SECURITIES REGULATION
A. Approaches to Sec. Reg. Analysis

1. Learn the nuts-and-bolts of securities regulation (statutes, cases, and rules)

a. Securities Act of ’33; Exchange Act of ’34;  etc.

2. The “why” of securities regulation

a. Why (federally) regulate securities markets?

A. Securities markets are prone to information failures because:

1.Hard to coordinate disclosure practices between companies

2.Agency costs: managers may underdisclose to achieve mischievous purposes

3.Positive externalities: companies may not capture all the benefits of their disclosures

4.Avoids duplicative research

B. Importance of securities markets in economy

C. High stakes for individual investors

D. An area particularly prone to abuse

b. Why focus primarily on requiring disclosure at the expense of merit-based regulation?

c. What are we trying to achieve by requiring disclosures?

i. Improve share price accuracy

ii. Reduce agency costs (managers mischievous use of funds)

iii. Reduce fraud in securities markets

iv. Reduce preferential/insider access to information

d. What does it mean to “protect” investors? 

e. Which investors should matter to securities regulators?

B. Background for Sec. Reg.

1. Basics of Corporate Finance 

a. Securities as claims on the firm
Securities are permanent, long-term claims on the corporation’s assets and future earnings issued pursuant to formal contractual instruments
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b. Types of securities (common & preferred stock, debt)
c. Investment decisions (present value & discount rates)

Present Discounted Value (PDV) = ___$ in future___




               (1+ discount rate (as decimal))time
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        ex:

• If discount rate goes up, present value is less (dividing by larger #)

• Rather have $ now as opposed to later. Risk/uncertainty involved)



Discount Rate (Capital Asset Pricing Model)




R = Rf + beta* (Rm – Rf)





R=discount rate





Rf=risk free rate (opportunity cost for not having $ 

now.

Rm=market rate

beta* (Rm – Rf)=Discount for uncertainty. Beta is how much systematic risk there is in the investment. Overall Beta for market is 1. The more volatile the security, the higher the beta will be.



Diversification 

• Systematic risk: risk you cannot diversify away from (great recession – all stocks went down)

• Unsystematic risk: when not diversified in lemonade/umbrella hypo.
2. The structure of financial markets 

a. Primary and secondary markets

3. Sources of securities regulation law

• 33 Act went after primary market


• 34 Act went after secondary market (SEC created by 34 Act)

• Don’t know right now where derivatives fit in; largely unregulated as is.
On materiality (Is information material?)


A. Relevant statutes

1)SEC mandated disclosure items (e.g. Regulation S-K)
• Item 101.a.  Provide information from earlier periods if material… 

• Item 402.a.2. Disclose all compensation awarded to named executives and directors…

• Item 406 Disclose whether adopted code of ethics.  If did not adopt, explain why not.

2)Securities Act (SA) Rule 408 / Exchange Act (EA) Rules 12b-20
“In addition to information expressly required to be included, there shall be added such further material information necessary to make the required statements not misleading.”

3)Rule 10-b-5
• “It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange, . . .



(b) To make any untrue statement of a 



material fact or to omit to state a material 



fact necessary in order to make the 



statements made, in the light of the 



circumstances under which they were made, not 
misleading . . .

in connection with the purchase or sale of any security.”

Cases:


TSC Industries:

• “The court also explicitly has defined a standard of materiality in the proxy-solicitation context that ‘an omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.” (Who is the reasonable SH?)
• “It further explained that to fulfill the materiality requirement ‘there must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.’”
1. Basic v. Levinson
a. “Silence is golden” (Basic kept publicly denying that they were in talks of a merger. They should have just said, “no comment.”) –Silence absent a duty to disclose is not misleading –n.17.
b. Probability x magnitude test for materiality of future events (Forward looking statements)

Standard: Materiality “will depend at any given time upon a balancing of both the indicated probability tha the event will occur and the anticipated magnitude of the event in light of the totality of the company activity.”

SC rejection of 6th Circuit test: Lying doesn’t make it material. If not material before lie, it’s not material after lie. (Guttentag agrees with 6th Circuit: lying makes it material. If he’s going to lie about this, he’ll lie about anything.)  
2. Ganino v. Citizens Utilities Company  
a. Applying the “reasonable shareholder” standard
50 year winning streak. 10 million of 96 income had been put away and used from 95 to hit #s. (slush fund)

When info came out, stock dropped. When 10-Q came out it did not

3rd Circuit rejected DC’s bright line rule re materiality (1.7% of total revenue tells nothing about how important the transaction is.)

