a person can be a statutory underwriter:

a. Direct or indirect participation in a selling effort. Case of inadvertent underwriter 

1. SEC v. Chinese Consolidated –  court held that D, a not-for-profit group doing voluntary sales efforts, was underwriter w/i 2(1) b/c he was an essential cop in the public offering.  CA:  a newspaper editorial endorsing the bonds would make the newspaper an underwriter.  Ca to Ca:  matter of degree, incidental efforts probably not sufficient.

2. Foreclosure of Pledged Securities = selling activities of banks and other entities can create inadvertent underwriter status.  

A. SEC v. Guild Films – bank tried to foreclose on block of securities of Guild Films held as collateral.  Court upheld SEC move to block foreclosure b/c bank would be an inadvertent underwriter b/c despite acting in GF, the bank knew that the issuer had forbidden that the stock be sold, and to recover its loan, the bank would have to sell the stock = likely that distribution will occur.

b. Purchasing securities from an issuer or control person with a view to distribution.

1. View to distribution = whether the would-be underwriter lacked sufficient investment intent at the time of purchase.

2. Question becomes:  how do you determine the seller’s original intent at time he acquired securities?  Sale closely following the acquisition is strong circumstantial evidence that investment intent did not exist.

3. United States v. Sherwood.  Investment Intent and Two Year Holding Period.  Court rules that passage of two years from acquisition to commencement of distribution made it impossible to infer view to distribute as required to find D to be a statutory underwriter.

4. Two year rule of thumb for the holding period has been generally adopted by SEC in R144.  However, it is a rule of thumb, and b/c it arose in a criminal case w/ higher standard of proof reqt, it should not be relied upon as a safe harbor in civil cases.

c. Selling for an issuer or a control person.

1. IRA Haupt & Co.  Court held that the broker/dealer was a statutory underwriter b/c his handling the sales of securities on behalf of controlling persons was a distribution b/c it was a secondary offering of such large size as to shift from 9% of outstanding stock held by public to 46%.  Large infusion of privately held stock into the public market was a distribution, and not a day-to-day type trading transaction, thus dealer did not qualify for the section 4(4) exemption as unsolicited broker’s transactions.  [Insiders/control persons who sell large blocks of securities to public must have registration absent some exemption.**]

2. United States v. Wolfson:  Wolfson was selling unregistered shares of Continental Corp through his brokers.   He argued that he came w/i the 4(1) exemption b/c he was not an issuer, underwriter, or dealer.
a. Crt says 4(1) exempts transactions and not classes of people.  Further, the court says that the brokers were underwriters per 2(11) definition b/c they provided outlets for the stock of the issuers.  Wolfson was an issuer b/c he was considered a controlling person.

b. Wolfson also argued that brokers could not be underwriters b/c the sales fell w/i the 4(4) exemption for broker’s orders executed upon customer’s orders.  Crt said since the brokers had not solicited orders and were unaware at time that the transactions were part of an unregistered distribution, that the brokers were exempted.  But, Wolfson was not a broker, but a control person who could not use that exemption or else he would be able to gain from keeping true facts from brokers.  See R144g.   

3. Wheat Report documented the resulting uncertainty and lack of practical guidance which the case law gave to interpretations of 2(11) underwriter status and scope of 4(1) and 4(4) exemptions.  Wheat report recommended more helpful, objective guidelines and as a result the SEC adopted R144.

4. R144. Guidance for planning unregistered secondary transactions.

A. R144 clarifies who is an underwriter and thus defines the scope of  4(1) and 4(4) exemptions.  Points out the 4(1) exempts only transactions between individual investors w/ securities already issued; not to exempt distributions by issuers.

B. Safe Harbor – R144 is a safe harbor, thus not exclusive and can rely on pre 144 case law, but it is a high burden.

C. Restricted Securities = those acquired directly or indirectly from an issuer in a non-public offering, in a R504 transaction, or in any other transaction w/ the resale limits imposed by Reg D.

D. Affiliate/Non-affiliate status.

1. Affiliate status attaches to persons who directly or indirectly control, are similarly controlled by, or are under common control w/ the issuer.

2. R405 defines control as ability to influence directly or indirectly, management decisions.

E. Information Rqts – two ways to satisfy:

1. Companies subject to 1934 Act reporting rqts meet rqt if reports are up to date.

2. Companies not subject must make similar info publicly available.

F. Two year Holding Period Requirement.

1. Rule imposes a two year holding period on all affiliates/nonaffiliates who have purchased restricted securities from issuer and who choose to resell w/o filing a registration statement.

2. Holding period computed:

a. When obtained by way of stock dividends, splits, or conversions = acquired when original security was purchased.

b. Purchase w/ cash = day of purchase.

c. Purchase w/ promissory note = day full payment is made on note or installment K.  But full payment is made when promise is secured.

d. Gift – securities obtained by gift are treated as having been acquired by donee on date that the donor acquired them.

3. 144g establishes a tacking of holding periods for successive holders who are not affiliates of the issuer; has effect of shortening the holding period for the nonaffiliated downstream purchaser.

4. Even beyond the expiration of the two year holding period, R144e1 places restrictions on all sales made by affiliates in terms of volume limit on sales w/i a 3 month period.

5. Once the 2 year holding period expires, the same volume limits apply to nonaffiliated; however, R144k eliminates the resale restrictions when the securities have been beneficially owned by the nonaffiliate for at least 3 years prior to sale.

G. 144g further defines the scope of section 4(4)’s brokers’ transaction exemption.  The broker’s activity must be limited to the execution of the order or orders to sell as agent for the person selling.  Broker may not solicit customers’ orders to buy!!  Three exceptions to 144g’s solicitation ban are available.

H. 144h requires filing of notice w/ SEC of R144 sales on Form 144.

5. Section 4(1 ½) Exemption.

A. General:

1.  Registration exemptions for non-issuers:  4(1) exempts transactions not involving an issuer, underwriter, or dealer.  4(4) provides an exemption for unsolicited broker’s transactions.  

2. 4(2) nonpublic offering exemption is limited to transactions by issuer, thus not available to downstream sales.

3. Thus, issuer can privately place securities w/ B, but A cannot place w/ B until two year holding period of R144 is run.  A should be able to take advantage of similar exemption as issuer b/c of 4(1) but only if meet the rationale reqts of 4(2):  purchaser’s access to info and ability to evaluate info.

B. Section 4(1 1/2) available to affiliates of issuer and applies equally to nonaffiliates.

C. Elements of 4(1 ½):  most useful to purchasers of securities sold in a private placement who cannot rely on 4(1) or R144.

