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I. Context of Securities Regulation
A. Taking a Company Public
1. Phases:

a. Distribution process – issuer places shares in the hands of public for purpose of raising capita
i. Transfer of securities: issuer ( lead underwriter for underwriting group ( selling group ( public

ii. regulated primarily by ’33 Act
1. disclosure based

2. note: must be member of self-regulatory organization (SRO); exchange or NASD
b. Secondary trading – trading in the after market

i. Primarily regulated by ’34 Act—disclosure/substantive 

ii. Exchange trading—must be listed on an exchange

1. stock exchange adds: fungibility, liquidity

2. transaction:

a. buyer ( broker ( floor trader ( specialist

b. seller ( broker ( floor trader ( specialist

iii. over the counter (OTC) trading 

1. market maker = carries his/her own profile of securities and advertises that at any time willing to buy/sell at particular price

2. transaction:

a. buyer ( broker ( market maker

b. seller ( broker ( market maker

2. Pros/Cons of Going Public

a. Pros:

i. money

ii. liquidity

iii. prestige/advertising

iv. morale

b. Cons:

i. expense of regulation

ii. expense of further compliance with federal securities laws

iii. fish bowl / competitive effect

iv. adjustment in control

v. exposure to takeover

vi. liability

B. Functions of Securities Firms

1. Underwriting

a. kinds of underwriting arrangements

i. firm – underwriter purchases securities from a company and then attempts to resell the securities to the public; managing underwriter receives a fee for its best efforts, paid out of proceeds of sale

ii. best efforts – agrees to use its best efforts to sell an agreed amount of securities to the public; less risk to underwriter

iii. standby – used in rights offerings; company directly offers its security holders the right to purchase additional securities and underwriters agree to purchase any securities offered to existing shareholders but not purchases by them

b. considerations in selecting the managing underwriters for an IPO

i. analyze company from underwriter’s perspective

ii. know standards of underwriter

iii. further considerations:

1. reputation

2. quality of underwriting group

3. distribution strength

4. chemistry b/w underwriter and company management

5. mix of retail/institutional customers

a. institutions: prone to “herd” instinct – may not hold shares as long as retail customers

b. retail: more stable – hold stocks longer

6. post-offering market support

7. quality of analysts

8. additional capital

9. continuing advice

2. Acting as Dealer, Broker, and Market Maker

a. broker = agent who acts on behalf of someone else; firm buys/sells for an intermediary, instead of taking title for itself (confusing b/c included in §2(a)(12) definition of dealer)

b. dealer = principal who acts on his/her own behalf (i.e. market maker may act of own behalf); refers to firm who buys/sells for its own account – takes title when buys and gives title when sells

c. broker-dealer = acts as each, but depends upon situation in which working

d. market maker = a dealer that functions in trading market by maintaining an inventory of a particular company’s securities and holding itself open, on a continuing basis, as willing to buy and sell these securities

3. Investment Banking

a. Assist companies in the sale of securities, almost always in large amounts, to private purchasers such as insurance companies

b. Find acquisition partners for companies that wish to acquirer or be acquired by others

c. Give financial advice of various sorts to client companies

II. What is a Security? 

A. Summary

[image: image1]
B. Is security specifically named in § 2(a)? 
	Remember to look at economic reality, not just formal name. Forman.

	Equity

· Stock 
· Security future

· Certificate of Deposit


	Debt

· Debenture.

· Bond
· Ev.  of indebtedness. See below
	Miscellaneous

· Investment Contract. See below
· Anything commonly known as security.

· Profit sharing agreement.

· Index of securities

· Undivided interest in oil, gas or other mineral rights

· Currency

· Voting trust certificate


C. Is it stock or a note?

1. Rebuttable presumption: Something is what it is called.  Reves v. Ernst & Young
a. § 2(a)(1) includes:

i. Stock

ii. Security future

iii. Bond

iv. Debenture

v. Note

2. Rebutting Presumption for stock and notes.
a. Stock: Economic Reality Test.  United Housing Foundation v. Forman.  (stock in coop not “stock”)
i. Use of term “stock” not determinative. “form should be disregarded for substance and the emphasis should be on economic reality”

ii. ******FACTORS*********
(1) Right to receive “dividends contingent upon an apportionment of profits”
(2) Negotiable
(3) Ability to be pledged of hypothecated
(4) Voting rights in proportion to the number of shares owned 
(5) Ability to appreciate in value
b. Bonds and Notes.
i. Short-term note Exemption.  §3(a)(3).  Exempts notes arising out of a current transaction with a maturity of less than 9 months.
(1) Examples are commercial paper (But IS covered by SEA)
ii. Note that SA anti-fraud provisions nonetheless apply

iii. Family resemblance test. Reves v. Ernst & Young 
F: 
Variable rate demand notes (promissory notes payable on demand) issued by coop, uncollateralized and uninsured.
H: 
Notes are securities b/c they did not bear a sufficient family resemblance to the notes the Court had previously determined not to be securities
R:  Four factors to determine what family new types of “note” transactions fit
(1) Motivation: seller to raise capital/buyer for profit
· Seller wants to raise money, buyer wants to make profit.
· If to facilitate purchase of minor asset/good, likely not a security.
(2) Plan of Distribution: extended period of time, offered to broad segment of public
· If widely offered and traded ( likely a security
· If given in face-to-face negotiation to a limited group of sophisticated investors ( likely not a security
(3) Reasonable perceptions of general public. If public would think of as investment, more likely to be security.
· Note: Public need not think it’s a “bond” or “note,” investment enough
(4) Risk reducing factors such as collateral or alternative regulatory scheme.  Here, uncollateralized, uninsured, and no alternate regulatory scheme.
D. Investment Contract
1. Summary:  Howey test for investment contract:
a. Investment of money.

i. Can be investment of cash equivalent, but probably not labor.  Daniel
b. Expectation of profits. 

i. Either capital appreciation resulting from development of investment or participation in earnings resulting from use of investor’s funds. Forman.

ii. Primary benefit shouldn’t be use. Forman.

iii. Benefit shouldn’t result primarily from investor’s efforts.  Daniel; Cf. Howey.

iv. Return can be fixed or variable.  Edwards (overruling 11th Cir.).
c. Common enterprise.
i. Horizontal.  All courts accept.

ii. Vertical. Strict and broad.
d. Solely from the efforts of others

i. Need not be solely, can be primarily.  Koscot.

ii. Efforts should be managerial or entrepreneurial not just ministerial. Koscot.

· D.C. Cir.: Were managerial efforts post-purchase? Pre-purchase may lead to finding no security.  Life Partners.

2. SEC v. W.J. Howey Co.  

F: 
Howey offered sections of orange grove for sale; at the same time, sister company offered prospective purchasers ten-year service contracts; under those contracts, the company offered to take the plots under lease and manage every aspect of growing, harvesting, and selling oranges

H: 
Was investment contract 

i. Investment of money.

ii. Common enterprise:  Investors pooled resources b/c fruit collected and processed together, sold commonly, managed by Howey essential to venture’s success..

iii. Expectation of profits.  Profits paid back into common pool.

iv. Solely form the efforts of others.  Howey did all the work.
3. Investment of Money

a. Doesn’t need to be only money, can be equivalent.

b. However, labor probably not equivalent to money.  Daniel.

4. Expectation of Profits

a. United Housing Foundation v. Forman.  Housing co-op formed by United Housing; Forman, resident, sued for raising rent claiming interest was stock. 
H: Not a security

· Ct. disregards fact that it is called “stock” in favor of economic reality test.  See below for full analysis.
R:
Expectation of profit 

· Profit means either capital appreciation resulting from the development of the initial investment or a participation in earnings resulting from the use of investor’s funds (investor attracted solely by the prospects of a return on his investment)

· Profit v. use or consumption – when an investor is motivated by desire to use or consume, it is not a security

· In this case, investors attracted solely by place to live, and NOT by financial returns on investment.

· Insignificant profit motive not enough.

b. International Brotherhood of Teamsters v. Daniel.  Labor union negotiated a pension plan for employees; Daniel wanted to apply for pension but was denied b/c it was believed he had a cut in service; 
H: Noncontributory, compulsory pension plan is not a security 
(1) Consider:

· Is the plan voluntary or non-voluntary?
· Is the plan contributory or non-contributory?
(2) Does this plan constitute an “investment of money”?

· Requires some volition on part of person making the investment
· To constitute a security must give up some tangible and definable consideration in return for an interest that had substantially the characteristics of a security
(3) “Expectation of profit” Main determinant of profit are his efforts (i.e. continued employment).

(4) Alternative regulatory scheme = ERISA
5. Common Enterprise and Solely from the Efforts of Others

a. Horizontal commonality (all courts). Numerous investors pool their resources by their investment.  Their fortunes rise and fall together.
b. Vertical commonality (some courts) Investors fortunes rise and fall with those of company/promoter.
i. Broad: Fortunes of investor are affected by and linked to efforts of promoter or third party.
(1) In other words, some things other than promoter/company can affect value.
ii. Strict: the fortunes of the investor are “inextricably linked” to the fortunes of the promoter or some third party.
c. SEC v. Koscot Interplanetary Inc.   (5th Cir.) MLM scheme.
i. Common enterprise. Uses 9th cir. vertical commonality test, “a common enterprise is one in which the fortunes of the investor are interwoven with and dependent upon the efforts and success of those seeking the investment or of third parties”
(1) Critical factor = not the similitude or coincidence of investor input, RATHER the uniformity of impact of the promoter’s efforts
ii. Solely from the efforts of others. Ct. adopts functional approach of the 9th cir. – 
(1) Interprets “solely” means primarily.
(2) Efforts should be managerial or entrepreneurial.
Test satisfied b/c role of investors at these meetings were little more than a perfunctory one
Act of consummating sale is ministerial, not managerial
Policy rationale was to avoid promoters avoidance of securities laws by requiring menial efforts on part of investor
(3) NOTE: pyramid schemes are securities b/c investors are enticed to join the scheme in the hope of earning profits from the efforts of the promoters as new investors are brought into the scheme

d. SEC v. Life Partners Inc. (D.C. Cir.) Promoters arranged for investors to purchase life insurance policies of terminally ill patients at a discount.

i. Promoter screened insureds and collected and disbursed insurance proceeds

ii. There must be some managerial efforts “post-purchase” – “absent even one entrepreneurial post-purchase service there simply is no on-going common enterprise”

iii. Hypo: mortgage pool? Would likely qualify as a security b/c some post-purchase managerial efforts likely exist in this case 

e. Examples

i. Individual discretionary accounts: 

(1) No horizontal commonality b/c individual accounts involved.
(2) Strict/Broad vertical commonality depends on broker compensation

· % of profit satisfies strict and broad.

· Fixed or volume-based satisfies broad but probably not strict.

ii. Franchises.  Depends on investor’s control.
(1) If no managerial control, probably security.

(2) If great deal of control, might not be a security

iii. Sale of Assets usually not security.
iv. Swap agreements excluded from definition of security under § 2A.

v. Partnerships

(1) For P to claim his interest is an investment contract, must show either 

· no legal control

· no capacity to control

· no practical control
(2) Limited partnership 

· A limited partner has limited liability because he refrains from managerial control 

· It will pass as a security as a matter of law b/c no managing on part of investor and relies on efforts of general partner to make money

· Passes on investment of money b/c have to buy into partnership

· Limited partner interest = security
· General partner interest = not security
(3) General partnership.  Where equal involvement, this is not a security

· Typically not a security b/c partners as investors will put in a lot of effort

· But if agreement says you have no control and this is reality, may be a security

· Circuit Split.  Some say not a security (but did not consider when agreement restricts control) and some look at reasonable expectation of parties with respect to realistic participation (protecting those who have a legal right to participate but chose not to)

· Partner interest / co-venturer interests = not security
(4) Limited liability partnership 

· Still will turn on ability to participate and control

· Will probably have control and therefore not a security
E. Evidence of Indebtedness 

a. An instrument which establishes “a primary obligation to pay the holders thereof a sum of money.”  Jones.

i. Should be some amount of principal.  Proctor & Gamble.

ii. Swap excluded by § 2A.

iii. Can be a primary obligation other than money, if there is some monetary obligation and investors need protection.
b. United States v. Jones (1971). D caused forged airline tickets to be transported in interstate commerce; 
H: Even though the ticket is redeemable for cash it does NOT constitute “evidence of indebtedness”
c. In re Tucker Corp. (1947). Tucker sold car franchises whereby people paid $25 per car for the right to purchase a car. When dealers purchased car, $25 would be returned.
i. Since agreements provided for repayment of deposits received they were securities
ii. Probably not investment contract because profit not primarily through efforts of others.

iii. Consistency b/w Jones and Tucker: Importance of protecting investors. Buyers of airline tickets wouldn’t be worried about repayment b/c they expect to use their ticket whereas franchise buyers may be more aware of repayment obligations. Tucker did not require primary obligation to repay on face
d. Proctor & Gamble v. Bankers Trust Company (1996). Swap agreements – one with fixed rate, one with variable rate which you agree to swap and compare at end of period
i. Swap agreement not a security b/c in swap agreement you do not repay principal which is an essential element of debt
ii. Not evidence of indebtedness because no primary obligation to pay some amount of principal, interest tags along
iii. NOW §2A excludes individually negotiated swap transaction from ’33 Act coverage.
F. Unless the Context Otherwise Requires

1. Existence of alternative regulatory scheme.  Marine Bank v. Weaver.  (rarely cited)

F: 
Marine Bank issued a CD to Weavers; Weavers pledged CD back to bank to secure a loan with a 3rd party; 3rd party agreed to two things (1) you can use my barn, (2) you can have a share of my farm profits ( issue is whether the CD is a security
H: 
FDIC already insured CDs so not necessary to add on protections of federal securities law.
· Rarely cited.  Integrity of ruling undermining by fact SC completely ignored Howey.
2. Sale of a Business Doctrine. Not good law.

a. When the sale of a majority interest passes complete control to the purchaser, making that person an owner-entrepreneur, and not an investor.
b. Laundreth Timber Co. v. Laundreth. 
i. F:  Sold all of the stock of the company; Ps argue that it does not fall within the sale of business doctrine and that it constitutes a sale of security
ii. H: Rejects sale of business doctrine
(1) if something is specifically named (stock) and possesses all of the characteristics of a security, then it will be deemed to be a security
Court rejects economic reality argument  because it is clearest case that this is a stock and thus, a security AND stock is specific category and not definable by economic reality
(2) Policy: don’t want the opposite to be true because then people will not know what constitutes a security

iii. What about stock issued pursuant to alternative regulatory scheme (ERISA)??

(1) Just because governed by ERISA does not mean that it will change its classification as security

(2) Alternative regulatory argument goes to catch-all phrases (investment contract, evidence of indebtedness, etc.)
III. What is a Sale?