1. Knowledge:  Purchaser must have access to current info about the issuer similar to that found in reg statement.  Thus, although issuer is not involved in transaction directly, he must be willing to make info available.

2. Sophistication:  Purchaser must meet 4(2) qualifications:  sophistication reqts per 4(2) for unaccredited investors, no sophistication reqt for accredited investors per R506.

3. Any general solicitation of purchasers will destroy the 4(2) exemption will also be fatal to 4(1 ½).

4. If too many 4 (1 ½) sales take place w/i given time frame, it is possible that a distribution will be found to exist – distribution depends on whether offerees need info/protection of Act -- thus it could be said that seller was participating in distribution and exemption is unavailable.

6.  Rule 144a – permits unlimited resales of securities that have never been registered, so long as all sales are made to a specific class of large institutional investors.

A. Exemption covers sales to “qualified institutional buyers.”  Defined as any institution (banks, S&Ls, insurance companies, employee benefit plans) that own more than 100 million worth of securities of unaffiliated issuers.

B. Only applies to sales of securities of a class that is NOT listed on stock exchange or OTC system.

C. Information Rqt:   purchaser must receive from issuer a brief statement of nature of business and certain financial statements.  CA:  unnecessary b/c institutional investors are presumed not to need protection.

F. REORGANIZATION AND “NO-SALE” TRANSACTIONS.

1. R145 makes solicitation of SH votes for approval of a merger, sale of assets, or reclassification of securities a “sale” w/i 2(3), thus requiring registration under 1933 Act.  

2. To coordinate it w/ the proxy solicitation rqts of 1934 Act, SEC adopted Form S-14 to coordinate the information rqts.  S-14 satisfies both the rqts for filing a proxy statement and information statement/prospectus.

3. R145a provides there is sale or offer to sell when a plan for reclassification, merger, consolidation, or transfer of corporate assets in exchange for securities of another issuer is submitted to SHs for vote or consent.  Exception:  when sole effect of reorganization is change in issuer’s domicile or state of incorporation.

4. Thus, any oral or written communication designed to influence SH voting will violate gun jumping prohibitions unless a reg. Statement is filed.  Pre-filing publicity must comply w/ R135.  

5. Prospectus rqts of 1933 Act also apply to solicitations of SH votes.  In addition to general 1933 exceptions, R145b excepts from prospectus definition:  issuer’s name, name of persons whose assets are to be sold, description of business, etc; this information is exempted from gun jumping; also exempted is 1934 Act’s proxy disclosure and filing rqts.

6. 145c imposes 1933 Act obligations on any party to a transaction covered by R145a, other than issuer.  Parties to a R145 transaction are deemed to be engaged in a distribution and thus are underwriters per 2(11).

7. 145d excludes certain downstream sales from those which create underwriter status under 145c.

8. Other Exemptions:

a. Section 3a9 exempts voluntary exchanges between the issuer and its existing security holders provided there is neither direct or indirect remuneration paid for solicitation efforts.

b.  3a10 exempt certain types of judicially or administratively approved business reorganizations.  3a7 exempts certificates issued per court order under bankruptcy.

9. When securities issued in a corporate combination are not registered under 1933 Act b/c of an exemption, downstream sales may trigger the registration rqts, unless the downstream sales are themselves exempt.  

a. B/c of 144d1’s two year holding period rqt, any R145 transaction must be registered on S-14 where securities so issued are to be traded by the downstream recipients in such a large amount as to constitute a distribution.

b. W/O this rqt, a shell company could give shares to a PHC for nominal consideration, and then the PHC would spin off the shares to its SHs, who then would actively trade the shares w/ no information available to investing public.

c. SEC v. Datronics Engineers – Violation of 5, sale of unregistered securities.  Datronics would merge its subsidiaries or create a new company for the purpose of merging w/ a private company.  For its efforts, Datronics would receive or retain a portion of the corporation stock for a nominal sum per share.  None of the share were ever registered.  Datronics argued that this was not a sale but a dividend parceled out to its SHs.  Crt concludes that disposition of a stock is a sale.  Also, Datronics was an underwriter who acquired the stock w/ a view towards distribution, thus violating sect. 5.

G. CIVIL LIABILITY FOR UNREGISTERED OFFERINGS.

1. Failure to Register – Section 12(1).

a. 12(1) provides a right of rescission for purchaser against sellers who sold a security in violation of Section 5, eg relied on failed exemption; to include exemptions which fail b/c of immaterial failure to comply w/ terms of exemption.  But:  R508 says failure to comply w/ insignificant term will not destroy exemptions under Reg D.

b. Issue:  what can an issuer do if it discovers it has inadvertently made an offer that should have been registered under 1933 Act?  Meyers v. C&M Petroleum.

1. Case of company selling mineral interests in oil and gas leases w/o registration statement per 1933 Act and Georgia state Act.  Company issued letter to purchasers offering to repurchase the securities, if they accepted offer w/i 10 days.

2. Crt says that this offer would constitute a waiver by purchasers of their right to pursue a cause of action against D.  But, Section 14 of 1933 Act expressly prohibits a waiver.

3. On the other hand, courts have recognized and permitted estoppel where seller/issuer made an unconditional offer to repurchase w/o imposing any 10 day limitation on acceptance of offer.  CA:  Sect 14 says “any condition” to waive is void, thus estoppel is also prohibitted.

2. Material Misstatements and Omissions.

a. Section 12(2) creates a private right of action against sellers who make material misstatements or omissions in connection w/ sale of securities.  Sct in Gustafson v. Alloyd limited the use of the remedy to public offerings.

b. Gustafson issue:  whether 12(2) cause of action extends to private, secondary transactions on the theory that recitations in contract for sale or purchase agreement are part of “prospectus”.

c. Held – No, term prospectus relates to public offerings by issuers and their controlling SHs.  Contract for sale was not held out to public and thus not a prospectus.  Despite the fact that 2(10) broadly defines prospectus to be any written offer to sell, section 10 sets forth further statutory prospectus rqts.  Thus 12(2) action must satisfy narrower rqt.

d. Plaintiffs who have been induced to purchase securities outside the context of an offering by prospectus, must resort to the implied remedy under R10b-5.

e. Gustafson does not apply to 12(1) actions, thus 12(1) remains available to transactions which violate 5 of 1933 Act.

8.  The Jurisprudence of Rule 10B-5.

A. Elements of a Violation.

1. Basic features of 10B-5:  

a. It applies to any and all purchases or sales by any person of any security.

b. It is an antifraud provision.

c. It is worded as a prohibition; there is no express liability for a violation, but courts provide damages ala tort law.

      2. Elements of 10b-5 Claim:  Plaintiff must show:

a.  fraud or deceit**

b.  by any person

c.  in connection with

d.  the purchase or sale

e.  of any security

3. Element 1 – “Fraud or deceit”

a. Ernst & Ernst v. Hochfelder.

(1) Case of Ernst & Ernst alleged to have aided and abetted fraud by failing to conduct a proper audit of the First Securities Company.  

(2) Issue:  whether a private cause of action for damages will lie in 10b-5 w/o allegation of scienter – intent to deceive, manipulate, or defraud.

(3) Held:  in order to establish a valid claim for damages under 10b-5 it must be proven that D acted w/ scienter; negligence it not enough.

(4) Rationale:  language of section 10b of manipulative or deceptive strongly suggests Congress intended more than negligence and nothing in legislative history suggests otherwise.

(5) CA:  intent of 1934 Act was to protect investing public regardless if it was intentional or unintentional harm.

b. Aaron v. SEC – Sct held that the scienter standard applies under 10b-5 regardless of whether the action is brought for private damages or an enforcement action/injunction by SEC.

c. Issue:  whether scienter means intent to deceive or if recklessness is enough?

(1) Issue is undecided at Sct level, but most circuits have held that recklessness is sufficient; eg Sunstrand (7cir) and Hackbart (10th cir). Issue:  Scienter.  Strict:  intent to deceive; Liberal:  making statements in reckless disregard of truth.

(2) Problem w/ recklessness standard is that it is not an easy, bright line test; recklessness is a matter of degree.  Recklessness in the CL of fraud was analogized to gross negligence; but the 3d cir in Mclean seems to say the standard is a complete indifference to the truth or falsity of statements made, which is more really more than gross negligence.

d. Issue:  Pleading and proving scienter:  what allegations must be made in compliant to withstand motion to dismiss?

(1)  FRCP 9b requires fraud be pleaded w/ particularity.

(2) 2d Cir case of O’Brien v. National Property required a pleading of facts to at least give rise to a strong inference of fraudulent intent.

(3) Private Securities Litigation Reform Act of 1995 adopts 2d cir view.

4. Element 2 – “Upon or by any Person”

a. Hooper v. Mountain States.  Issuance by a corp of its own stock was a “sale”

(1) Issue:  whether a corporation misled by fraud in issuance of its stock in return for spurious assets is a seller?

(2) Rule:  10b-5 plaintiff must have been either a purchaser or seller of the securities that form the basis of the deceptive conduct.

(3) Held:  corporation was a seller b/c:

(a) ***Not limited by protection of investor intent:  seller or purchaser need not be an investor to be w/i scope of intent of rule which also covers in public interest.

(b) “Person” encompasses corporations per definition in 3a9.

(c) Sale?  Defined to include otherwise disposed of:  Before the transaction, corporation had 700k shares, after it had zero thus it disposed of them.

b. US v. Naftalin:  Sct held that while protection of investors was primary objective, another objective was to promote high standard of business ethics, thus sale which only affected brokers was subject to 17a1 action.

5. Element 3:  “In Connection With”

a. Superintendent of Insurance v. Bankers Life & Casualty.  Case of shareholder using corporation assets to buy all of corporations stock.

(1) Issue:  whether 10b-5 action lies?

(2) Held:  Yes, 10b must be read flexibly, not restrictively, and is not limited to preserving integrity of securities markets, but also includes face-to-face transactions.  Although, 10b is not meant to regulate internal corporate mismanagement.

b. Ketchum v. Green – fraud in procuring P’s votes for election of directors was NOT in connection w/ P’s right of redemption of shares after winners removed P.

c. SEC v. Texas Gulf Sulphur – any statement reasonably calculated to affect the investment decision of a reasonable investor will satisfy the in connection w/ rqt even if D was not a purchaser or seller.

6. Element 4 – “The Purchase or Sale”

a. SEC v. National Securities.

(1) Issue:  is the exchange of old stock for new stock in merger constitute a “purchase”?

(2) Held:  b/c an alleged deception has affected the SH’s decisions in a way not at all unlike that involved in a typical cash sale or share exchange, the antifraud provisions of 10b would be furthered by extending its coverage to this situation and thus stock exchange in merger is a purchase.

b. International Controls Corp v. Vesco – spin-off held to be a sale and ICC a seller b/c distribution of securities had effect of eroding ICC’s asset base thus adversely affecting ICC’s creditors, which were entitled to anitfraud protection of 10b like SHs.

c. BUT:  Penn Central Securities – an exchange of shares or merger w/ a shell company that is undertaken merely for corporate restructuring held not to be purchase or sale.

d. Rubin v. US – Sct held that a pledge of securities was a sale w/i 2(3), thus probably a sale for 10b.

7. Element 5 – “Of Any Security”

a. 10b-5 applies to any security, whether publicly traded or not, or registered or not, CHC or PHC.

b. CA:  Trecker v. SCAG; J.Posner concurring:  Congress did not intend to displace state substantive law on fraud and state court jurisdiction when it enacted 10b, did not intend it to cover local disputes between local residents, just b/c they used the mail system.

B. Liability for Antifraud Violations.

1. Governmental Sanctions.

a. Section 32 of 1934 subjects D who violates antifraud provisions to criminal prosecution.

b. If violator is broker-dealer, its registration may be revoked/suspended by SEC.

c. Section 21d1 authorizes SEC to seek injunctive actions.  Currently, judicial attitude in granting injunctions is that SEC must show past violations as well as realistic likelihood of recurrence.

2. Implication of a Private Right of Action.

a. No express private right of action is given to a person injured by a violation, but Kardon v. National Gypsum held that notwithstanding the lack of an express provision, 10b-5 implies one by not expressly denying it, because it could be otherwise found to exist in the basic principles of tort law.

b. Sct in Superintendent of Insurance seemed to accept the implied right of action under 10b-5 in a footnote, but since 1979 has adopted a more negative attitude.

c. The Sct more specifically established its rationale for the availability of a private cause of action under section 14 in 1964 in JI Case v. Borak.

Sct held that rule 14a-9 created a private cause of action since private enforcement of proxy rules provides a necessary supplement to SEC action w/i remedial purpose of 1934 act.

d. Recent decisions have undermined the implied private action in federal securities law.

(1) Touche Ross v. Redington – Sct refused to imply a private right of action under record-keeping rqts of 17.

(2) Ernst & Ernst v. Hochfelder – limited cause of action to require scienter, disallowing negligence.

e. An alternative to implying a private right of action from tort law or statute itself, is to imply a right of rescission from 29b which provides that a k made in violation of 1934 act is void.  Regional v. Financial:  rule of 5cir is taht a private cause of action can be founded upon 29 for rescission; right of rescission allows an innocent party to protect himself.