A. Traditional Definition.  §2(a)(3)
a. Every contract of sale, OR
b. Disposition of security, OR
i. Pledges are sales.
c. Disposition of interest in security
d. For value
i. Gifts are not sales.

B. Reclassifications, Mergers, Consolidations, Acquisitions. Rule 145
*****NOTE: FOR ALL FOLLOWING SALES OCCURS FOR WHATEVER CO. WHOSE S/H must vote unless ratified by Bd. w/in 1 yr******

1. General Requirements for Rule 145 transactions
a. BUT Rule 145(b).  Communications in connection with above are permissible IF fall under. 
i. Rule 135. Safe Harbor for certain legended statements. See p. 12
b. Rule 153a. Requires delivery of prospectus to S/H before they vote on Rule transaction

i. UNLESS registration statement has become effective.

c. Rule 166. Communications before any public announcement aren’t offers to sell IF

i. Participants take reasonable steps in their control to prevent further dissemination of the communication until announcement made, OR,

ii. RS files

2. Tender Offers

a. Cash tender. Registration not req’d.
i. Company A goes directly to Company B’s shareholders and offers them cash for their shares

ii. When A offers cash for stock A is not selling a security b/c they are offering cash (not a security)

iii. Open market acquisitions not “sales.”
b. Stock for stock tender—Registration req’d.
i. Company A offers own shares in exchange for shares from B’s shareholders
ii. Now A is selling a security and will have to register

iii. Nothing in Rule 145 tells you this b/c SEC never held the position that it was not a sale.
iv. But, if you are issuing new stock, SA would be a concern.
3. Consolidations (A+B merge into new company C; respective S/Hs vote)

a. Rule 145(a)(2) - Sale occurs when there is submitted for the vote or consent of such security holders a plan or agreement for
i. Mergers or Consolidations ( securities of one corporation will become or be exchanged for securities of any other person (unless done to change issuers domicile)

b. Because both vote, sale!

4. Merger/Acquisition (A merges into B, A no longer exists)

a. B’s S/Hs do not vote, so there is not sale as to them
b. A’s S/Hs vote, so there is a sale as to A’s S/Hs.
5. Sale of Substantially All Assets. Rule 145(a)(3).
a. Includes

i. Dissolution
ii. Pro rata or similar dissolution
iii. Bd. adopted resolutions
iv. Transfer of assets part of pre-existing plan of distribution
b. If end up as holding company, typically not a distribution
c. Two ways to be a Rule 145 transaction:

i. if there is a dissolution, end up with A being held by A/B shareholders
ii. if T lives on, no dissolution, and distributes shares of A to SHs as dividend
iii. if neither, not a Rule 145 transaction
d. Dissolution.  Rule 145(a)(3)(A)

i. Mechanics:
(1) Company B transfers all assets to company A and A issues shares to B
(2) A is now partly owned by B
(3) B then liquidates and only A exists with shareholders of A and B
ii. Holding:
(1) This is a sale ( Rule 145(a)(3)(A) ( sale when transfer of assets of such corporation in consideration of the issuance of securities of such other person “of such plan or agreement provides for dissolution of the corporation whose security holders are voting or consenting”
e. Asset for stock Trade.  Rule 145(a)(3)(B)

i. Mechanics:

(1) B transfers all assets to A and A issues shares to B

(2) A is now partly owned by B

(3) B does not dissolve but distributes A’s shares as dividends

ii. This is a sale

f. Bd. ratifies actions with same effects as (a)(1)-(3)(B).  Rule 145(a)(3)(C)

i. Transfer of assets is still a sale even if shareholders can’t vote on plan with results above, but within one year board votes to do it anyway

g. Transfer pursuant to pre-existing plan.  Rule 145(a)(3)(D)

i. transfer of assets is a sale if transfer is part of a pre-existing plan for distribution that is not disclosed to SHs (even if done years later still a sale if part of pre-existing plan)

6. Resales of securities. 
a. Anyone other than issuer, including affiliates, participating in above transactions who offers stock publicly is an UW.  Rule 145(c).

i. UNLESS. Rule 145(d)
(1) Sold under 144, or
(2) Current public information exists under 144(c).
(3) Amount Limit. < 1% of outstanding class, or total average weekly volume over past four weeks.
C. Spin-offs
a. Key question is whether as a result of spin off a public market for spun-off shares is created.

b. Definition of spin-off. Independent co. is created by divestiture such as sale or distribution of shares.
i. Ordinarily, S/H can’t sue under antifraud provisions if get sh. of other co. as dividend b/c no sale has taken place b/c no “value” given.  Therefore, spinoffs can be used to circumvent “sale” and registration requirements.
c. Securities Act Release No. 4982 (1969)

i. Designed to close loophole of private cos going public by spinoffs:  Public co. acquires private co, spins off private co. as sh. to its S/H.  Those shares then get sold to public with no information.

ii. This spin off is counts as a sale b/c public. co. is an UW insofar as it purchased from an issuer with the view to distribution.

d. SEC v. Datronics Engineers – “For value” requirement

i. F: Datronics takes companies public by acquiring them then spinning them off.
ii. Issue: How do you include this as a sale when there is seemingly no value given by S/H for dividend distribution?

iii. H:  Spinoffs possess “value” b/c they create a public market for previously private and illiquid shares which were held by originally public co..  Therefore, you have disposition of security for value, and spinoffs count as “sales”

(1) SEC uses “underwriter” theory ( the entity in position of Datronics is acting in a fashion that constitutes it as an underwriter for purposes of ’33 Act

e. SOME spin-offs are not sales.  For example:

i. Spin-off is pro-rata to the parent company’s S/Hs

ii. Recipients of the spun-off securities provide no consideration.

iii. Parent provides to its SHs and the public adequate information about the spin-off and about the company being spun-off.

iv. Parent has a valid business purpose for the spin-off and
(1) Parent spins-off “restricted securities” it has held for at least two years

v. Parent restricts resale of securities.

D. Free stock offerings 

e.g. internet offerings of free stock

a. Constitutes a sale

b. Value in form of agreement

IV. Offers and Sales: Pre-Filing to Post-effective
A. Pre-Filing Period (twinkle to filing)
1. Statutory Scheme

a. Begins when securities become “a twinkle in the eye of the issuer.”

b. §5(c).  No offers to sell or buy unless RS filed.
i. “directly or indirectly.” See “What is an Offer,” below.
ii. “through the use of medium of any prospectus or otherwise”

iii. “means or instruments of transportation or communication in interstate commerce or of the mails” ( jurisdictional means = includes telephone, mail, etc.

iv. Text: “it shall be unlawful for any person . . . to offer to sell or offer to buy . . . any security . . . unless a RS has been filed as to such security . . .”

c. §5(a). No sales or “carrying” of security 

i. 5(a)(1).  No sale.  Definition of sale, §2(a)(3). See p. 14, What is a “Sale”? 

ii. 5(a)(2).  No delivery without effective RS.

2. Is it an offer?
a. Definition, § 2(a)(3).  Any “attempt to offer to dispose, or solicitation of an offer to buy . . . for value” § 2(a)(3).
i. SEC’s broad interpretation.  Any activity reasonably calculated to solicit or generate a buying interest.
ii. Indirect offers included (written publicity concerning the issuer or its industry that conditions the market, business card, email).
iii. Offers of convertible securities.

iv. Solicitation of an offer to buy is considered an offer to sell (can’t avoid no offer to sell prohibition by phrasing it as a solicitation of an offer to buy).
b. Includes Market Conditioning.  
i. Release No. 3844 ( in the pre-filing period, it is not legally possible to begin a public offering or “initiate a public sales campaign”

1. “publication of information and statements, and publicity efforts . . . in advance of proposed financing . . . may condition the market or arouse public interest”

2. Examples: 

a. Press releases describing activities of company, proposed program of development, estimates of ore reserves, and plans for processing plant. 
b. Distribution by prospective UW of brochure describing future possibilities and profit potential. Violates § 5 b/c first step in sales campaign even without name of venture or security on brochure.
c. Speech on company, plans, record and problems = does not violate § 5 b/c scheduling of speech had not been arranged in contemplation of public offering or about the time of its delivery; but suggested not to distribute printed copies of speech

d. Speech 2 wks before filing RS along with copies of speech; speech scheduled months in advance = SEC denied acceleration of RS and requested copies of final prospectus to those who received copies of speech

ii. In re Carl M. Loeb, Rhoades (press release)
F: Press releases described property of real estate development co., co. plans, proposed offering, and mentioned names of two managing UW but no explicit offer to sell.
H: PRs violated 2(a)(3).  Publicity of that type “presumed to set in motion or to be a part of the distribution process and therefore involve an offer to sell or a solicitation of an offer to buy securities”

· Just because the press release constitutes “news” does not exclude in from §5

· Mitigating factors may persuade SEC to not revoke or suspend registration.

· Reputation, never before subject of disciplinary proceedings, acted of good faith of counsel = no revocation of registration / no suspension

iii. Release No. 7856.  Electronic communications

1. Info sites hyperlinked on issuers’ site attributable to issuer for purposes of §5

2. May maintain communication during registration as long as communication limited to ordinary-course business and financial information, may include press announcements

3. includes non-reporting issuers that are preparing to offer securities to the public for the first time ( must pay more attention to content of website

3. Does an exception apply?
a. §2(a)(3).  Underwriters currently or to be in privity.  
i. Limited to underwriters, does not include dealers!!

ii. May find managing underwriter, work with firms to gauge interest in joining syndicate; managing underwriter not permitted to assemble dealer group during this period
b. Rule 135.  Safe Harbor for certain legended statements by issuer.
i. No offer or § 5 violation if statement includes only:

(1) Made by issuer only.

(2) Issuer name

(3) Title, amount and basic terms of offering

(4) For transaction is an exchange of one security for another, the basic terms of exchange.

(5) For employee offerings, class of employees that qualify and offering price.
ii. May not include names of UWs.

iii. Probably may not include price of offering unless exchange or employee offering.

c. Release No. 5180.  Information otherwise warranting release for public cos.

i. Emphasis on:

(1) Continuity. Can do stuff you did prior to pre-filing; “business as usual” publicity effort is ok

(2) Factual information – if what you are conveying is factual rather than predictions, forecasts, projections, and opinions concerning value, you will likely be ok

ii. Permissible Info:

(1) advertise

(2) send out reports to stockholders

(3) publish proxy statements and send dividend notices

(4) make announcement to press on factual business and financial developments

(5) answer unsolicited telephone inquiries concerning factual information

(6) observe “open door” policy

(7) hold stockholder meetings

iii. Impermissible:

(1) Forecasts, projections, or predictions relating but not limited to revenues, income, or earnings.
(2) Publish opinions concerning values

d. Georgeson & Co. Interpretive Letter.
i. Meetings with analysts, brokers, etc. may be considered “priming the market” but if the issuer has a usual practice of doing these things, they will have sound basis to refute a “gun jumping” inference; facts of individual case matters

e. R. 163.  Exception for “well-known seasoned issuers.”
i. Companies with $700M public float OR $1B in non-common, non-convertible, equity.

ii. Oral offers OK.

iii. Written offers must include

(1) Legend.

(2) And be a free-writing prospectus under R. 405 and 2(a)(10).
f. R. 163A.  Communication > 30 days before offering .  

i. No reference offering, AND

ii. > 30 days b/4 filing of RS, AND
iii. Issuer takes “reasonable steps” to prevent further distribution or dissemination of info.

g. R. 169.  Regularly Released Factual information for all issuers 

i. Factual information about issuer, its business or financial developments, or other aspects of its business (not projections or forward-looking); or advertisements of, or other information about, the issuer’s products or services, AND
ii. Consistent with prior releases.
h. R. 168.  Regularly released info by ’34 Act companies (fwd looking OK)
i. Issuer is ’34 Act co.
ii. Allows communication w/ potential investors (unlike 169).

iii. Forward-looking OK.
i. R. 135a. General advertising concerning investment companies

j. R. 135b. Use of certain material concerning options trading

k. R. 135e. Offshore press activities conducted by foreign issuers

l. R. 138/139. Publication by securities firms of specified information relating to certain companies with publicly held securities
B. Waiting Period (post-filing, pre-effectiveness)
1. Statutory Scheme

a. § 5(c) inapplicable.  So, offers OK.
b. § 5(a) applicable.  No sale or delivery of security.
i. Is there jurisdictional means?  “Instruments of transportation or communication in interstate commerce or of the mails”

c. § 5(b)(1) now applies (“no [2(a)(10)] prospectus unless it is a §10 prospectus”).  Therefore, can escape 2(b)(1) if show either not § 2(a)(10) prospectus or IS § 10 prospectus.
i. Is there an offer?, See prior page.
ii. Is there a § 10 prospectus? See below.

iii. Is there jurisdictional means? 
2. Is communication permissible?

a. Is communication a § 2(a)(10) prospectus?  If not, OK.
i. Definition.  Any “communication, written or by radio or television, which offers any security for sale or confirms the sale of any security.”

ii. !!!!IMPORTANT!!!!! Is there an “offer?” See p. 11. If not, can’t be prospectus so no § 5(b) violation.
iii. EXCEPTIONS
(1) Oral and telephone offers. 
433(f).  Violation if it is foreseeable that oral communication will be made into writing (i.e. interview with reporter).

But SEC might use 15c2-8 and 460 to get you.
(2) § 2(a)(10)(b).  Not a § 2(a)(10) prospectus if communication states no more than “from whom a written prospectus meeting requirements of §10 may be obtained . . ., identify the security, state the price thereof, state by whom orders will be executed, and contain such other info as SEC may permit”
(3) Rule 134. Tombstones and Legended Statements.
(a) 
May give specified information (tombstone) about the issuer and the offering (see rule), IF
· Co. info (name, contact, ticker) etc . . . 

· Info on security (title, amount, price, type)

· Brief indication of type of business (e.g. what it manufactures)

· Intended use of proceeds (brief)

· UWs (name, contact info)

· Type of underwriting

· Schedule of offering

· Tax status of offering

(b) Legend containing
· Stmnt that reg. filed but not effective and no sales until it becomes effective, AND

· Contact info for obtaining prospectus
(c) BUT don’t need legend IF:

· Include only the info in a tombstone (a), OR 

· Send an accompanying preliminary prospectus, OR
· (d) Interest Card. Ask investors to indicate their interest in the offering by return card, if you also send a preliminary prospectus and explain there is no commitment”
(4) Rule 134a. Certain written material relating to standardized options (see Exchange Act 9b-1) is NOT deemed a prospectus

(5) Rule 135.  Probably not available.
(6) Rule 433(f)(3). Media Exception.  Bona fide press entity with established procedures to ensure independence from offering.

b. If it is a § 2(a)(10) prospectus, it must be a § 10 prospectus

i. §10(a)(1): includes all information that you would include in a RS
(1) Applies to post-effective period.
ii. §10(b): where you look to get instructions to prepare a document you can actually use ( SEC may permit use of prospectus that summarizes or omits info from prospectus under (a). Add’l prospectuses permissible by regulation under this section are:
(1) Rule 430.  Preliminary prospectus.
· Must be filed as part of the RS.  
· Legended in red ink that RS not yet effective.
· Contains information found in final prospectus BUT omits information on the offering price and the underwriting.
(2) R. 433. Free Writing Prospectus. Must:
· Be filed with SEC

· Bear legend
· Be Accompanied or preceded by preliminary prospectus.