3. Overlap with other Provisions.

a. SEC v. National Securities – 10b-5 action may be brought where the misstatement is covered by another, more specific, section 14.

b. Herman & Maclean v. Huddleston – Sct held that express remedies under 11 for misstatements in registration materials and implied R10b-5 are cumulative.

4. Statute of Limitations.

a. Lampf rule:  although 10b-5 does not contain a SoL for implied remedy, Sct adopted the analogous period of one year from discovery (or when reasonable discovery should have been made) and the action may not be brought more than 3 years after the transaction in question.  No tolling.  CA:  frustrates purpose of using 10b in protecting defrauded investors.

b. Dodds v. Cigna – crt held that when an investor is provided a prospectus that discloses that certain investments are risky and illiquid, she is on notice for purposes of SofL.  Standard:  would a reasonable investor of ordinary intelligence would have discovered the fraud.  CA:  Real burden on investors is discovering the violation w/i prospectus.

5. Standing to Sue.

a. Blue Chip Stamps – Sct held that in order to have standing for 10b-5 action, must be either a purchaser or a seller of the securities in question.

b. A person who was forced to exchange securities for cash or other securities in connection w/ a merger was a forced seller and thus had standing.

6. Persons Liable.

a. Central Bank v. First Interstate Bank – Sct holds that civil liability for aiding and abetting was NOT permitted under private 10b-5 actions.  Limited by its facts to private actions.

b. Private Securities Reform Act of 1995 provides that aiding and abetting action is allowed in an SEC action also.

c. Joint and Several Liability.

1. Reform Act provides that a D in a private fraud action is J&S liable for full amount only if trier of fact specifically determines that he knowingly committed a violation of the securities laws.

2. Exceptions to limitation:

a. All Ds are J&S liable to any individual P who has a net worth of less than 200k and is entitled to damages exceeding 10% of her net worth.

b. If any D cannot pay their share of the damages due to insolvency, each of the other Ds must make an additional payment to make up the shortfall.

d. Contribution.  Private Securities Reform Act of 95 creates an express right to contribution under the antifraud provisions of 1934 Act and reqd that actions for contribution be brought w/i 6 months of entry of judgment in underlying action.

7. Responsibilities of Attorneys and Other Professionals.

a. Elements of the Obligation.

1. SEC v. National Student Marketing Corp –crt held that attys violated their duty to speak out concerning the obvious materiality of the misleading information and stopping the merger from closing w/o disclosure of the info and a new vote from the SHs.  Breach of duty to speak violated plus their silence lending appearance of legitimacy to merger.  CA:  Liability for Aiding and Abetting not permitted per Central Bank.  Ca to CA:  Central Bank limited by its facts to private cause of actions not SEC.

2. SEC position in National Student Marketing was that lawyer has an obligation to speak out to the SEC.  CA:  Lawyer is barred from making such disclosures by PR.

a. MR 1.16 – L may withdraw from representing C if C persists in COA involving L’s services that are criminal/fraudulent.

b. MR 1.6 – L may reveal info relating to C only to prevent criminal act likely to result in imminent death or substantial bodily harm.

3. SEC v. Frank – crt issued injunction preventing atty from making further misrepresentations about company business.  Crt rejects L as scrivener argument.

a. L cannot assist in circulating a statement w/ regard to securities which he knows is false.  If he is furnished w/ info which a non-expert would recognize as false.

b. But, unreasonable to hold a L responsible for complex chemical process into understandable English b/c of his failure to detect falsities in technical reports.

4. Section 10A of 1934 Act makes accountants who audit financial statements of PHC to detect illegal acts and id material transactions to financial statements and report them to mgt, board, and finally to SEC until appropriate action is taken.

b.  SEC Administrative Sanctions.

1. Touche Ross v. SEC – Rule 2e adopted pursuant to section 23a1 of 34 Act is a valid exercise of Commission’s rulemaking authority and w/i their jurisdiction as a procedure to protect the integrity of its own process.  Because of primary jurisdiction doctrine, accountant/Ds must exhaust their admin remedies w/ SEC before seeking judicial review of their claims.  Judicial review of final agency action is available.

2. Kivitz v. SEC – (DC Cir)crt of appls reversed the disbarment of a lawyer; b/c disbarment of lawyer was not a matter to which courts had to defer to agency b/c it was not an area of special knowledge for agency but for court.

3. Emanuel Fields – SEC ruling disqualifying permanently a lawyer from SEC practice based on the fact that SEC had higher standards than NY bar.

4. In Re Keating – SEC requires a law firm to adopt procedures to ensure that disclosure documents filed w/ SEC include all material facts about a client of which it has knowledge.  CA:  Commission’s efforts to protect investors by articulating and enforcing PR standards for attys is contrary to adversarial system of legal representation.  Prosecutors should not be able to discipline defense attorneys.

5. Section 15c4 of 34 Act – allows SEC to issue an order requiring person to comply w/ or take steps to effect compliance w/ sections 12, 13, or 14 of Act if that person is “cause” of company failing to comply w/ disclosure provisions of those sections.  Issues:  materiality; negligence or recklessness reqd?; if not legal malpractice then should be ok or is there an expansive scope of lawyer responsibility as indicated by ALJ in George Kern action?

c. Civil Liability.

1. Barker v. Henderson – 7th Cir holds that for a law or accounting firm to be civilly liable for fraud, must prove scienter, and mere silence by firms cannot be used to infer scienter (eg firm must have known of misstatement, but did not say anything, thus must have necessary mental state) expands scope of liability authorized in Ernst & Ernst.

2. Scope of L’s obligation to disclose wrongdoing or misstatements by his client to parties on other side of transaction:

a. Breard – 2d Cir held that L’s failure to include info could give rise to inference of recklessness.

b. Molecular Technology Corp – 6th Cir held that L could be liable for misstatements of which he was aware.

c. Schatz – 4th Cir L could not be held liable for failing to disclose his client’s misstatements of which he was aware.

d. Goodman v. Kennedy – CAL Sct held that L who negligently advised clients that they could sell certain shares in a company they controlled, w/o jeopardizing the Reg A exemption, could not be liable to purchasers/3rd parties of shares for losses suffered when SEC suspended exemption.  Rationale:  Undue burden on legal profession; would prevent L from devoting energies to client’s interests, diminution of quality of legal services.  CA:  Damage to 3rd parties was reasonably foreseeable and caused by negligent act, should be liable like others.

e. Bily v. Arthur Young – CAL Sct held that accounting firm could not be held liable to persons other than its clients.