(3) Rule 431. Summary prospectus (uncommon)
iii. Manor Nursing.  A defective prospectus is not an effective prospectus for purposes of § 10. 5th Cir. disagrees.
i. Gustafson v. Alloyd (see chapter 8)

1. term prospectus “refers to documents of wide dissemination”

2. court could not “accept the conclusion that the term means one thing in one section of the Act and something quite different in another”
3. What is a “Sale”?

a. §2(a)(3) – “term ‘sale’ or ‘sell’ shall include every contract of sale or disposition of a security or interest in a security, for value”
b. Given this definition, when an offer is accepted and contract made, §5(a)(1) has been violated b/c a sale is made, BUT may structure the transaction as “indication of interest” or make offers in such a way that they may not be accepted until the RS becomes effective
c. Expansive reading of term “sale.”  In re Franklin, Meyer & Barnett.  During the waiting period, two salesmen in a securities firm performed two acts that might be considered to be consummating sales.
i. Accepted checks sent by customers in payment for offered shares – deposited into client accounts and no funds removed under after effectiveness
ii. sold other securities for customers and held the proceeds for application against the purchase price of the offered shares
iii. court held: accepted orders prior to effectiveness / accepted payments for stock / business card constituted an offer to buy and was thus a prospectus under 2(a)(10) that did not meet the requirements of preliminary prospectus under rule 433
d. §2(a)(3). Exception “preliminary negotiations or agreements” between an issuer and underwriters or among underwriters.
i. Note: interpreted that preliminary modifies negotiations ONLY
ii. Thus, appears that there is no limitation on negotiations
4. Preliminary Prospectus Delivery Requirements

a. §5 – permits, but does not require, preliminary prospectus to be distributed during waiting period; SEC wants distribution to be required and has corrected this provision in two ways:
i. Acceleration – Rules 460 and 462
(1) Release No. 4968 

(2) SEC will not accelerate the effective date of a RS unless certain distributions of preliminary prospectuses have been made.
ii. SEA Rule 15c2-8

(1) UWs and dealers must take reasonable steps to furnish copies of the preliminary prospectus to anyone who requests one AND their sales personnel, and the managing underwriter to provide the underwriters and dealers with sufficient quantities of the prospectus to meet their delivery requirements.
· Must send preliminary prospectus to any investor who is expected to receive confirmation of sale upon effectiveness.
(2) Non-’34 Act Companies must also furnish a preliminary prospectus to any person who is expected to receive a confirmation of sale at least 48 hours prior to confirmation
(3) FAILURE to make those deliveries constitutes a deceptive act under Exchange Act section 15(c)(2)
b. Electronic Delivery of Prospectus permitted if the recipient gives informed consent and that such consent can be given telephonically if a record is kept of the call (Release 7856)
C. Post-Effective Period

1. Statutory Scheme

a. Offers OK

i. Oral offers OK. § 5(c) inapplicable.
ii. Written offers OK only if §10 prospectus.  § 5(b)(1).  See p. 13 (“Is communication permissible?”).
(1) Tombstone Advertisements OK
(2) Summary and free-writing prospectuses OK if acc/pre by final prospectus.
(3) No preliminary prospectus.
b. Sales OK. §5(a)(1) now inapplicable.
c. No delivery unless acc/prec by final prospectus. §5(b)(2).    
i. See Final Prospectus Delivery requirements, below.
d. Confirmations OK if accompanied or preceded by final prospectus.
e. Section 5(b) and Defective Prospectuses

i. Material falsehoods prevent a prospectus from being a §10(a) prospectus.  Cir. split, but 2d Cir. says so.  SEC v. Manor Nursing Centers
2. Final Prospectus Delivery Requirements.
a. §5(b)(2).  Requires that a final prospectus be delivered along with the security purchased, unless the security accompanied/preceded by a copy of this prospectus
i. Rule 173.  Must provide 
(1) Final prospectus within 2 days of completion of sale, OR 
(2) Notice that sale was made pursuant to RS OR that 172 applies.
b. EXCEPTIONS:

i. Rule 172.  Deemed delivery of prospectus for CONFIRMATIONS and DELIVERIES by issuer, UW and dealers.  Prospectus deemed delivered IF:
(1) RS effective AND

(2) No prior bad acts by issuer, UW or participating dealer, AND 
(3) 10(a) prospectus filed or will be as soon as practicable, AND
(4) If confirmation, contains no more info what 10b-10 permits, AND
(5) Notify purchaser
· Transaction would require prospectus under 172. R. 173

· How to obtain final prospectus from confirmer/seller.  Id.
ii. Rule 430A allows use of prospectus which omits certain info IF
(1) Securities offered for cash, AND
(2) Undertakings in 512(i) done, AND
(3) Remove “red herring language” (e.g. “subject to completion), AND
(4) 424(b) satisfied.  Prospectus w/ blanks filled in mailed w/in 2d business day of earlier of determining offering price OR first use.
iii. § 4(3) & Rule 174.  Non-participating dealers or UWs not selling unsold allotment of original offering, must deliver final prospectus IF:
(1) First time registrants AND offering < 90 days 
(2) All other registrants and offering < 40 days.
(3) 25 days for exchange traded companies (NYSE or NASDAQ). R. 174(d).
(4) No delivery requirement for ’34 Act companies.  R. 174(d).
(5) *****Note 172 still applies*****
iv. §4(1).  Delivery req’t inapplicable to transactions by someone other than issuer, underwriter, or dealer
v. §4(2).  Delivery req’t inapplicable transactions by issuer not involved in public offering.
c. Duty to correct defects.  Events that make prospectus materially misleading OR defects found MUST be corrected

i. File a post-effective amendment to the RS containing the correction
ii. Amend or supplement the final prospectus without filing a post-effective amendment.
V. How to Register
A. Registration Statement Preparation and Processing

1. General Provisions
a. § 6.  Technical Provisions
i. §6(a). Reference to registering securities only “as proposed to offer” – must be proposed to offer in near future; signing of RS
ii. §6(b). Fee for registration formula
iii. §6(c): when you pay, you pay with a certified check, NOT a cashier’s check – filing deemed to have taken place upon receipt of RS by SEC
iv. §6(d): all information in RS shall be made available to public (possible to petition SEC to make part of registration material confidential)
b. § 7. Req’d contents of RS. see forms and regulations (Schedule A is starting point)
c. § 8.  Investigation, acceleration and enforcement.  

i. §8(b).  Refusal orders. 
ii. §8(d).  Stop orders. 
iii. §8(e). Investigations.
2. Review and Comment Procedure

a. RS of first time issuers are given a thorough review AND statements by second and later time issuers are reviewed selectively
b. Securities lawyers must comply with comments and any suggested changes
i. When changes extensive, amendment is filed and a revised preliminary prospectus is re-circulated
ii. When changes minor, clearance given for no filing of amendment ( price amendment – filed just before effectiveness to make final corrections and changes and to add new info
c. Rule 430A allows use of prospectus which omits certain info IF
i. Securities offered for cash, AND

ii. Undertakings in 512(i) done, AND

iii. Remove “red herring language” (e.g. “subject to completion), AND

iv. 424(b) satisfied.  Prospectus w/ blanks filled in mailed w/in 2d business day of earlier of determining offering price OR first use.

3. Effectiveness and acceleration
a. §8(a).  RS becomes effective automatically 20 days after filing, unless the SEC accelerates it; 
i. An amendment starts the 20 day period over.
ii. In practice, SEC uses acceleration to coerce use of delaying amendment.  Rule 473.
b. Rule 461. After SEC staff satisfied with that RS ready to become effective, issuer/managing underwriter each request acceleration specifying the day/time they desire statement to become effective, SEC will grant.
c. Acceleration.
i. If you ignore comments, risk acceleration denial

ii. Indemnification provisions prevent acceleration.  When issuer seeks acceleration, SEC requires issuer include undertaking to submit to court test before paying any indemnity. 
(1) Phoenix Steel Corporation. SEC refused acceleration when co. refused to submit indemn. provision to court.  
iii. Rule 460. On distribution of preliminary prospectuses
4. Refusal Orders, Stop Orders, and Withdrawal of Registration Statements

a. §8(b).  Refusal orders.  SEC empowered to issue refusal orders for statements that are “incomplete or inaccurate in any material respect.” 
i. BUT may not be issued > 10 days after filing of RS.
ii. Rarely used b/c SEC prefers stop orders.
b. §8(d).  Stop orders.  SEC may suspend effectiveness for RS including “untrue statement of material fact [or omission of material fact].”
i. Only when case is egregious will SEC consider stop order or examination 
ii. Stop orders can be issued at any time statement becomes untrue, even after securities have been sold.
c. §8(e). Investigations preparatory to issuing stop orders.
i. Las Vegas Hawaiian v. SEC – SEC can start an investigation, but must do so based on “reasonableness”; SEC has substantial authority, but it is constrained by reasonableness
d. Voluntary withdrawal under Rule 477 is much more likely
5. Working Through the Registration Process

a. Registration Statement Forms

i. Rules 130/401 give the forms force of law, making the requirements of the forms mandatory
ii. Form S-1. Basic default form available to anybody and requires disclosure of most amount of information
iii. Form S-2. Available to cos. that have been reporting under ’34 Act for for 36 months; incorporate by reference to SEA filing (most recent history must be free of defaults on indebtedness and missed preferred stock dividends)
iv. Form S-3. Available to cos. reporting under SEA for 12 months AND have “float” of $75 million (securities in hands of non-affiliates); incorporate by reference AND not deliver filings
v. Form SB-1/SB-2 held out small companies who can’t burden the requirements of Form S-1; use GAAP instead of SEC required principles under Regulation S-X to prepare the financial statements
b. Contents and amendments to RS.
i. Regulation C.  General filing instructions
(1) Rule 408. Must disclose all material information.
(2) Rule 421(d). Issuers must prepare the front/back cover pages of prospectuses, as well as summary and risk factors sections, in “plain English”
(3) Rule 424. Instructions on filing pricing information (use red marked up version).
(4) Rule 430A. Red markup version not req’d if e-mail pricing information to SEC.  RS effective upon reception of pricing info.
ii. Rule 415.  Shelf registrations (securities to be offered on a continuous or delayed basis).
· Requirements. Issuer must

· Reasonably expect to take securities “off the shelf” within 2 years 

· Be large, seasoned company

· Undertake to update publicly available info when the securities are “taken off the shelf”
· Rule necessary to circumvent §6(a) which SEC interpreted §6(a) to mean that securities generally may not be registered unless there is an intention to offer them in the “proximate future”
· Used on sale of corporate debt securities such as bonds.
iii. Regulation S-K.  Specific items incorporated by reference to S-1, S-2, S-3
iv. Regulation S-B.  Specialized disclosure requirements relating to small business issuers
v. Regulation S-X.  Accounting
vi. Regulation S-T.  Explains how to do electronic filings
c. Preparing and Filing Registration Statements

i. Registration Statement Drafting and Filing with the Commission

(1) amass info about issuer
(2) lawyer begins drafting RS
(3) drafts circulated to managing underwriter, its counsel, officers, and perhaps directors of issue – may give comments
(4) managing underwriter and its counsel do a “due diligence examination” designed to ensure that the RS is completely accurate and contains no material omission
(5) financial printer sets RS in type
(6) Blue Sky Qualifications and NASD Clearance – securities of a company going public must be qualified under the “blue sky” laws of each state in which they are intended to be offered, unless there is an exemption from qualification available under state law.  NASD clearance to determine if underwriting agreements are fair and reasonable
d. Purchase of Securities by Underwriters – a binding legal agreements b/w underwriters and company only occur on morning of the date the RS is to be declared effective by the SEC; agreements are usually conditional

B. SEC Disclosure Requirements 

1. Importance of diclsosure.  
a. In re Universal Camera Corp.
F: 
Prospectus omitted facts regarding the financial structure of the deal and touched only lightly on the competitive conditions

H: 
(1) Disclosure needs to be plainly understandable to the ordinary investor, not just experts.
(2) Must be able to provide support for every assertion
(3) Avoid vagueness and too much optimism
(4) Must spell out full implications including dilution (dilution may not be a deal killer b/c future earnings may justify paying more)

b. In re Texas Glass Mfg. Corp.
F: 
Proceedings under §8(d) to determine whether a stop order should be issued suspending the effectiveness of a RS
H: 
SEC requires disclosure of known liabilities - deficiency in RS exists in failure to disclose that they had sold unregistered securities; found it materially misleading to state that prior sales were pursuant to an exemption.
2. Perspectives on SEC Disclosure Requirements 

a. Disclosure v. Merit
i. anti-paternalism: government shouldn’t decide what risks people should take

ii. different tastes for risk: government may not be competent b/c individuals assess personal risks at different levels

iii. lobbying

iv. enforcement costs: expensive to gear up for government program to determine merit

v. some merit regulation already existed

vi. disclosure can affect merit

b. Why require disclosure?

i. More efficient, less duplicative to have mandatory disclosure to help the investor who want the knowledge to have it

ii. negative tone of prospectuses, level of detail required seems not useful to investors
c. Efficient Capital Market Hypothesis

i. idea that market will discern appropriate price given information available in the market

ii. semi-strong form: price of securities reflect public information

iii. strong form: price reflects all information both public/private

iv. integrated disclosure reflects an endorsement of ECMH b/c the SEC seems to feel that information is available and the public already knows about a senior company which has issued in past.
VI. Exemptions SA Registration

****NOTE EXEMPTION FROM REGISTRATION REQUIREMENTS DOES NOT EXEMPT YOU FROM ANTI-FRAUD PROVISIONS****

A. Summary

1. Exceptions

a. § 3.  Specifically exempt securities

b. § 3(a)(11).  Intrastate Offering.  

i. Issuer and purchaser in same state.

c. § 4(1). Transactions by someone other than issuer, UW or Dlr. 

d. § 4(2).  Private Placements. 

i. Only available to issuers.

ii. Go naked.
iii. Rule 506.

iv. Reg. D.
(1) Rule 504 (§ 3b).  $1M aggregated § 3(b) offerings in 12 months

(2) Rule 505 (§ 3b). < $5M in 12 months & < 35 non-accredited investors (can be unsophisticated). 