8. Causation and Burden of Proof.

a. Causation.  Courts require suit under 10b-5 alleging damages to show:

1. Transaction causation – the fraud caused the P to enter into the transaction.

2. Loss causation – that the transaction caused loss to the plaintiff.  No hurt, no tort.

3. Misrepresentation causation – that the loss was a result of the facts which were misrepresented by the D.

(a) Bastian – J.Posner/7th Cir held that Ps must allege the cause of the transaction’s turning out to be a losing one in addition to cause of their entering into the transaction.  Rationale:  if same type of oil and gas investments run by honest men were losing money, then all that happened when P invested in fraud transaction was to change the place of loss, not the time or amount of the loss.  If P would have lost the investment regardless of the fraud, any award of damages would be a windfall.

(b) 1995 Congress adopted J.Posner standard in Bastian in section 21D(b)(4) of 34 Act.

b. Burden of Proof.  Sct in Herman & Maclean v. Huddleston held that Ps must prove their case by preponderance of evidence.

9. Extraterritorial Jurisdiction.

a. Antifraud provisions of securities laws extend to:

1. sales to US persons residing in the US whether or not any significant acts occurred in the US.

2. Sales to US persons residing outside the US if acts in the US contributed significantly to their losses; and

3. Sales to foreigners outside the US only if acts in the US caused their losses.

b. Zoelsch v. Arthur Anderson – DC Cir held that activities w/i the US that are merely preparatory to the actual fraud are clearly insufficient to confer subject matter jurisdiction.  No effect felt in US and transaction occurred outside of US.  Merely preparatory is when conduct here did not directly cause the losses elsewhere.  

1. Test is that jurisdiction is appropriate when the fraudulent statements originate in the US, are made w/ scienter and in connection w/ the purchase or sale of securities, and “directly” cause the harm to those who claim to be defrauded, even if relaince and damage occur elsewhere.  That domestic conduct constitutes the elements of the 10b-5 violation.  

2. CA:  other circuits test is domestic conduct was in furtherance of a fraudulent scheme and was significant w/ respect to its accomplishment.

c. Securities Acts provide that an agreement by a party to waive their provisions is invalid.  May parties agree that any dispute between them will be governed by law of another country/choice of law clause constitute such a waiver?  Bonny v. Society of Lloyd’s – 7th Cir held that choice of law clauses are presumptively valid per Sct decision in M/S Bremen v. Zapata unless unreasonable b/c a result of fraud or undue influence; selected forum is gravely difficult and inconvenient which would deprive party of day in court; or if enforcement would contravene a strong public policy.  7th Cir held that P did not meet unreasonable rqt.

9.  INSIDER TRADING.

A. Liability under Section 16.

1.  General.

1. Insider trading – trading by corporate officers and others who have info not available to other investors.

2. Section 16 requires officers, directors, and 10% shareholders of those companies to file reports w/ SEC when they purchase or sell any securities of the company, and imposes civil liability on them for any profits realized on a purchase and sale w/i a 6 month period.

3. 16 does NOT prohibit officers, directors, and 10% SHs from trading in stock of their companies; it simply authorizes the company to recover the profits realized from such trading.  Thus, the SEC has no enforcement responsibilities under 16.

4. Section 16.

a. Securities covered per 16a?

b. Standing?  SH must make demand upon directors before suing, directors have 60 days to decide whether to bring suit.  If corp does not act or refuses to act, any SH of record may file a derivative suit and is entitled to atty fees on theory that corporation should pay for value it received.

c. Person covered?  Officer, director, 10% SH?

d. Purchase or sale?

e. Timing?  Six months = period of less than six months, thus 2 transactions occurring w/i exactly 6 months of each other are not subject to 16.  Crts have defined the six month period as taking the date on which the stock was purchased, finding the corresponding date six months later, and then subtracting one day to determine the date on which the 6 month period terminates.  Purchase or sale = when became irrevocably obligated.

f. Profit?  Someone who sells stock and subsequently repurchases the amount sold for a lower price w/i a 6 month period realizes a 16b profit.

5. Smolowe v. Delendo – 16b disgorgement of short swing profits action.

a. Does liability only result for profits from a proved unfair use of inside information?  No, it would put an absolutely impossible burden on Plaintiffs to prove existence of intention or expectation to sell the security w/i six months of buying it, thus objective standard of buy/sell w/i six months was adopted.  Due to remedial nature of 16, no injury need have resulted to issuer.  CA:  “Pragmatic” approach:  crts will exclude transactions in absence of speculative abuse.

b. Method of computing the “profit” from buy/sell w/i 6 months.  B/c statute is remedial in purpose, the only way to ensure that all possible profits can be surely recovered is:  lowest price in, highest price out – within six months.  Match the lowest purchase price against the highest sales price w/i that period.  CA:  this imposes liability for excess profits beyond actual profits which is punitive and thus contrary to spirit of 28a which limits to actual damages.

2.  Persons Subject to Liability.
a. Officers and Directors.

(1) CRA Realty v Crotty – it is the actual duties at the time of the short-swing trading, especially his access to inside information – rather than the corporate title – that determine whether employee is an officer w/i 16b.  Case of vice president held not to be officer despite title b/c of lack of access to inside information.  CA:  plain language of 16b includes officers of which a vice president should be presumed to be.

(2) 1991, SEC adopted new rules 16a –1f which endorsed the Crotty opinion while including specifically financial officers, vice presidents etc as officers, but still saying that duties of employee control.

(3) Whiting v. Dow Chemical Company – 

a. Issue:  does a director profit when he buys his stock and wife sells her stock w/i the six month period?

b. RULE:  transactions w/ securities owned by the spouse of an insider fall w/i 16b when the insider had received benefits substantially equivalent to ownership by reason of his spouse’s holdings or when the insider has the right to revest title to such shares in himself.

c. Analysis:

1. Husband simply buys stock and puts it in wife’s name while H retains exclusive control?  

2. Beneficial Ownership?  

a. Crt says that where insider indirectly benefits from the dividends though he does not own the shares, insider is beneficial owner b/c he would be tempted to pass on insider info to holder of stock which he himself benefits.  While exclusive control was not present, H & W had a common plan, jointly managed by them.

(4) Deputization As the Basis of Insider Status-  Feder v. Martin Marietta – crt acknowledges the deputization theory where a PS has profited from short-swing transactions in a corporation’s stock and has designated one of its partners to sit on that corporation’s board, the PS is deemed to be a director.  Deputization was found in this case b/c PS representative was the CEO of corporation’s board, thus though no actual proof of communication of insider info, potential for abuse was real given these facts.  Mere presence of interlocking director not enough to create 16b deputization, need to do case-by-case analysis.