(3) Rule 506.  < 35 non-accredited investors (must be sophisticated).

(4) Note 502(a) safe harbor.

e. § 4(6). $5M from accredited investors.  
i. “Accredited” means $1M net worth or $200k avg. income in last two years).
f. Reg. CE.  California Exemption
g. Rule 701 (§ 3b).  Pension Plans
h. Regulation A (§ 3b). Short form
i. < $5M aggregate under rule in 12 months

ii. Once every six months.
2. Important Info
a. §3(b) Exemptions include: 504, 505, Reg. A, CE, 701

b. Exempted from all provisions of SA “except as expressly provided”

i. §17 and §12(a)(2) still apply.
c. §28.  General Exemptive Authority

i. When determining what is in the public interest for purposes of creating a new exemption, the SEC must also consider whether a rulemaking action “will promote efficiency, competition, and capital formation”

d. If applicable, check for integration.

B. § 3.  Specifically Exempt Securities
a. Government securities.  § 3(a)(2).
b. Eleemosynary securities.  § 3(a)(4)
c. Interests in a railroad equipment trust.
d. Exchanged with existing security holders

e. Issued under a plan of exchange approved by a court or other governmental authority.
f. Issued in an intrastate transaction.  §3(a)(11) 
i. Rule 147 creates a non-exclusive safe harbor (can still go naked up §3(a)(11)).
C. Intrastate Offerings. § 3(a)(11)
1. Text.
a. Any security which is part of an issue 
b. Offered and sold only to persons resident within a single State or Territory, [AND]

c. Where the issuer of such security is a person 
i. Resident and 
ii. Doing business within, or, if a corporation, incorporate by and doing business within, such State or Territory”

2. Requirements

a. Issuer Location. Rule 147.
i. Doing business. (c)(2). State where:
(1) Principal office
(2) 80% of gross revenues
(3) 80% of proceeds will be used.
But purchasing out of state goods or paying off out of state debts OK.
(4) 80% of assets. Id.
ii. Residence.  (c)(1). State where
(1) Incorporated or organized, and
(2) Principal office is located
b. Securities must come to rest within same state.
i. If issuer shows all purchasers were in state, P bears burden of showing stock didn’t’ come to rest.  Busch.

ii. No resales may be made to non-residents within 9 months of issue.  Rule 147(e).

c. Exemption lost if any recipient is out of state. Release No. 4434.

i. Issuer bears responsibility of ensuring in same state.  
d. If exemption lost: 
i. SEC seeks injunction if continued without offering, contingent liability under §12(1) and issuer must offer rescission to those persons on the basis of a statutory prospectus

e. Downstream sales by purchasers must obtain their own exemption.
f. Integration Safe Harbor.  Rule 147(b)(2).  
i. Offerings more than six months apart will not be integrated. 
3. Going Naked.  Busch v. Carpenter (10th Cir. 1987) 
F: 
After an offer and sale to residents, a majority of proceeds were shifted out of state as a result of merger.
H:
GIMF exists on intrastate issue. SJ denied for D.
(1) Did the securities come to rest in state?

· Burden.  

· Seller bears burden of showing all securities sold only to people in state.

· Ps have burden of showing evidence that the stock had not come to rest 

· Resales do not suggest on evidence given that there was intent to evade the federal securities laws – no evidence that the original purchasers did not purchase for investment purposes!!

(2) Was issuer doing business within Utah?

· Issuer must conduct a “predominant amount” of “income-producing activity” within its home state
· When corp. intends to use proceeds in one state, but then intentions genuinely change and proceeds go elsewhere, may still qualify for exemption
· If company is being set up, the intent to invest proceeds elsewhere may suffice to defeat a claim of exemption
D. Private Placements § 4(2)
ONLY AVAILABLE TO ISSUERS!!! 

· People selling same securities downstream need own exemption. 
1. Requirements and Text 
a. Text: “The provisions of § 5 shall not apply to . . . transactions by an issuer not involving any public offering.”

b. Requirements
i. Investor sophistication and access to information.

ii. No public advertising.

iii. Securities must come to rest in initial investors hands.

iv. Check for integration.
2. Purpose and Benefits of § 4(2) exemption
a. Purpose. To exempt from registration when it is thought to be unnecessary based on investor sophistication and available information

b. Benefits 
i. Rule 506. Limited offering exemption is often used
ii. BUT, good to consider §4(2) in addition b/c
(1) Fallback plan if 506 doesn’t work
(2) Some transactions are clearly private and no safe harbor rule needed.
(3) Doesn’t require advance planning
3. Defining a Private Placement

a. Key Factors: Sophistication and access to information.  SEC v. Ralston Purina (1953)
F:
Ralston offered its stock to 500 “key employees” only; D argues that because it was a focused offering, it falls within §4(2) exemption

H:
Offering public b/c at least some employees lack access to info and sophistication therefore outside of § 4(2).
R:
(1) Burden of proof lies always with entity claiming exemption.

(2) CORE TEST FOR § 4(2) EXEMPTION (Need both (1) and (2))
(a) 
Sophistication.  Do recipients require protection? 

· May be most important, b/c what good is info if you are too stupid to understand it.

· No defense of reasonable belief  under statute (that comes from rule).

(b) 
Access to information. Do recipients have info that registration would provide?

(c) 
Less important factors

· Purposes of the act.  Efficiency, competition, capital formation.

· Numerosity. Ct. rejects numerosity requirement, though notes it may be relevant.
b. Release No. 4552

i. Ban on public advertising.  Inconsistent with a private offering b/c don’t know who will see ad.
(1) Road shows permissible only if to qualified investors.
ii. Coming to Rest.  Offering continues until the securities come to rest in the hands of persons who are not “merely conduits for a wider distribution”

(1) Therefore, sellers must require:

a. Covenants not to redistribute

b. Legends indicating restrictions on certificates.
c. Stop transfer orders 

iii. Bad apple doctrine
(1) One non-conforming offer destroys the offering exemption for the entirety of the offering.
· So if 99 people had access and sophistication, and 1 didn’t, no exemption.

(2) Even if non-qualify individual does not end up buying the security

(3) Must suspect/abandon offering so that when you start it up again SEC feels it is a new offering
iv. Integration.  Whether an offering should be regarded as a part of a larger offering made or to be made – can’t separate parts of a series of related transactions if sum total is really one transaction
(1) 6 month safe harbor.  Rule 502(a).  Sales separated by six months considered separate offerings, not subject to integration.

(2) FACTORS:

· Offerings part of a single plan of financing

· Offerings involve issuance of the same class of security

· Offerings are made at or about the same time
· Same type of consideration is to be received

· Offerings are made for the same general purpose
c. §4(2) and Statutory Law Case law has subsequently established four factors:
i. Offeree Qualification.  Who can “fend for themselves”

(1) Wealth.  People with money has access to knowledge even if they don’t have it themselves – ability to assume risk
· BUT Wealth insufficient if no sophistication or knowledge
(2) Sophistication. Whether investor can understand and evaluate the nature of the risk based upon the information supplied to him 
(3) Relationship. Officership/personal (family ties, friendship, employment relationship, or a pre-existing business relationship)
(4) Other factors
d. Risk bearing ability
e. Offeree representative principle – a person other than an offeree may be able to advise an offeree or otherwise protect the offeree’s interest so as to qualify the offeree ( sophistication may be imputed to an offeree (note: rule 506)
f. Manner of disclosure – more careful, painstaking and detailed disclosure is, the more likely one may understand risk
g. Economic bargaining power – an offeree is presumed to have this attribute if available resources, financial experience, and history as an investor
ii. Availability of information.  Adequate to give basic information concerning the issuer’s financial condition, results of operations, business, property and management

iii. Manner of offering

(1) offering should be made through direct communication w/ qualified offerees OR their representatives

(2) all forms of general advertising and mass media circulation should be avoided ( if not, then difficult to show that all who received offering were qualified
iv. Absence of redistribution – want to restrict the transferability of privately placed securities to avoid resales to unqualified investors b/c such resales will transform the entire offering into a public distribution and dissolve the exemption!!
v. Note on numerosity. Always has been some relationship b/w acceptable number and level of offerees sophistication

(1) but they feel counsel should feel comfortable in selling to all institutional investors, even if 100

(2) former ceiling 25, but SC a maximum number which could never be exceeded for exemption to be available
d. Rule 506. Safe Harbor under § 4(2). See below. 
i. Note that failure to qualify for safe harbor doesn’t even raise inference that § 4(2) doesn’t protect transaction.

E. § 4(6). < $5M to accredited investors 
a. Exemption for offerings up to $5 million made exclusively to “accredited investors” 
i. Rule 215.  Investor qualification requirements (
(1) Net worth of > $1M or 
(2) Income of more than $200,000 in each of the two most recent years.
b. Must file a notice with the SEC and cannot advertise or publicly solicit
F. Regulation D Exemptions
1. General Provisions

a. No solicitation or general advertising.  Rule 502(c).

i. Must be pre-existing relationship.
b. Limitations on Resale.  Rule 502(d).

i. Reg. D securities treated as those under § 4(2), therefore cannot be resold without an independent exemption.

ii. Issuer “shall exercise reasonable care to assure that the purchasers of the securities are not underwriters [under § 2(a)(11)].” Reasonable care demonstrated by:

(1) Reasonable inquiry to determine if the purchaser is acquiring securities for himself.

(2) Written disclosures that securities not registered and can’t be resold unless registered or exempted.

(3) Legend on securities stating not registered and restrictions on subsequent transferability.
c. Rule 508.  Insignificant deviations from 
i. Requirements Rule 504, 505, 506 will not result in loss of registration exemption if violation did not pertain to term intended to protect complaining individual AND

ii. Insignificant to offering as a whole, AND

iii. Good faith reasonable attempt to comply with terms.

iv. BUT violations of 502(c), aggregation limits in 504, 505, 506 are significant.

d. Definition of “accredited investor.”  
i. Rule 501.  Person that is OR who issuer reasonably believes is:

(1) Wealthy Individual

· Net worth over $1M, OR

· Income > $200k in each of last two years or $300k if married.

(2) Any corporation with over $5M in assets.

(3) Directors and officers of issuers.

(4) Investors like banks, insurance companies, may include VCs 

ii. Release No. 6455 

1. Investor is accredited if he is director of issuer “at the time of sale of securities to that person” 

2. For a corporation to be accredited investor rule 501(a)(8) requires “all equity owners” to be accredited – director is not accredited unless he is director of issuer

3. If perform a policy making function then deemed executive officer

4. So long as all information delivered prior to sale, may disclose in two installments

5. Only deemed purchaser if make an investment decision

6. Partnership counts as one purchaser

7. May rely upon more than one exemption is one fails

e. Integration.  Rule 502(a).
i. Five Factors
(1) Class.  Is it the same class of stock.

(2) Consideration.  Is consideration different?

(3) Purpose.  Are purposes different?

(4) Plan.  Unclear if it literally means “plan” (i.e. company planned both at same time).

(5) Time.  At or around the same time.

ii. Non-Integration of subsequent public offerings with prior private ones.  Rule 152.  
(1) When used for Rule 506, offerings that were initially private will not be integrated with subsequent offerings that are public.

iii. Non-integration for abandoned private offerings. Rule 155.  
(1) If abandon private offering (i.e. no actual sales) and terminate all offering activity related thereto, AND

(2) Subsequently initiate a public offering for same (i.e. files RS), THEN

(3) NO INTEGRATION of public and private.
iv. Safe Harbor: Prior offering > 6 mnths ago.  R. 502(a).
f. Filing Requirement for sales.  Rule 503.
i. Must file Form D no later than 15 days after first sale.
ii. Subsequent notice of sales every six months after first sale.
2. Rule 504.  $1M cap
a. Issuer may not be SEA company.
b. MUST COMPLY WITH “GENERAL PROVISIONS,” above.
c. Numerosity.  No limit.
d. Investor Qualification.  None.
e. Amount. No more than $1M in last 12 months.
i. Aggregation.  Add up offerings under 504, Reg. A (mini-regs under $5M); Rule 505 ($5M cap.); CE (Cal. exemption); 701 (pension plans).
f. Filing Requirement.  Rule 503
i. Must file Form D no later than 15 days after first sale.
ii. Subsequent notice of sales every six months after first sale.
g. Good standing requirement.  Rule 507
i. Exemption unavailable if issuer has been found to violate Rule 503 (filing req’ts).

ii. UNLESS Commission determines “upon a showing of good cause” exemption could still be granted.

3. Rule 505.  $5M cap.
a. MUST COMPLY WITH “GENERAL PROVISIONS,” above
b. Amount. < $5M in 12 months.
i. Aggregation.  Add up offerings under 505, Reg. A (mini-regs under $5M); 504 ($1M cap.); CE (Cal. exemption); 701 (pension plans).
c. Numerosity. No more than 35 non-accredited investors.
i. Safe harbor: Issuer reasonably believed purchaser was qualified.

d. Qualification.  Information Requirements for non-accredited investors.  Rule 502(b).

i. Must get financial info, degree depends on size of offering.

ii. Note that accredited investors don’t need to get this info, but rule recommends they do.

iii. Unlike 506, no requirement that non-accredited investors be sophisticated.

e. Filing Requirement for sales.  Rule 503
i. Must file Form D no later than 15 days after first sale.
ii. Subsequent notice of sales every six months after first sale.
f. Good standing requirement.  Rule 507
i. Exemption unavailable if issuer has been found to violate Rule 503(filing req’ts).

ii. UNLESS Commission determines “upon a showing of good cause” exemption could still be granted.

4. Rule 506.  Safe Harbor for § 4(2)

Note: If you fail to qualify for safe harbor, you can still go naked under § 4(2).  Different from § 3(b) exemptions where inapplicability of means you’re fucked.

a. MUST COMPLY WITH “GENERAL PROVISIONS,” above
b. Information requirements for non-accredited investors.  Rule 502(b).

i. Must get financial info, degree depends on size of offering.

ii. Note that accredited investors don’t need to get this info, but rule recommends they do.
c. Numerosity.  =< 35 non-accredited investors.  Investor Qualification.  
i. Non-accredited investors must either herself, or through her representative, be “capable of evaluating merits and risk of prospective investment.”
ii. Accredited must also be sophisticated. See Rule 501(a) (prev. page), § 4(2) analysis. 
iii. Safe harbor: Issuer reasonably believed purchaser was qualified.

d. Amount. No limit.

e. Resale Restrictions

i. Must take reasonable care to ensure purchasers are not UWs

f. Filing Requirement for sales.  Rule 503
i. Must file Form D no later than 15 days after first sale.
ii. Subsequent notice of sales every six months after first sale.
g. Good standing requirement.  Rule 507
i. Exemption unavailable if issuer has been found to violate Rule 503 (filing req’ts).
ii. UNLESS Commission determines “upon a showing of good cause” exemption could still be granted.