(5) Effect of Resignation -- director or officer must file report w/ respect to a transaction which took place after he ceased being a director or officer if it occurs w/i 6 months after the last transaction effected while he was a director or officer. R16a-2a.

* A transaction which occurs before the person becomes an officer or director cannot be matched w/ a subsequent transaction which occurs after the person has attained that status.  R.16a-2a.

b. 10% Shareholders.

1. Definition of equity security.

a. 3a-11 define equity security to include “any security convertible, w/ or w/o consideration into an equity security”.

b. Chemical Fund v. Xerox Corp – 2d Cir holds that convertible debentures are not a separate class of equity security for section 16 purposes.  The 10% beneficial ownership threshold for 16 reporting is computed w/ regard to the underlying security assuming “full dilution” of the underlying security which would result from exercise of all conversion rights.  This includes warrants and conversion rights as well. 

= 16 does not apply to holder of convertible debentures whose possible equity position following full conversion of its debentures to common stock would be less than 10% of that class of outstanding equity stock.

c.  SEC rules codify 2d Cir decision by classifying convertible securities as derivative securities and by providing that they and their underlying securities to which they relate are deemed to be of the same class of securities.  R16a-1c, 16a-4a.

3.  Transactions Giving Rise to Liability – Purchase or Sale?

a. Bernard v. Mcdonough – Crt holds that options are considered w/i definition of sale b/c definition of any purchase or sale in 16b is not to be limited or defined solely in terms of commercial law or k rights but instead a transaction falls w/i 16b if it can reasonably be characterized as a purchase or sale if it is a transaction which can possibly lend itself to speculative abuse encompassed by 16b.  Thus options, conversions, and such are purchases/sales.

b. SEC rules provide that acquisition or disposition of an option, convertible security or other derivative security is deemed the equivalent of a purchase or sale of the underlying security, while the exercise of an option or conversion right is exempt from the operation of 16.

B. Liability under Rule 10B-5 for Insider Trading.

Section 16 is not an effective remedy against insider trading, thus SEC uses 10b-5 to deter intentional misuse of inside information.

1. Elements of the Violation for Insider Trading.

a.  The development of Rule 10b-5 in Insider Trading Cases.  CA:  R10b-5 contains no reference to insider trading.  People who trade on the basis of material undisclosed information about the issuer of the secuirites.
1. Cady, Roberts & Co. – SEC imposed disciplinary sanctions against a registered broker-dealer who directed his customers to liquidate their holdings in Curtis-Wright stock b/c he had advance knowledge of a dividend cut.  The broker was tipped by a corporate insider and he then tipped his customers.  The SEC said this conduct violated 10b-5 as a fraud upon purchasers.  SEC said that the duty to abstain from trading had 2 elements:

(a) 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.

(b) The inherent unfairness involved where a party takes advantage of such info knowing it is unavailable to those w/ whom he is dealing.

2. SEC v. Texas Gulf Sulphur Co. – 2d Cir held that corporate insiders who purchased stock on the open market w/ knowledge of a valuable mineral find that had not yet been publicly announced had violated 10b-5 b/c the info not disclosed at the time of the transactions would have been “material” to a reasonable person’s investment decision.  The fact that the insiders began purchasing stock and options raised a strong inference that they considered the info material.  

(a) RULE:  Disclose material info or abstain from trading.  

(b) Policy:  All investors should have equal access to rewards of participation in securities transactions.

3. Investors Management Co. – SEC Commissioners review of hearing examiner’s decision that respondents violated 10b-5 by selling or advising clients to sell Douglas Aircraft stock on the basis of insider information which was not available to the general public.

Test to determine if R10b-5 applies to insider trading case:

1. Was the information material?  Standard:  was info of such importance that it could be expected to affect the judgment of investors whether to buy, sell, or hold the stock and if info were generally known is would affect materially the mkt price of the stock.  Factors to consider:  degree of specificity, extent to which it differs from public info, reliability.

2. Was the info non-public?  Standard:  info is non-public when it has not been disseminated in a manner making it available to investors generally.  Rumors insufficient b/c not specific or trustworthy (eg not attributed to corp-informed source).

3. Was the person effecting the transaction an insider, or if not an insider but a ‘tippee’, did he know or have reason to know that the info was non-public and had been obtained improperly by selective revelation, etc?  = Awareness.  

a. Special relationship w/ the issuer is not a rqt.

b. Reason to know that material, non-public info came from corporate source is enough, actual knowledge not rqd.  Reason to know – look at surrounding circumstances.

c. Even remote tippees as indirect recipients can be liable under 10b-5 b/c section 16 does not reach them, so 10b-5 must be used.

4. Was the info a factor in the person’s decision to effect the transaction?  Standard:  where a transaction is effected by the recipient of info prior to its public dissemination, a rebuttable presumption arises that the info was a factor.

b.  Insider Information w/ regard to the intentions of another person to purchase or sell, or recommend the purchase or sale of that security = market transaction/market information.

1. Chiarella v. United States –

(a) Facts:  Chiarella was an employee of a printing firm hired to produce documents for various tender offers.  The target company’s identity was concealed in the galleys sent to the printer in an effort to maintain confidentiality.  Chiarella ided the target company by reading the other info in the material and purchased the target company’s stock and sold it at a profit after the tender offer was publicly announced.  Chiarella was indicted for 10b-5 violation that insiders possessing confidential info must either disclose or abstain from trading.

(b) HELD:  Sct held that in a market transaction, there was no duty to disclose based solely on possession of insider information, at least when that info was “market information” rather than fundamental information related to the issuer’s condition.

(c) Sct distinguished Cady, Roberts b/c that involved wrongfully obtained info from corporate insiders.  Distinguished Texas Gulf Sulphur by there not being a duty to disclose in this case, was in TX b/c they were insiders of corp.  Chiarella involved market info rather than info belonging to the target company.

(d) Sct did not decide the issue of conversion or misappropriation liability or whether a violation of 10b-5 can be based on breach of duty to the person from whom the insider obtained his info, eg printer duty to acquiring corporation.  

(1) This issue was decided by 2d Cir in Newman which ruled that stock trader in tipping the info tipped to him by investment bankers, he had assisted in breaching a fiduciary duty of confidentiality to the clients from whom the info was obtained. = 2d cir interprets Chiarella narrowly.

(2) SEC v. Materia – 2d Cir upheld SEC injunction in action similar to Chiarella facts based on misappropriation theory – r misappropriated tender offer info from client.  Thus Chiarella may only stand for the fact that the govt failed to properly id the basis for the duty to disclose, and may not mean that non-insiders never have a duty to disclose.***

2. Dirks v. SEC.

(a) Facts:  Dirks, a broker-dealer got inside information about fraud and inflated assets of Equity Funding from insiders who passed along charges of fraud.  Dirks was convicted of aiding and abetting violations of 17a and 10b-5 by repeating the allegations of fraud to investors who then acted on the info by selling their Equity Funding stock.  SEC concluded that where tippees regardless of their motivation, come into possession of material info that they know is nonpublic and came from an insider, they must either publicly disclose or abstain from trading.**

(b) Held:  Sct held that a tippee assumes a fiduciary duty to SHs only when the insider has breached his fiduciary duty to the SHs and the tippee knows or should have known that there has been a breach.  Insiders do not breach their fiduciary duty unless the purpose of passing on inside info was to obtain some personal or economic benefit.

(c) In Dirks, the insiders were motivated by desire to expose fraud; thus Dirks was not obligated to abstain from passing on the inside info disclosed to him.

(d) Dissent argued that public disclose or abstain rule should apply b/c everyone should have a fair shot.

3. Scope of Liability under 10b-5 for trading on nonpublic information:

(a) US v. Libera – scienter is met when a tipper knowingly breaches a fiduciary duty and it is not necessary that he was aware of trader’s intent to trade.

(b) SEC v. Lund – tippee becomes a “temporary insider” where the company source acted properly in disclosing information b/c of a pre-existing relationship between insider and tippee, thus temp insider has same duties as insider.

(c) SEC v. Musella – remote tippees cannot avoid scienter by consciously avoiding knowledge of where the info is coming from – eg not asking about confidential source of inside info.

(d) US v. Chestman – Chestman got inside tip from client who he knew was married to niece of family that owned supermarket chain that was target of tender offer by A&P supermarket.  Chestman bought shares of Waldbaum stock on inside info and doubled his money, and was convicted of violations of 10b-5 and 14e-3.

(1) 2d Cir en banc reversed the conviction under 10b-5 b/c govt did not show that Chestman knew of Client Loeb’s fiduciary duty to his family specifically; must show for 10b-5 that tippee knows the information has been improperly communicated.

(2) 2d Cir en banc upheld conviction under  R14e-3 as valid rule under SEC rulemaking authority to police fraud and to define it such that actual knowledge of the source of information is not a precondition to a violation.  14e-3 is powerful weapon in combating trading on nonpublic info in advance of a tender offer.

2. CIVIL LIABILITY.

A. General – Violation of 10b-5 can give rise to a private right of action by an individual who has been injured.  10b-5 does not prohibit insider trading, rather it prohibits actions which operate as a fraud or deceit on some person.  At common law the elements of “deceit” required to be shown by P were:

1. D made a false representation of fact; 2. With knowledge of its falsity; 3. And with the intention to induce P to act in reliance on the misrepresentation; and 4. That P had acted in reasonable reliance on the misrepresentation; and 5. Suffered damage as a result.

B. List v. Fashion Park Inc – 10b-5 rqts for deceit.

1. Facts:  Minority SH Lerner bought shares from plaintiff at a price of 18.50 and resold them 2 weeks later for a dollar a share profit during a time when majority SH of corporation was working on a deal in which Hat Corporation was to offer $50 per share to all minority SHs.

2. HELD:  Affirmed TC decision to reject plaintiff’s claim that he was damaged by D’s nondisclosure of the fact that he was a director of the Fashion Park Board and that the board had resolved to sell or merge the company.

3. Rationale.

a. Policy of 10b-5 precludes not only half truths told by the buyer which actually misled seller, but also the failure by buyer to disclose the full truth so as to put the seller in an unequal bargaining position w/ buyer.  Both are misrepresentations.

b. Misrepresentation must be material and must be reliance.

(1) Reliance Test – whether the misrepresentation is a substantial factor in determining the course of conduct which results in the loss. = Individual P must have acted upon fact misrepresented.  Policy is to certify that the conduct of the D actually caused the P’s injury b/c the aim of 10b-5 is to deter misconduct by insiders, not to establish investors insurance for outsiders.

(2) Materiality Test – whether a reasonable man would attach importance to the fact misrepresented in determining his COA.  Materiality encompasses facts which reasonably might affect the value of the corporation’s stock or securities.

c. B/c the TC concluded that P would have sold his stock even if he had known that D Lerner, an insider, was one of the buyers, Plaintiff did not meet the reliance test rqt.

C. Affiliated Ute Citizens v. US – Sct held that in a case involving failure to disclose, positive proof of reliance is not a prereq to recovery.  All that is needed is that facts withheld are material for reasonable investor. = Causation in Fact standard.

D. Requirements for cause of action when transactions take place on an anonymous market/stock exchange rather than face-to-face.

1. Joseph v. Farnsworth Radio & TV – P bought stock of D in stock exchange transaction and brought 10b-5 claim that directors of D had issued misleading financial statements.  TC held and CofAppls affmd that there must be some privity between vendor and buyer which was lacking here.

2. Shapiro v. Merril Lynch – 2d Cir held that P who bought Douglas stock in open market w/o knowledge of the material inside info were entitled to damages b/c D’s securities law violation was causation in fact per Affiliated Ute Citizens.  CA:  It was Corp’s bad financial condition that caused loss to these Ps;  Leads to Draconian Liability.

E. Damages.

1. Elkind v. Liggett & Myers – 2d Cir adopts disgorgement measure of damages to avoid Draconian liability:  (1)Any uninformed investor (where a reasonable investor would have either delayed his purchase or not purchased at all if he had the benefit of the tipped information) may recover any post-purchase decline in market value of his shares up until either he learns of tipped info or there is public disclosure of  it, BUT, (2) Limit his recovery to the amount gained by the tippee as a result of selling at earlier date and recovery (that is limited to gain by tippee) would be shared pro rata.

EG:  X sold 500 shares at $50 b/c of inside info.

        Y buys shares at $45 per share.

        Market declines to $40 per share after public disclosure of info.

        Y can recover difference between 45 and $40 subject to limit of $50k (10 x 500 = amount gained by tippee as a result of selling on earlier date)

CA:  Gain of the wrongdoer should not be a prerequisite to liability for 10b-5; total claims could exceed wrongdoer’s gain, limiting each claim to pro rata share of gain.

2. Moss v. Morgan Stanley – 2d Cir held that an open-market seller of a target company’s stock prior to the tender offer’s announcement does not have a 10b-5 claim against a non-insider tippee who purchased shares based on nonpublic material information obtained from the tender offeror’s investment advisor.  Crt thus rejects the idea of a non-insider’s duty to disclose to an open market seller based on Chiarella.