5. Regulation CE (Cal. Exemption)

a. SEC has authority to allow states to make own laws, so far only Cal has.  Sales limited to qualified purchasers

b. Filings must be made with California Corporations Commissioner

c. All securities sold under CE are restricted securities

6. Rule 701.  Pension Plans

a. For those who offer securities to employees under stock purchase, stock option, or other benefits plans 

b. Not available to Exchange Act reporting companies or investment companies

7. Rules 801 and 802
a. Exemptions for international transactions involving rights offerings, exchange offers, and business combinations involving foreign private issuers

G. Short Form Registration.  Reg. A
Mini-registrations under $5M.

Essentially dead letter after adoption of form S-18
a. Amount.  Less than $5M in aggregate under Reg. in last 12 months.
b. Issuer may not be a SEA co.
c. Sales Restrictions

i. After filing

(1) Oral offers OK after filing

(2) Written offers OK if by preliminary circular

ii. After qualification
(1) Written offers require final circular.

d. Frequency.  Only once every 6 months.

e. Permissible Communications

i. Testing the waters. Unlike registered offerings, before filing issuer can test the waters by speaking with potential buyers through the use of documents filed with SEC.
f. Filing requirements.  Must form 1-A that looks a lot like full blown RS.
i. Concept of “qualification” of statement same as “effectiveness” under § 5.

g. Filing Requirements
i. 7 copies of any communication used. R. 256

ii. Form 1-A offering statement. R. 251(d)(1)
iii. Use of proceeds.  Must file periodic form 2-A.
iv. Failure to comply may lead to suspension of trading by SEC.  Rule 258.

h. Costs almost as much as full blown registration.
VII. Resales of Securities
A. Sales by persons other than an issuer, uW or DEALER
1. Definitions: Issuer, UW Dealer, Control and Restricted Securities
a. Control Securities.  Rule 405

i. Securities owned by an affiliate, a person who directly or indirectly controls the issuer.

ii. Control means power to direct or affect the direction of the management and policies of a person whether through ownership of voting securities, by contract or otherwise.
(1) Doesn’t matter if power is actually exercised.

(2) 10% is usually safe harbor.  See Wolfson (control where S/H owned 40%).

b. Restricted Securities are securities that are acquired
i. “Directly or indirectly from issuer, affiliation, in transaction or chain of transactions not involving any public offering”

ii. Result from § 4(1), 4(2) and 4(6) sales. See above.
iii. “From the issuer that are subject to the resale limitations of Rule 502(d) or Rule 701(d)

iv. “In a transaction or chain of transactions meeting requirements of Rule 144A”

v. “From issuer in transaction subject to Reg. CE”

c. Fungibility of control and restricted securities. if a person owns both restricted and nonrestricted securities of the same class and from the same issuer, the nonrestricted securities take on the taint of restricted securities 

i. BUT fungibility inapplicable for 144.
B. Public Resales Outside Rule 144

1. § 4(1).  Seller is neither issuer, underwriter nor dealer
a. Issuer.  Any person who issues or proposes to issue a security.  § 2(a)(4)

i. Note doesn’t include control persons

b. Underwriter. § 2(a)(11).  
i. Anyone who

(1) Purchased from issuer or an affiliate of the issuer with a view to, or 

(2) Offers or sells for an issuer or an affiliate of the issuer in connection with, 

ii. the distribution of any security.

iii. “With a view to distribution” requires intent.

(1) Passage of two years b/t purchase and sale precludes finding “distribution.” Sherwood.
· BUT change in circumstances may still allow if purchaser needs money (has to be like death of only provider in family)
(2) Wolfson (brokers selling S/Hs from issuer’s control persons not U/Ws b/c didn’t know what they were doing and otherwise complied with Rule 154 (now 144).

(3) A person who purchases securities in a private placement and then resells in a public trading market is an underwriter if she purchased with a view to distribution (as an underwriter they cannot use §4(1))
c. Dealer. § 2(a)(12)

i. Any person who for all or part of his or her time is in the business of offering, buying selling, or otherwise dealing or trading in securities issued by others.

ii. May not be functioning as UW.  Haupt.
2. § 4(3).  Non-participating dealers or UWs not selling unsold allotment of original offering, must deliver final prospectus IF:

a. First time registrants AND offering < 90 days 
b. All other registrants and offering < 40 days/
c. 25 days for exchange traded companies (NYSE or NASDAQ). R. 174
d. No delivery requirement for ’34 Act companies.  R. 174
3. § 4(4).  Unsolicited Broker Transactions
a. Rule 144(g)

i. Broker may not receive more than customary and usual commission.

ii. May not solicit purchasers EXCEPT:

(1) May contact dealers that indicated interest.

(2) Contact customers  who previously indicated unsolicited interest.

(3) Publish bid/ask info on automated quotation system.

b. Not available to brokers who are also acting like underwriters, in other words, effecting a distribution.  In re Haupt  Co.
4. Deemed Underwriter.  Rule 145(c)
a. Party to any 145(a) transaction (reclassification, merger, asset transfer) other than issuer, including an affiliate, who publicly offers or sells securities acquired is an UW under § 2(a)(11).  So, no exemption available.
C. Public Resales Under Rule 144
1. Rule designed to:

a. Prohibit creation of public markets in securities of issuers concerning which adequate current information is not available to the public

b. Where adequate current information concerning issuer is available to public, the rule permits the public sale in ordinary trading transactions of limited amounts of securities owned by persons controlling, controlled by or under common control with the issuer, and by persons who have acquired restricted securities of the issuer

2. Creates safe harbor for people who will not be considered to be engaged in distribution, and therefore not UWs under § 4(1).

3. Flow Chart
4. Adequate Information satisfied by

a. Issuer is SEA co. AND subject to § 13 requirements for 90 days prior to sale AND has filed all reports within preceding 12 months, OR

b. Contains information states in SEA Rule 15c2-11(a)(5)-(xiv).

5. Group B factors:

a. Manner of sale ( broker’s transaction

b. Amount restrictions.  Greater of 1% of outstanding securities or average weekly trading in any 3 month period

c. Requirement of the filing of a notice (subject to de minimis exceptions) ( disclosure on form 144 (if sell more than 500 shares or more than $10,000).
6. Restricted Securities

a. Acquired directly or indirectly from issuer or affiliate in a chain of transactions not involving a public offering.

b. Subject to 502(d) or Rule 701(c)

c. 144A

d. Regulation CE

e. 801 and 802.

D. Private Resales of Control and Restricted Securities

1. 4(1½) Exemption for Downstream Sales

a. Allows sales of restricted securities (i.e. issued under § 4(2)) by purchasers to other entities who would have been qualified to purchase them directly form issuer.
b. Of course, even if this didn’t apply, you could wait a year to sell under 144, but this lets you circumvent it.

2. Rule 144A. Downstream Sales to Qualified Institutional Buyers

a. “Qualified Institutional Buyer” is anyone with more than $100M of securities in unaffiliated issuers or a bank with a net value of $25M.

b. Applies only to unlisted securities.

c. Adequate information.

i. Co. is SEA co. OR

ii. Purchaser has right to obtain from seller and issuer certain basic info about issuer – including description of business, products, and services, most recent balance sheet, and financial statements for past two year Rule 144A(d)(4))
d. Rule 144A is not exclusive – may still rely on §4(1) exemption if sale was not a distribution
3. Private Resales Outside Rule 144A

a. If restricted and not covered by Rule 144A, seller must structure the transaction so that seller is 

i. Not an underwriter

ii. And cannot be made an underwriter by actions of the purchaser
b. if control and not covered, seller must ensure not an underwriter
i. at minimum ( obtain a representation that purchaser is not purchasing with view to distribution AND insist on contractual restrictions and legends
c. Note: purchasers of restricted securities are deemed to have received restricted securities and may not resell them publicly without compliance with the registration provisions of the Act
VIII. Liability for Securities Act Violations
A. Summary

a. Liability for noncompliance with §5. §12(a)(1)

i. Rescission

b. Liability for fraudulent RS (or prospectus filed therein).  §11

i. Damages

c. Liability for other fraud.  § 12(a)(2).

d. Liability for control persons.  § 15

e. Government civil enforcement.  §17.

i. Civil injunctions and penalties.  §20(b).

ii. Cease and desist orders. § 8A

f. Government criminal enforcement.  § 24.

i. 5 years in prison and fines up to $10,000.
B. Government Enforcement
1. Civil Liability.
a. §5.  Any violation of the section is “unlawful”
b. §17.  Antifraud Provisions.
i. Can be violated by negligent conduct.

ii. (a) Liability for materially misleading statements or omissions.

iii. (b) Must disclose if person disclosing is receiving some type of remuneration.

c. Remedies.
i. Equitable Relief.  §21(d)(5)
ii. Cease and desist orders.  § 8A
iii. Disgorgement.  § 8A
iv. Bar individual from serving as officer or director.  § 8A(f)
v. Civil penalties.  § 20(d).

(1) Amount depends on culpability and with risk to public presented by violator’s actions

vi. May reduce amount of penalty it seeks against a “small entity” SEC R. 9.

2. Criminal Liability. §24. 
a. Willful violation of any provision a felony
i. Willfulness: SEC has said intention to violate the law not required; knowledge of what they were doing is sufficient
ii. US v. Brown – issue is whether the government must prove that one must know that the vehicle  of violation is a security (case decided in the context of a §17 violation)
(1) government is required to prove specific intent only as it relates to the action constituting the fraudulent, misleading or deceitful conduct, but not as to the knowledge that instrument used is a security under the Securities Act
(2) need not be proved that the D had specific knowledge that the object sold or offered was security
iii. Comparison of §24 to other provisions of the ’34 Act ( in §24 only say “willfully” NOT “willfully and knowingly” thus knowledge not intended to be required

iv. Each separate use of jurisdictional means constitute a violation

b. Enforceable only by DOJ 
i. SEC may not bring criminal actions.  §20(b).
c. Penalties

i. $10,000

ii. 5 year in prison
d. No aiding and abetting action under Rule 10b-5.  Central Bank of Denver. 
i. Congress responded with amendment to §20 allowing SEC to bring aiding and abetting actions in connection with violation of the Exchange Act
C. Civil Liability

1. Common law cause of action for misrepresentation, Elements:
a. Bad act.  misrepresentation of fact
b. Materiality
c. Culpability. Standard in most jurisdictions is negligence
d. Causation.  
i. Transaction causation (but for deceit, transaction wouldn’t have occurred), AND 
ii. Loss causation: Deceit caused loss complained of.
e. Damages.
i. Out of pocket

ii. Consequential

iii. Punitive
2. § 11. Material Misstatements or omissions in registration statement or prospectus filed therein.
a. Basic Text. Civil remedy where RS containing “an untrue statement of a material fact or omits to state a material fact required to be stated therein or necessary to make the statement therein not misleading”
b. Elements:

i. Proper P.  Any purchaser of a security whether in registered offering or trading market. 
1. Must trace loss to fraudulent RS.
2. under §13 – must bring suit before statute of limitations has run
a. one year after discovery of untrue statement or one year after discovery should have been made by the exercise of reasonable diligence
ii. Proper D.  §11(a)
1. Underwriters
a. BUT selling group excluded from the definition of underwriter and do not have liability for defects in RS but underwriters are liable)
2. Control Person Liability.  § 15, see below
a. Every director, officers at the time of filing
3. Signers of RS (includes issuer, CFO, CEO, UW)
4. Named Experts, includes accountants and maybe lawyers for tax opinions
a. Liability only for part expert prepared and certified.
b. No liability for unnamed experts.
c. If law firm named, firm liable but not specifically any individual attorney.
5. Joint and several liability.  § 15 EXCEPT

a. UW limited to participation in offering

b. Outside directors limited to % fault. 
6. No aiding and abetting action under Rule 10b-5.  Central Bank of Denver. 
a. Congress responded with amendment to §20 allowing SEC to bring aiding and abetting actions in connection with violation of the Exchange Act
iii. Bad act.  Misrepresentation, including omissions, in RS
1. Includes prospectus if filed with RS.

iv. Causation. Unnecessary, but D can show no causation.
v. Culpability. Unnecessary.
1. UNLESS liability based on forward looking statement. See § 27A, below.
vi. Materiality required
1. Adams Golf.  Price drop not necessary to show materiality.
2. Issue for jury, not easily dismissed.
vii. Reliance/Knowledge. Unnecessary.
1. UNLESS purchase 12 months after specific statements effective date.
a. But reliance could be shown without showing a reading of RS
c. Remedies. Damages P entitled to:
i. Securities sold before suit: [Purchase price (not in excess of public offering price)] – [sales price] (§11(e)(2)).

ii. Securities sold after suit, but before judgment: [Purchase price (not greater than public offering price)] – [sales price].  §11(e)(3) 
(1) May not exceed damages under (e)(1), below.
iii. Securities held at time of judgment: [Purchase price (up to original offering price)] – [value at time of suit] (§11(e)(1))

iv. Limit on Recovery.  D not liable for extra damages if purchased above offering price (§11(g)).
(1) Non-managing underwriters not liable for more than aggregate offering price of its allotment (§11(e))

d. Defenses
i. Rebuttal.

ii. No causation. Factors besides the misrepresentation cause the decline in value

iii. Resign and notify SEC. §11(b)(1).
iv. Due diligence defense.  § 11(b)(3), see below.
v. P knew about misrepresentation (see §11(a))

vi. Statute of limitations.  § 13.  
(1) 1 year since discovered or should have discovered violation whichever is sooner.
(2) In no case more than 3 years.

vii. If D outside director, reasonable reliance. See below.
viii. Forward Looking Statements.  See below.
(1) Bespeaks Caution.  
(2) Rule 175

(3) § 27A.
3. Due Diligence Defense
a. Available to anyone but NOT ISSUER.

b. Experts/outsiders not liable unless sign.
c. Experts include: Underwriters, accountants, attorneys.
d. Expertised Portions are prepared by independent auditors. 
i. Does not include lawyers.
e. Summary chart
	
	Person

	
	Expert
	Non-Expert

	Expertised Portion 
	· D made reasonable investigation

· D had reasonable grounds to believe truth

· D believed that statement was true

Ignorance is no excuse
Add’l Def: Stmnts not represent his.
	· D had no reason to believe information was false.  (no duty of investigation).