CHAPTER 10:  CORPORATE MISSTATEMENTS

General.

1. Any report, brochure, press release or other communication which misstates or omits a material fact may give rise to liability under 10b-5.  However, the corp must have acted w/ scienter in making the misstatement.

2. Financial Industrial Fund v. McDonnell Douglas – P failed to prove scienter in alleging failure to issue the special earnings statement at an earlier time.  Standard is that information must be available and ripe for publication; if there is no valid corporate purpose which dictates the info be not disclosed, an undue delay not in GF in revealing the facts can be deceptive, misleading, or device to defraud under 10b-5.

3. State Teachers v. Fluor – 2d Cir held that corp was not liable to SHs who sold stock after corp was awarded contract but before contract was made public as it was contractually obligated to withhold announcement.

4. Elkind v. Liggett & Myers – corporate pre-release review of the reports of analysts is risky, may be seen as implied representation that the info they have reviewed is true.  Misleading the public by implied approval of reviewed analyses must be avoided as well as tipping material inside info by correcting statements which it knows to be erroneous.

A. Civil Liability.

1. Key issue in whether a company will face civil liability for intentional misstatements in its published documents under 10b-5 is whether the court will permit SHs to bring class action.  Issues:  commonality of issues of law/fact, interpretation of reliance rqt, and determining the appropriate measure of damages.

RELIANCE RQT

2. Blackie v. Barrack – 9th Cir.

a. Reliance reqt is met in faceless market by proof of purchase and of the materiality of misrepresentations, without direct, subjective proof of reliance.

b. Reliance is met by proof of materiality coupled w/ the common sense that a stock purchaser does not ordinarily seek to purchase a loss in the form of artificially inflated stock.

3. Shores v. Sklar/Rifkin v. Crow – 5th Cir modified version of fraud on market is that proof of P’s reliance is rqd with material misstatements or omissions, but not prohibiting fraudulent schemes, acts, or practices.  

4. Basic v. Levinson (Sct) – Sct adopts the 9th Cir fraud on the market theory in cases involving affirmative misrepresentations.  Case involved misleading denials of preliminary merger negotiations.

a. Fraud on Market Theory – reliance rqt is met by showing that market price was affected by misstatement or omission and P’s injury is due to purchase or sale at the then fraudulently induced market price.  This theory establishes the presumption that P relied. 

b.  Reliance must be reasonable to support the common sense assumption, thus “bespeaks caution” doctrine may preclude reasonable reliance.

5. Eckstein v. Balcor – Fraud on Market theory requires an active market to be defrauded.  Issue:  what if securities are not publicly traded so that no mkt price?  Eckstein plaintiffs did not read prospectus, thus no reliance, no market price thus no fraud on market.  In alternative, Ps may be able to use:  

a. Fraud Created the Market Theory – undeveloped markets can provide a basis for the fraud on market presumption where the Ds knew that there would be no market (or that their securities would have been “unmarketable”) but for their scheme to defraud and investors relied on their existence.  Fraudulent scheme depicting the existence of a market which in fact would not exist upon full and accurate disclosure.

6. In re Apple Computer – (9th Cir). -  Truth on the market defense.

a. Truth on the Market Defense – if accurate information credibly entered the market and dissipated the effects of the misstatements, then the misstatements would not be actionable.

b. Other information disseminated by the press were absorbed by the market and did not affect the market price, thus rebuts the fraud on the market presumption of reliance.

c. This holding is limited to fraud on market theory cases, does not apply to 10b cases where individual reliance still must be shown, and it does not eliminate the duty of corp officers not to disseminate false or misleading statements.

7. 1995 Private Securities Litigation Reform Act – in order to combat strike suits and abusive and manipulative securities litigation where innocent parties were forced to pay exorbitant settlements, Congress enacted reforms to cut down abuse to include requiring losing side to pay atty’s fees and barring discovery by P’s atty while a motion to dismiss is pending.

MEASURE OF DAMAGES

8. Green v. Occidental Petroleum Corp – J. Sneed argues against the rescissory measure of damages and for the out-of-pocket measure.

a. Rescissory measure = permits a defrauded purchaser to place upon the D the burden of any decline in value of the stock between the date of purchase and the date of disclosure of the fraud even though only a portion of that decline may have been proximately caused by the D’s wrong.

b. Out-of-Pocket measure of damages – recovery is fixed at difference between purchase price and the value of stock at the date of purchase, the difference is proximately caused by the misrepresentations of the D.  Spread between the price and the value at the date of purchase will vary for Ps who buy on different days before disclosure.

c. Out-of-Pocket measure permits a recovery by purchasers who sell for a price greater than they paid for the stock, can recover even thought they ultimately sold the stock for more than they paid for it.  Wrongdoer should compensate the purchasers for these losses no longer recoverable from the market.

9. 1995 Private Securities Litigation Reform Act – modified damage calculation by limiting the recovery by any P to difference between (a) the price paid or received by P on his purchase or sale, and (b) the mean trading price of the security during the 90-day period following the dissemination of corrected information.

Chapter 12:  “SELF-DEALING”

A. Corporate mismanagement/self-dealing where directors or controlling shareholders of a corporation cause the corporation to enter into a transaction with them.  10b-5 may apply where those persons are alleged to have defrauded the corporation.

B. Ruckle v. Roto American Corp – withholding material info from remaining directors by majority directors in connection w/ stock issuance to them constituted a fraud on the corporation.

C. O’Neill v. Maytag – although alleged acts might be a breach of fiduciary duty under state law, no cause of action under 10b-5 is present unless there is an allegation of facts amounting to deception.

D. Pappas v. Moss – Ds argue that as directors of corporation, they all knew of true facts, therefore there could not be a deception on the corporation b/c they represent the corporation.  Crt held that corporate entity was victim of fraud and independent SHs were standing in place of the defrauded corporate entity at time resolution was passed.

E. Santa Fe Industries v. Green – Sct,  Claim by SH who was frozen out by majority in a merger.  P claimed that since the cashout price was low, the transaction operated as a fraud or deceit on him w/i 10b-5.  

1. Sct ruled that in order to state 10b-5 claim, P must show an element of deception.

2. Because most state corporate law do not provide a cause of action for breach of fiduciary duty in freeze out, to provide a 10b-5 action w/o deception would impose a higher standard than state corp law and federalize corp law.

3. Standing alone, a breach of fiduciary duty is not a securities law violation.**

F.  Goldberg v. Meridor