· Ignorance is excuse

	Non- Expertised Portion
	No liability
	· D made reasonable investigation

· D had reasonable grounds to believe truth

· D believed that statement was true

Ignorance is no excuse


f. Determining “reasonableness”
i. Rule 176.  Reasonableness depends on factors
(1) Type of issuer

(2) Type of security

(3) Type of person

(4) Office held.
ii. Escott v. BarChris Construction Corp. - Ds position and access to information are factors in determining what constitutes a reasonable investigation
(1) CEO. No defense
· Because aware of all relevant facts cannot believe there was no untrue statements or material omissions
· No due diligence defense
(2) President and VP. No defense.
· Not educated, but reasonably prudent person wouldn’t sign document they down’ understand.

(3) Outside directors

· No reasonable investigation (didn’t read the RS or know what they were signing), AND signed statement. 
(4) Underwriters

· Should verify any claims made by managers
(5) Auditors

· No liability for the non-expertised portions
· For the expertised part they prepared, have to do a reasonable investigation and make sure that they numbers being used are correct
(6) Audited Portion

· Non-experts can rely on experts
· Experts must show they reasonably investigated where numbers came from
(7) Attorney

(8) Non-Expertised Portion

· Everyone (but auditors) should have verified claims by the managers
· Cannot rely on management’s statements of how things are
g. Due Diligence Examination – see page 268 for list of things that should be done in a due diligence examination.
4. Liability of Outside Director

a. Outside Director may rely on reasonable representations by management if her own conduct was reasonable.  Weinberger v. Jackson (OD familiar with operation, attended meetings, reviewed financials, read RSs)
i. No duty to make specific inquiries of company’s management as long as prospectus consistent with his knowledge.  Weinberger
b. §11(f). Ds are jointly and severally liable
i. D may recover contribution from other directors.
ii. Outside directors only jointly and serverally liable if their violation was knowing (really mean willful0.  §21D(f) 
(1) Otherwise only liable for their percentage of fault as determined by fact finder.
(2) only “knowing” if he has “actual knowledge”
5. Forward Looking Information 

a. SEC concerned with release of forward looking information before a RS is filed, so if there were projections or forecasts, it is more likely to be viewed as an offer
i. MD&A – must be contained and must identify any known trends that might cause future results to differ from past results
b. Bespeaks Caution Doctrine.  
i. Taj Mahal Litigation 
F:  
Issued bonds for raising capital; MD&A section of the prospectus said that “believe funds generated will be sufficient to cover all of its debt service”; Ps argue this was misleading b/c Ds possessed neither a genuine nor reasonable belief in truth; Court found that prospectus contained both general warning that there was no assurance of repayment and indicted several risk factors
H: 
Bespeaks caution doctrine:  “when an offering document’s forecasts, opinions, or projections are accompanied by meaningful cautionary statements, the forward-looking statement will not form the basis for a securities fraud claim if those statements did not affect the ‘total mix’ of information the document provided investors”
· cautionary language, if sufficient, renders alleged misrepresentation immaterial
· vague or blanket statement usually inadequate ( should be abundant and meaningful
· in litigation, use this to show that there was no misrepresentation, no culpability, and no materiality (b/c could not have relied upon it)
N: 
Limitations of use: most courts limit use of the doctrine to forward-looking statements

c. Rule 175.  Forward looking statements not deemed to be fraudulent unless such statement was made or reaffirmed without a reasonable basis or was disclosed other than in good faith
i. Rule 176.  Includes circumstance affecting the determination of reasonable grounds for belief under §11
d. §27A Safe Harbor for forward looking statements that are accompanied by cautionary statements meeting the section’s requirements; 
i. Differs from rule 175 b/c this section is not limited to filings with the SEC and requires “cautionary language” echoing bespeaks caution doctrine.
ii. Ehlert v. Singer –applying PSLRA safe-harbor in this case
(1) entire section of a prospectus may qualify as forward-looking statement even though it contains a statement of current conditions
(2) does not require list all factors that might influence company’s financial future
(3) need not be specific to the risk incurred
iii. 27A(c)(1)(B) – makes culpability an element of Ps case if liability is based on a forward –looking statement in the RS made by (or on behalf of) an issuer that is a reporting company under the Exchange Act 

(1) P must show person making the forward looking statement had “actual knowledge” that the statement was false or misleading

(2) excluded are forward looking statements in financial statement or in an IPO
e. NOTE: “bespeaks caution doctrine”, 27A, Rule 175 apply to all applicable situations arising under any section of the securities act
6. § 12(a)(1). Violations of § 5
a. Basic Text.  
i. Any “person who offers or sells a security in violation of §5 shall be liable to the person purchasing such security from him [and get rescission of the sale]”
b. Elements:
i. Proper P.  Actual purchaser
ii. Proper D. “Seller”
(1) Title Passer.  Any person who passes title. Pinter
· Must be direct privity. 
· But each seller can in turn sue its seller.
· Issuer only liable if actually sold to P.
(2) Solicitor.  “Seller” also includes person “who successfully solicits the purchase, motivated at least in part by a desire to serve his own financial interest or those of the securities owner”
BUT solicitor must have committed violation itself, no aiding and abetting.
Includes anticipation share or profits OR receives a brokerage commission
Even if no personal receipt, interest of other may be sufficient
(3) Control Person Liability.  § 15, see below
(4) No aiding and abetting.   Central Bank of Denver.
(5) Joint and several liability.  § 15 EXCEPT

UW limited to participation in offering

Outside directors limited to % fault. 
iii. Bad Act.  D offered or sold to P, not others, in violation of §5.  See above.

iv. Culpability. None. Strict liability.
v. Causation.  None. Strict Liability.
vi. Knowledge.  Must show P actually knew of violation.

c. Remedies.  Rescission or equivalent

i. Available immediately upon violation.  Once D makes an error under §5, the purchaser can get rescission.  No opportunity to cure. Diskin v. Lomasney. (D sent an illegal written offer and later sent a proper final prospectus after statement effectiveness).
(1) should stop the deal when notice and error

(2) one bad apple will ruin all offers, so will have to stop all offers

ii. Limit Damages by income received from subsequent sale.
d. Ds case

i. Rebuttal

ii. Statute of Limitations.  (§13). 1 yr after violation. NOT after discovery of violation!
iii. Unclean hands (other common law defenses?) - Fuller v. Dilbert 

(1) if can show person trying to rescind is just as guilty as D, court will have sympathy

(2) even if there is a violation, there is a possible unclean hands defense
7. § 12(a)(2).    Untrue statement in prospectus
a. Text.  Any “person who offers or sells a security by means of a prospectus or oral communication which includes an untrue statement of a material fact or omits to state a fact (the purchaser not knowing of such untruth or omission)…and who shall not sustain the burden of proof that he did not know, and in the exercise of reasonable care could not have known is liable”
b. Ps Case.
i. Proper P. Purchaser
ii. Proper D.

(1) Title Passer.  Any person who passes title. Pinter
· Must be direct privity. 
· But each seller can in turn sue its seller.
· Issuer only liable if actually sold to P.
(2) Solicitor.  “Seller” also includes person “who successfully solicits the purchase, motivated at least in part by a desire to serve his own financial interest or those of the securities owner”
BUT solicitor must have committed violation itself, no aiding and abetting.
(3) Control Person Liability.  § 15, see below
(4) No aiding and abetting action under Rule 10b-5.  Central Bank of Denver.
(5) Joint and several liability.  § 15 EXCEPT

UW limited to participation in offering

Outside directors limited to % fault. 
iii. Bad Act.  Material misrepresentation or omission of fact in (filed???) prospectus.  
(1) Gustafson v. Alloyd Co.  There was a circuit split as to whether §12(a)(2) was permitted in private, secondary transaction; 
F: 
Sole S/Hs of Alloyd sold their stock to investor group.  Group claimed that sale contract misrepresented company’s financial position. P sought rescission.
H: 
(1) 
Ducks question on 12(a)(2).  

(2) 
Only misrepresentations in filed prospectus count, general § 2(a)(10) don’t count.
N: 
Durability of precedent questionable.
Impact on § 5 violations if extended

· Seems that only formal offers associated w/ public offerings come under the definition.
· Leads to odd result that oral misrepresentations covered while most written ones are not.

· Also, makes 12(a)(2) redundants with § 11.
· that seems to suggest that offering letters and circulars previously thought to constitute prospectuses are not.
· “Prospectus” can include documents used with offerings that are considered public, including circulars, need not be just § 10 prospectus.

(2) § 10 prospectus with material misrepresentation is not a § 10 prospectus for § 5 purposes.  Manor Nursing.  If not using § 10 prospectus, violate § 5, and allow cause of action under § 12(a)(2).
iv. Culpability. None. Strict liability.
v. Causation.  None. Strict Liability.
vi. Knowledge.  Must show P knew of misrepresentation. 

c. Remedies. Rescission or equivalent 
i. Limit Damages by income received from subsequent sale.
d. Ds Defenses

i. Rebuttal

ii. SOL. 
(1) 1 year since discovered or should have discovered violation whichever is sooner.

(2) In no case more than 3 years.

iii. In pari delicto.
iv. No causation per §12(b).  Portion or all of loss not attributable to misrepresentation
v. Reasonable care.  D did not “know” and could not have known in the exercise of due care, of the material misrepresentation.  Includes duty to make reasonable investigation.  
i. Reasonable care approximately equal to reasonable investigation under §11, if D is §11-type D.  Sanders v. John Nuveen & Co.
(1) (7th Cir.) “in the exercise of reasonable care could not have known” of the claimed untruth or omission 
· Ct. notes difference in § 11 v. § 12(a)(2) language (§11: “reasonable investigation;” §12(a)(2) “reasonable care”)
· H:  §11 Ds must show same thing under §12(a)(2) even though the language is different, BUT not necessarily the same always, depends on circumstances
· Powell (dissenting): “ ‘investigation’ commands a greater undertaking than ‘care’”
8. § 15. Control Person Liability
a. Who is a control person?
i. “every person who, by or through stock ownership, agency . . . agreement or otherwise controls any person liable under §11 or §12”
ii. Easily includes major shareholders, directors, and officers
iii. Stadia Oil & Uranium Co. v. Wheelis 
(1) Term “control” given broad definition
(2) “Control” is for jury to decide.
(3) Control ( organizer of company, VP, one of three directors, signed stock certificates, presided over board meetings where sale discussed
(4) Control not determined by control of actual transaction
b. Joint and Several Liability for control persons.   Anyone who controls a person liable under §11 or §12 is jointly and severely liable to the same extent as the controlled person (express private right of action)
i. Exception: controlling person had no knowledge of or reasonable grounds to believe in the existence of fact by reason of which the liability of the controlled person is alleged to exist
c. Burden of proof on culpability.  Circuit split on whether P must show OR D to raise as defense
9. § 17(a).  Fraud and Material Misstatements (whether or not registered).
a. Text.  Unlawful in the offer or sale of any securities . . . 
(1) To employ any device, scheme, or artifice to defraud, OR

(2) To obtain money or property by means of untrue statement of a material fact or any omission

(3) To engage in any transaction, practice, or course of business which operates or would operate as a fraud or deceit upon the purchaser
b. Ds state of mind:

i. (a)(1).  Artifices to defraud requires scienter 

ii. (a)(2).  Misreps/omissions, negligence sufficient.

iii. (a)(3). Fraud, negligence sufficient.

iv. NOTE: Must show bad act AND state of mind
c. Maj. Rule: No private right of action under §17(a) except for Sixth Circuit.
i. Cort v. Ash test for implied right of action.
(1) Is P of class intended to benefit from statute?

(2) Does legislative intent indicate a private right of action?

(3) Is implication of a right consistent with legislative scheme?

(4) Is this subject matter traditionally relegated to state law, in an area basically the concern of the states?
ii. In re Washington Public Power Supply (9th Cir.)– Facts: company defaulted on bonds bought by the Ps; could not sue under §11 b/c were not required to be registered and can’t sue under §12(a)(2) b/c does not apply to government securities; could a private right of action be brought under §17(a)?  Court held: no private right of action under §17(a)
(1) Court applied the Cort factors

(2) P must establish that Congress intended to imply a private right or at least that it is consistent with the legislative scheme
(3) H:

· When Congress wanted a private right, it did so expressly (§11 and §12)

· Congress amended the statute and left this provision alone

· If there is a remedy in state law, cuts against finding a remedy in federal law

· Since express remedies exist in the statute (§§ 11, 12), priv. rt. would render those superfluous.
D. Indemnification and Contribution

1. Contribution. § 11(f)

a. Requirements

i. Contribution from any person would have been liable to make the same payment.
ii. Cannot seek contribution under this section from person who is not guilty of fraudulent misrepresentation

b. Outside directors.  Proportionate liability.  §21D(g).
c. Also available under §12 and Rule 10b-5 (not express, but implied b/c rights exists in §11 and §10(b)(5)

2. Indemnification

a. SEC opposes indemnification and any provision granting indemnification is unenforceable
b. Globus v. Law Research Service
F: 
UW seeks indemnification for intentional act pursuant to standard indemnification agreement, but this is problematic b/c underwriter “knew” of the falsity

H:
UW can’t be indemnified b/c against public policy, will encourage negligence.

IX. Securities and Exchange Act
A. SEA v. SA

· ’33 Act was focused on initial distribution of securities

· Registration here is so that securities can be sold in a particular transaction

· ’34 Act was intended to apply to secondary trading
· Registration under this act makes you subject to reporting requirements 

· BUT there are exceptions to these general rules
B. SEC’s General Exemptive Authority

a. §36 – general exemptive authority
SEC “by rule, regulation, or order, may conditionally or unconditionally exempt any person, security or transaction, or any class or classes of persons, securities, or transactions, from any provision or provisions of this title or of any rule or regulation thereunder”

b. Requirements

i. Exemption must be “necessary or appropriate in the public interest and consistent with the protection of investors:

ii. Authority of SEC does not extend to Section 15C, which relates to government securities brokers and dealers

c. §3(f) – when engaged in rulemaking, or the review of a rule by a self-regulatory organization such as a securities exchange, §3(f) requires the SEC to consider “whether the action will promote efficiency, competition, and capital formation” at any time it is “required to consider or determine whether an action is necessary or appropriate in the public interest”
C. Registration of Securities Under the Exchange Act and Periodic Reporting

1. Registration 

a. Required when
i. Security will be traded on national exchange.  §12(a).
ii. Size and Numerosity. §12(g) and Rule 12g-1. 
(1) Any single class of security held by > 500 persons, AND
§12(g)(5).  “Class” includes all securities which are “substantially similar character” and “holders of which enjoy substantially similar rights and privileges.”
· Series are not different classes

· Only equity securities (debenture not equity, thus not registered).

· Under 12g-1, need not be same class.

· Beneficial owners count.

(2) Total assets exceed $10M. Rule 12g-1.
(3) Must file within 120 days after end of first fiscal year when you meet these requirements

b. Permitted anytime someone wants to.
c. Process of registering
i. §12(g)(4) – notice of deregistration
ii. §12(b) – how to file – includes details on required in disclosure

(1) Form 10 commonly used

(2) Form 10-SB for small businesses

2. Reporting
a. § 13(a). Companies registered under SEA §12 are “reporting companies” and must report:
i. Periodic filings e.g. annual and quarterly reports as the SEC requires irrespective of updating requirement (e.g. 10-K, 10-Q)
ii. Real-time disclosure.  8-K filed to alert market when specific designated events have taken place (i.e. auditors quit, resignation of director)

iii. Keep filings current.  Filings of such info and documents as SEC requires to keep current information provided at time of registration

b. §15(d) and Regulation 15D Require same reporting of SA registrants (regardless of size)
i. BUT if after one year of registration, < 300 holders, may stop reporting.

c. §13(l) (added by SOX)– requires “real-time disclosure” which results in a continuing duty to disclose inside information if it concerns material changes in their financial condition or operations ( not yet effective b/c SEC has not promulgated it yet

3. §13. Record-keeping
a. §13(b)(2) 

i. Maintain financial records in “reasonable detail” to reflect accurately company transactions, and

ii. Implement internal controls sufficient to provide “reasonable assurances” of internal accountability and proper accounting.
b. §13(b)(3) exemption. Companies cooperating with certain federal officials in connection on matters concerning national security.
4. Liability for SEA violations
a. §32.  Criminal liability under SEA (different from §24 SA):

i. Any willful and knowing misrepresentation

(1) willful ( did it on purpose

(2) knowing ( knew there was a rule that made it illegal to act

(3) THIS section probably doesn’t add much to the statute

ii. D can avoid imprisonment, but not fine, by proving lack of knowledge of the relevant rule or regulation.
b. §18. Express civil remedy for misrepresentations (very tough to prove)
i. Ps case
(1) Proper P.  Any person who purchased or sold

(2) Proper P.  Any person who engages in bad act

(3) Bad act.  Misrepresentation or omission 

(4) Reliance.  “Eyeball reliance” have to show P actually read the statement.
(5) Culpability.  Not required.
(6) Causation
a. not knowing 

b. Price at which P purchased affected by the defective filing.
(7) damages = caused by reliance

ii. Ds CASE.  Good faith and no knowledge

(8) Courts can require an undertaking for costs and can assess costs, including attorney’s fees, against any party

ii. Remedies.  
(1) Damages

iii. §18 is a dead letter b/c Ps have never won, case is too hard to establish
NOTE: Ps do not like §18 and often seek an implied right of action under another section (i.e. §12(b)(1) and §13(a))
c. Probably no private right of action under § 13.  In re Penn Central Securities Litigation  (No private right of action under §13; §18(a) is the exclusive remedy for alleged violations of §13(a)).

i. MIGHT apply in “extraordinary circumstances” – so argument is not frivolous

d. No private right of action under § 12(g)(1).  Cramer v. General Telephone & Electronics (no priv. rt. under § 12, and P’s failed to meet § 18).
D. Foreign Corrupt Practices Act

· Added requirements of §13(b)(2) and (b)(3) – see above

· Requires reporting companies to:

· Maintain financial records in “reasonable detail” to reflect accurately company transaction

· To put into place internal accounting controls sufficient to provide “reasonable assurances” of internal accountability and proper accounting 

· §13(b)(2)

· Passed in response to “corporate Watergate”
E. Sarbanes-Oxley Act of 2002

1. §302. Mandates the SEC to pass rules relating to the certification of annual and quarterly reports by CEO/CFO

2. §906.  CEO/CFOs to certify with each periodic report containing financial statements that the report “fully complies with the requirements of the Act” and that information “fairly presents the financial status” of the company ( penalty provisions included

3. §303. – unlawful to influence the conduct of audits in order to make financial statements materially misleading

4. §401.  Added subsection (i) and (j) to §13

a. §13(i) – all correcting adjustment by auditors must be included in financial statements contained n financial reports

b. §13(j) – mandates SEC to pass rules relating to disclosures of off-balance sheet transaction, arrangements, obligation, and certain other relationships

5. §402.  Amends §13(k) to make it unlawful for an issuer to extend credit for director or officer.
6. §404, 406, 407.  Require the SEC to issue rules relating to management’s assessment of internal controls, codes of ethics for financial officers, and disclosures of financial experts on audit committees

X. Proxy Regulation
A. Regulatory Scheme

1. Regulation of Proxy Solicitations.  § 14.
a. Unlawful not to comply with SEC rules.
b. § 14(b).  Legal and beneficial owners must get right to view solicitations and vote their shares.  

i. Unlawful for securities firms, and banks and others exercising fiduciary powers, to violate the SECs proxy rules in respect of registered and certain other securities that are “carried for the account of the customer”
c. § 14(c).  Gap filler which requires equivalent information to be disseminated even when proxies aren’t solicited

i. Companies that do not need to solicit proxies must still provide SHs with adequate disclosure

d. Covered Securities include those are registered under §12(b), (g)

e. Tools for solicitation.  
i. Proxy statement.  Contains information
ii. Proxy card.  instrument employed to vote on statement

f. Regulation 14A – gives effect to §14(a) 

i. instructions for preparation, filing and provision to security holders of proxy materials

ii. schedule 14A details information that must be included

2. Distribution of Proxy Statements

a. Rule 14a-6.  Distribution of Proxy Statement
i. Requirements:

1. For routine meeting, proxy statement and form must be filed with or mailed for filing to SEC not later date of first use.
2. If not routine, proxy statement and form must be filed ten days before use.
ii. If proxy statement sent by management in connection with an annual meeting, must be preceded or accompanied by an annual report.
b. 14a-7.  Allows people to get S/H addresses or have management mail at company’s expense.  Management can choose which.
c. Rule 14a-8.  Piggybacking on Management’s materials.
i. Management must include a proxy statement proposal made by security holders, along with supporting statements (up to 500 words) when certain conditions are met
ii. Requirements for SH ( timeliness, amount of securities held, subject of proposal 
iii. If management wants to exclude, it must make a filing with SEC stating its reasons for not including it (no-action letter)
3. Covered and Excluded Types of Communications.
a. Rules cover any communication that is a solicitation

i. Proxy statement
ii. Proxy form
iii. Any other communications to security holders under circumstances reasonably calculated to result in procurement, withholding or revocation of a proxy.
b. Solicitation excludes
i. Public communications by SHs as to how they intend to vote and their reasons for their decision.
ii. For registration purposes (fraud still applies), activities that would constitute solicitations, so long as speaker:
(1) Not affiliated with management, AND
(2) Do not have an individual interest in the proposal to which the solicitation relates AND
(3) Do not seek proxy authority or provide to anyone proxy or other forms, such as consents, relating to voting.
B. False or Misleading Statements

1. Rule 14a-9 
a. Purpose. To Ensure
i. Transaction is fair and adequate

ii. Disclosure by corporate management in order to facilitate informed S/H decision.
b. Text.  “No solicitation…shall be made by means of any proxy statement…that is false or misleading with respect to any material fact, or which omits to state any material fact”
c. Elements
i. Proper P.  Solicitee, not contestant.
(1) Private right of action exists for S/H.  JI Case v. Borak.  

(2) BUT lower cts. have not implied right for proxy contestants.

ii. Proper D. Bad Actor

iii. Bad Act. Material misrepresentation or omission in proxy solicitation.

(1) NOTE: if material info is inaccessible or difficult to assemble, disclosure can be misleading

iv. Materiality.
(1) Rule: “substantial likelihood that the disclosure of omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.”  TSC
(2) Misrepresentations of motive are only actionable if they mislead with respect to the underlying subject matter. TSC.  
· So, if Dir. says believes price high but was lying and price was high, no action lies.  Va. Bankshares. (Directors in solicitations of proxy votes stated that they approved merger b/c they believed price was a “high price.”  S/H argues that directors didn’t believe it and that $42 isn’t objectively a high price.).  
· Can use circumstantial proof to show knowledge (i.e. no reasonable person could have believed).  Id.
(3) No materiality if correct info could be inferred from other sources.  TSC.
v. Transaction Causation.  Essential link.  
(1) Proxy solicitation itself, rather than the particular defect in the solicitation materials, was an essential link in the accomplishment of the transaction.  Coles.
(2) Must show P could have stopped merger by exercising voting power, other methods (appraisal, injunction) don’t count. Coles v. Schenley Indust’s (cosmetic vote where Bd. had 86% sh.).
vi. Loss Causation. P suffered economic harm due to misstatement.
(1) §21D(b)(4).  “P shall have burden of proving that the act or omission of D alleged to violate the Act caused the loss for which P seeks to recover damages”

vii. Culpability. Cir. split on negligence or scienter.
(1) Negligence. Gerstle v. Gamble-Skogmo (2d Cir.)

· Court discussed policy behind rule 10b-5 – encourages companies to release information

· But compare to §11 where the purpose is the same (to protect solicitees) 
(2) Scienter.  Knowing misrepresentation or reckless disregard of the truth.  Adams v. Standard Knitting Mills (6th circuit)
viii. Defenses.

(1) Bespeaks Caution.  Sufficient disclaiming language included.
(2) § 21E Safe Harbor for forward looking statements available if
· No actual knowledge

· Immateriality

· Cautionary statements
ix. Damages.  § 21D(f)
(1) D generally is liable solely for the portion of a judgment that corresponds to the % of responsibility of that D, as determined as provided in §21D

(2) D is liable for damages jointly and severally only when the trier of fact specifically determines that D knowingly committed a violation of the securities law

(3) D has a right of contribution, based on proportionate liability

(4) §21D(e).  Damages cannot exceed difference b/t Ps purchase or sale price and the mean trading price “during the 90 day period beginning on the date on which the information correcting the misstatement or omission that is the basis for the action is disseminated on the market” 
XI. TENDER OFFER REGULATION

A. IS it a tender?
1. In tender offer, acquirer deals directly with SH of target corporation

a. “for your shares in target, you will receive our shares”

i. ’33 Act implications

ii. Williams Act implications

b. “for your shares in target, you will receive cash”

i. Only Williams Act implications

c. SH makes the offer, not the acquirer 
2. Three Primary Approaches: to defining tender offer
a. SEC’s 8 Factor Test.  Wellman v. Dickinson
i. Factors

(1) Active and widespread solicitation

(2) Solicitation for substantial percentage of target’s stock

(3) Premium offering price

(4) Terms of offer firm and non-negotiable

(5) Offer contingent on the tender of a fixed # of shares

(6) Offer open only for a limited time

(7) Offeree pressured to tender stock

(8) Public announcements precede or accompany acquisition of large amounts of target’s stock

ii. Case: TO where co. formed subsidiary and used it to buy sh. from 28 largest S/H. and S/H given only a few hours to decide.
b. S-G Securities v. Fuqua: 2 factors:

i. public announcement of intention to acquire large amount of target’s stock for purpose of gaining control

ii. subsequent rapid acquisition of large blocks of target’s stock

c. Handson Trust PLC – look to statutory purpose

d. Most important differences:

i. Hanson looks to who should be protected by the statute

ii. The other two tests look in more detail at the actual transaction

iii. S-G offers little help to issuer

iv. S-G limited in that it only applies to specialized situations that don’t fit mold of classic tender offers.
B. TEnder Offer Requirements
1. Williams Act

a. §13(d).  Beneficial owner of more than 5% of registered equity security (itself registered under SEA § 12) must file with SEC within 10 days after the acquisition of securities that triggers the reporting requirements

i. But if acquired less than 2% in last twelve months, 5% doesn’t apply.
ii. Proper P:
(1) SEC. Enforcement action (§ 21) and cease-and-desist action (§ 21C).
(2) Private right of action exists (Maj.).  Indiana National v. Rich. BUT Min. say no.  
(3) SEC can bring enforcement action (§ 21) and cease-and-desist action (§ 21C).

iii. Proper D. Beneficial owner of >5%
(1) S/H counted together if agree to “hold, acquire or dispose of” their stock for purposes of affecting control.  GAF Corp. v. Milstein.
(2) De minimus exception. Putative offeror purchases do not exceed 2% of class in last 12 months.

iv. Remedies  
(1) Unsuccessful tender offeror cannot sue for damages, but some circuits allow for injunctive relief.  Piper v. Chris Craft.  
· Note that even if ct. allows injunctive relief, P’s must still make showing of irreparable harm.  Rondeau v. Mosinee Paper Corp.
b. §13(e).  SEC may regulate repurchases by issuers of their own equity securities.
c. §14(d). Unlawful to make a tender offer for an Exchange Act registered equity security if success in the offer would result in ownership of more than 5% of the class, unless certain filings are made
i. Proper P:
(1) SEC can bring enforcement action (§ 21) and cease-and-desist action (§ 21C)
(2) Private Right? Possible arguments:
· SH could make a strong argument under Cort v. Ash that Congress specifically intended to protect them under §14(d).

· 9th Cir. has held implied right for best price rule.

· S/H could argue that only people in their position could be effective “policers” of bad acts b/c the SEC is not equipped to handle due to lack of resources

· Annoyed target’s arguments weaker: SEC not effective “policer”; they are fiduciaries and act to protect SHs; harm to company will equal harm to SHs
ii. Securities may be withdrawn at any time tender offer is open.  
(1) §14(d)(5). Securities deposited in response to a tender offer may be withdrawn w/in 7 days after the date of the original tender offer, and after 60 days have elapsed following this date

(2) Rule 14d-7.  Permits withdrawal during entire period of the tender offer.
(3) Purpose: to provide easy rescission for security holders who change their minds AND protects against having securities tied up indefinitely while a tender offeror waits to receives its desired # of shares.

iii. Proration throughout tender offer.  
(1) §14(d)(6). When a tender offer is for less than all of the securities of a class, a tender offeror must purchase tendered securities pro rata during the first 10 days the offer is open

(2) Rule 14d-8. Extends pro rata purchase requirement to securities tendered throughout the tender offer period.
iv. Best Price Rule.  
(1) §14(d)(7). If price increase while tender offer is open, the increase would be made retroactive to those who tender early (avoids game playing)

(2) Rule 14d-10: Best price offered to any S/H must be paid to all S/H.
d. §14(e).  Anti-fraud provision
i. Proper P:

(1) SEC can bring enforcement action (§ 21) and cease-and-desist action (§ 21C).
(2) Target company or its S/H have right. But see Lewis v. McGraw (S/H can’t sue if tender offeror retracts offer).
(3) Competing tender offeror cannot sue for damages, but some circuits allow for injunctive relief.  Piper v. Chris Craft.
ii. Applies to any tender offer (unlike 13(d)), including mini-tenders

iii. Bad Act
(1) Prohibits material misstatements, omissions and fraudulent, deceptive, or manipulative acts or practices in connection with TO
· “Manipulative” means conduct intended to “to deceive or defraud investors by controlling or artificially affecting the price of securities.”  See Schreiber v. Burlington Northern (no manipulation where offeror made tender offer but then withdrew it and subsequently offered to purchase less shares so S/H lost $$ on pro-rating of offer).
(2) Rule 14E.  Tender offers must remain open for at least 20 days

(3) §14(e)(3).  Prohibits inside trading in connection with tender offers

iv. Scienter requirement (Maj.).
v. Section empowers SEC to adopt rules to prevent fraud.
e. Trading while in possession of non-public information.  14e-3 Trading while in possession of non-public information relating to tender offer.

XII. RULE 10b-5 and SARBANES-OXLEY ACT

A. Overview

1. Rule 10b-5. It shall be unlawful for any person, directly or indirectly to (
(a) 
[Means] ] To employ any device, scheme, or artifice to defraud

(b) 
[Misleading Statements] To make any untrue statement of a material fact or to omit to state a material fact necessary to make that which was said not misleading

(c)
[insider trading or mkt manipulation] To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person in connection with the purchase or sale of any security

2. Generally used for 

a. Best known use is for insider trading cases, 
b. Corporation issues misleading information to the public OR keeps silent when it has a duty to disclose.
c. Insider selectively discloses material, non-public information to another party, who then trades on it (tipping)

d. Securities firm or another person manipulates the market for a security traded in the OTC market

e. Securities firm or securities professional engages in certain other forms of conduct connected with the purchase or sale of securities

3. P and D’s Case
a. Proper P. Any purchaser or seller of any security.
i. Security need not be registered under SA or SEA.

ii. Must use jurisdictional means

iii. SEC

b. Proper D. Need not be issuer, can be anyone, key is “in connection with.”
i. Includes control persons UNLESS they can show they “acted in good faith” and didn’t induce violation.”

ii. Tippee only if 

(1) Tip is a breach of insider’s FD AND 

(2) Insider gets personal benefit (financial, reputational, gift-giving).
c. Scienter.  Both private Ps and SEC must show scienter. Ernst & Ernst
i. Lower cts. found recklessness enough.
d. Bad Acts

i. Materially misleading statements or omissions.  10b-5(b)

(1) Must be deception, breach of FD by offering too low a price doesn’t count.

ii. Non-Disclosure. 10b-5(a), (c)

(1) Traditional
· An insider with non-public material information has (a) a duty to disclose the information or (b) refrain from trading.  Cady Roberts.

· Traditional insiders include CEO, Directors, etc . . . 

· Insiders may only trade when information disseminated to public and enough time for market to assimilate.

· Duty to disclose exists if

· Person agrees to maintain information in confidence

· Reasonable expectation of confidentiality

· Info. recipients are spouses, parents, siblings, etc . . . 

Temporary Insiders

Outsiders with duty to source of information.

Tippers with duty of confidentiality
Tippees. Liable if 

· Knows info came from a person who breached a confidentiality duty AND

· Tipper obtains some benefit.

· 1.
Financial

· 2.
Reputational

· 3.
Gift-giving

Includes insiders who purchase on non-public information.  TGS
(2) Misappropriation theory. 
Must exist a duty of trust and confidence.

· Rule 14e-3 prohibits trading while in possession of non-public information in advance of TO
O’Hagan affirmed validity of 14e-3.

· No general duty to refrain from trading on non-public information.
e. “In connection with” purchase or sale of security.  Generally interpreted as “materiality.” See below.
i. Touch test.  Does misrepresentation touch the purchase or sale of security.
ii. For non-disclosure, do transaction and fraud coincide?

f. Causation

i. Transaction.  Many courts equate transaction causation with reliance.

ii. Loss.  P must show that other occurrences did not cause decline in share price.
(1) Usually enough to show purchase price and change therein when violation corrected.
g. Reliance.  See below.
	
	Face to Face
	Market

	Misleading
	Actual proof of reliance (lower court have decided)
	Basic  (rebuttable presumption of reliance)

	Nondisclosure (insider trading)
	Affiliated Ute – presumed.
	SPLIT:

· Shapiro (presumed if D makes trade on open market without info)
· Friedrich (must show loss causation)


h. Damages

i. Disgorgement.  Elkind.
ii. No punitive damages.

i. Defenses

i. SOL . 2 years from discovery of violation, but in no case more than 5 years.

ii. In Pari Delicto
B. Bad Acts

1. Materially misleading statements, actions or omissions

a. Must be deception, not just breach of FD.  Santa Fe Industries v. Green
F: 
Santa Fe controlled 95% of Kirby’s stock; wanted to merge with Kirby in short form merger requiring vote of parent’s board and payment to minority SHs; appraisal by Santa Fe priced stocks at $125, so offered $150, but minority says worth $772

H: 
No violation

b. Includes market manipulation
i. “Artificially affecting market activity” such as wash sales, matched orders, or rigged prices.
2. Non-Disclosure: Insider Trading
a. General Theory of Insider Trading
i. 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 AND

ii. Inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing

b. Insiders’ have duty to disclose OR refrain from trading.   In re Cady Roberts

i. Given that insiders usually have a duty to keep quiet about inside info, usually refrain from trading is what the obligation is.

c. No equal access rule.  Chiarella v. US

F:
Tender offeror hired printer to publish statements. Printer used information to buy shares before offer announced publicly.  Criminal action alleging Chiarella had unequal access

H:
(1) No equal access rule.  Non-disclosure only fraudulent when duty to disclose.
(2) When is there a duty to disclose?
· Fiduciary or similar relationship of trust and confidence between them
· mere possession of non-public market information is insufficient
d. Categories of covered individuals. Duty to disclose or refrain from trading covers:
i. Insiders with material nonpublic information b/c of their position.  Chiarella.

(1) SEC v. Texas Gulf Sulphur (TGS).  
F: D was mining for minerals, downplayed the importance of their findings, D didn’t want to increase the stock price and wanted to figure out other land to buy

Is it misleading? Any person who makes a material misrepresentation can be liable if it is in connection with purchase or sale (but need not be purchaser or seller himself)
· Materiality? Depends upon a balancing of both indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of company activity
· When may insiders act? Must wait long enough to conclude the public has received it – must have been effectively disclosed in a manner sufficient to insure its availability to the investing public
· Must have effective dissemination
· Mere press release does not qualify!
ii. Temporary Insiders, people who temporarily have position of trust.
iii. Outsiders with duty to source of information.
iv. Tippers.  Insiders and outsiders with a confidentiality duty who knowingly make improper tips are liable.
v. Tippees. Liable if 
(1) Knows info came from a person who breached a confidentiality duty AND
(2) Tipper obtains some benefit.  Dirks v. SEC 

F: 
Insider gave D information trying to expose fraud; D interviewed employees and tried to get WSJ to expose fraud; D talked with other about fraud and these people sold their shares

H:
Tippee liability derives from insider breach of duty, but insider has only breached a duty where the insider gets a personal benefit
1. Financial
2. Reputational
3. Gift-giving
N:
Financial benefit to tippee irrelevant: if you give information to a friend in hopes that friend will have benefit, sufficient to constitute a personal benefit
3. Non-Disclosure: Misappropriation

a. US v. O’Hagan
F:
WSJ reporter wrote column that influenced stock prices. Began tipping friends off in violation of WSJ policy to keep info confidential.
H:
Ct. upheld conviction b/c reporter violated co. policy.
b. Rule 10b5-2(b). Recipient owed duty to source when
i. Agrees to keep in confidence.

ii. History, pattern or practice of confidentiality.

iii. Spouse, parent, child or sibling of the recipient, unless recipient can show no reasonable expectation of confidentiality.

c. Rule 14e-3 prohibits trading while in possession of non-public information if information in advance of tender offer obtained from acquirer or target.

i. No duty of confidentiality necessary.
4. Causation?
b. §10b-5(1): trading “on the basis of” material nonpublic information 

i. If the person was aware of the material, nonpublic information 

ii. NOTE: just because we have public inside information doesn’t mean that was what motivated us to trade, SO the rule includes exceptions to prevent these motivations disputes

1. a preexisting plan to trade is an exception
c. Regulation FD.  Reporting and public announcement requires public disclosure material information. 

C. “In Connection With” Requirement 

I. In cases involving public dissemination of false or misleading information in a medium upon which an investor would presumably rely, courts have tended to find that the i/c/w requirement can be satisfied by a showing of materiality 
1. Touch test
a. Superintendent v. Bankers Life – 
F: 
Parent acquired new subsidiary and paid for acquisition by forcing subsidiary to sell T-Bonds.  Covered tracks by giving sub CD, but then mortgaged the CD.  So, parent essentially financed acquisition by taking sub’s assets. Sub sued.
H:
Violated 10b-5 b/c parent deceived sub’s bd. by inducing it to sell the T-Bills.
R: 
TOUCH TEST: Deceptive practices touched by sale of security, not necessarily caused sale of security 

i. not only about value – doesn’t have to be a fraud just on value

a. U.S. v. O’Hagan.  L used info about client’s takeover bid to buy stocks.
i. Satisfies “in connection with” b/c unauthorized use of confidential info deceptive.

2. Sale and fraud must coincide
a. SEC v. Zanford – court still applies the “touch test” but interprets it broadly: sale and fraud MUST COINCIDE
i. Non-disclosure case.  Broker in mutual funds and he had check writing privileges, so when people would invest in fund, he would sell securities and misappropriate funds for his own use.
ii. He argues that the sales were perfectly legal and that the misappropriation may have been fraudulent, but that fraud was not i/c/w the sales

iii. Court disagrees b/c it was enough that the scheme to defraud and the sale of securities coincide

iv. H:  Sales and fraud coincided, therefore 10b-5 liability exists.
D. Reliance

1. Nondisclosure
a. Face to Face.  Affiliated Ute v. US 

i. Positive proof of reliance not necessary

ii. Causation in fact = obligation to disclose + withholding of material fact

iii. Rebuttable presumption of reliance – Ds can still rebut they relied upon it!

b. Market. Circuit Split:

i. Shapiro v. Merrill Lynch  Presumes reliance and causation from D making trades in the open market without disclosing material inside information)
F: 
ML was prospective managing underwriter of Douglas and was told of material adverse inside information; ML then gave the info to ML customers who traded on it

H: 
Ds breached a duty to disclose, thus causation in fact is established

R: 
(1) D owed a duty to disclose not only to the purchasers of actual shares sold by Ds, but to all persons who during the same period purchased stock in open market without knowledge of the material inside information in possession of Ds

(2) Court concerned with value deterrence aspect and integrity of the market
ii. Fridrich v. Bradford You must show that their trade caused your harm or harm on the market
F: 
D purchased shares based on tip from father; did not sell on same day or even same month in which he bought 

H: 
P must show some causal demonstration; bad act only occurs when a trade is made – if there is no trading, then failure to disclose does not cause injury.
N: 
Court concerned with Draconian damages
c. §20A – liability to contemporaneous insiders

i. “any person . . . purchasing or selling with inside information . . . is liable to any person who contemporaneously entered into market”

1. seems to codify Shapiro with limitations on damages (all they get is disgorgement)

2. ends up being a dead letter

2. Misleading Statements/Ommissions.
a. Fraud on market theory:

i. Based on hypothesis that stock price is determined by available information THUS misleading statement defraud purchasers even if they do not directly rely

ii. Causal connection no less significant than in case of direct reliance

iii. Basic v. Levinson.  Rebuttable presumption of reliance/causation
F: 
Basic was engaged in negotiations for merger, but denied it publicly; later issued press release saying that they were “approached” about merger; next day announced approval of tender offer; Ps who sold after first public statement brought suit

H: 
(1) Accept presumption that people who trade shares relied on the integrity of the price set by the market and because Ds material misrepresentations that the price had been fraudulently depressed

(2) Presumption can be rebutted ( this reliance did not cause the injury

· P would have sold stock anyway

· Market makers were privy to the truth about the merger discussion and thus the market price would not be affected by Ds misrepresentations
E. Standing: Purchaser or Seller
1. Birnbaum rule.  Only purchaser or seller of securities has standing to sue.
a. Blue Chip Stamps v. Manor Drug Stores
F: Ps alleged that prospectus prepared i/c/w offering was materially misleading in its overly pessimistic appraisal of status and future prospects of company; then failed to purchase the securities; 
H: must be an actual purchaser or seller to bring suit under 10b-5
i. Holders of puts, calls, options, or other contractual rights or duties to purchase or sell securities have been recognized as “purchasers” or “sellers”

ii. Case was indication that expansive days were not over

F. Scienter
1. Private Plaintiffs 
a. Ernst & Ernst v. Hochfelder 

F: 
Nay induced Ps to invest funds in escrow accounts that did not exist and used their funds for his own personal uses; committed suicide and revealed what he had done; suit against Ernst for failing to utilize appropriate accounting procedures to discover the illegal practices of Nay.
H: 
(1) Private P must show scienter (state of mind which embraces intent to deceive) 

(2) Negligence insufficient

(3) Does not hold whether recklessness is enough.

R:
(1) Language of statute
(2) Legislative history
(3) Legislative scheme

2. SEC must also show scienter.  Aaron v. SEC
G. Damages and Penalties
1. Disgorgement.
a. Advantages:

i. Deter tipping

ii. Bars windfall recoveries

iii. Avoids difficulties associated with out of pocket measure

b. Elkind v. Liffett & Myers
i. P must show:

· Time, amount, and price per share of his purchase

· That a reasonable investor would not have paid as high a price or made the purchase at all if he had had the information in the tippee’s possession

· AND price declined by time he learned the tippee information or at a reasonable time after it became public
c. Possible means for showing damages:

i. out of pocket measure = show what you paid for security, show value when disclose, you get the difference

ii. market repercussion = P entitled to whatever dimunition of value attributable to insider trading – if you can show insider actually moved the market price you can recover for that  

iii. disgorgement = profit gained on loss avoided

If action based on misleading – out of pocket typically used

If action based on inside trading – disgorgement typically used 
2. Equitable Remedies
3. Rescission

4. Cover Damages
H. Sarbanes-Oxley Act

18 U.S.C. §1348: whoever knowingly executes, or attempts to execute, a scheme or artifice – 

1. to defraud any person in connection with any security of an Exchange Act reporting company; OR

2. to obtain, by means of false or fraudulent pretenses, representations, or promises, any money or property in connection with the purchase or sale of any security of an Exchange Act reporting company shall be fined under this title, or imprisoned not more than 25 years, or both
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