1) Bright line rules will never fly wrt what a reasonable investor would think is important/material.


2) % of income is more telling than % of revenue.

3. In re Merck & Co, Inc. Securities Litigation  
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a. Using Efficient Capital Market Hypothesis (ECMH) to determine materiality
• Can we look to the change in stock price to determine whether info is material? Yes, assuming court follows ECMH (like 3rd Cir. does here), “materiality of disclosed information may be measured post hoc by looking to the movement of the stock price in the period immediately following disclosure.

Here, the price rose after initial disclosure that revenues included co-pays by consumers (#s were given in S-1). 2 months later WSJ article came out estimating that 4.6 billion of Medco revenues were from consumer co-pays (did the math) ( court said this was not new info, reporter just did the math. But stock drops.

• Factors relating to stock price changes as evidence of materiality


1) Was there an abnormal return, or was entire market moving?


2) Were there other confounding disclosures made at the same 

time?

3) Did the stock price change solely as a result of anticipated litigation costs?


4) Was the market response not efficient for some reason?


5) Was there info leakage before the announcement?
Here, plaintiff failed to establish material misstatement. (Stock price didn’t drop when info first came out ( a reasonable investor would not/did not care

4. In the Matter of Franchard Corporation
a. Disclosures about management integrity
1954 – 1960:  Louis J. Glickman acquired real estate in the US and Canada.  Used Venada Corporation on many occasions.

May, 1960:  Glickman forms Glickman Corporation.  Class B stockholders elect 2/3 of directors until 1971. Glickman owns 450K of 660K Class B shares.

October 12, 1960: First three registration statements become effective [allowed by SEC to sell shares]. Statement says Glickman advanced $211,000 to registrant.

October 14, 1960:  Glickman starts to transfer funds from Glickman Corporation to Venada.  By October 1961 total transfers were almost $2.4 million,  though many repaid.   Transfers not disclosed.

August 31, 1961: Glickman shares pledged to secure loan of $4.25 million.  Interest rates up to 24% and not disclosed.

May, 1962:  Auditors disclose to directors funds diverted to Venada from time to time.  Glickman promises to repay, but makes further withdrawals.

August 20, 1962:  Judge Rifkind report of unauthorized transfers.

November 30, 1962:  Board learns of more unauthorized transfers by Glickman. Glickman resigns.

January, 1963:  Cash distributions to Class A shareholders terminated.  Company name changed to Franchard Corporation

• Although Glickman’s withdrawals only accounted for less than 1.5% of book value of the Registrant, it was material because it was important to investors. They were basically investing in him, and he was acting unsavorily.

RULE 408 requires mandatory disclosures 
to be supplemented with “further material information, if any, as may be necessary to make the required statements in light of the circumstances under which they were made not misleading.”
Deterrent effect of disclosures 
SUMMARY OF MATERIALITY

1.Objective standard – would information assume actual significance in decision of reasonable investor

2.Forward-looking information = probability x magnitude

3.Quantitative measures relevant, but not conclusive

4.Market reaction (or lack thereof) important evidence

OPEN QUESTIONS WRT MATERIALITY

1.Which reasonable investor counts:  The average or typical investor? The sophisticated investor? (But not too sophisticated)
2.Are disclosures about things other than material facts ever material? (SC thinks no under 10b5, but Prince George example says otherwise.)
3.Are disclosures requirements only about providing information that the reasonable investor would find useful?  What about deterrence? (No, influence behavior)
T.2. What is a security

Definition: 1933 Act § 2(a)(1)
1. SEC v. W.J. Howey Co.
W. J. Howey Company and Howey-in-the-Hills Service are Florida corporations under common direct control.

Howey Company owns large tracts of citrus acreage; Howey-in-the-Hills cultivates and develops the Howey Company groves.

Customers are offered both a land contract and a service contract, although land purchaser not required to purchase services.

Uniform purchase price per acre.  Service contract for 10 years.  Howey has full discretion.  

Purchasers not residents of Florida.

a. “Investment Contract” if: 1) invest money, 2) in a common enterprise, 3) with an expectation to profit , 4) from the efforts of others
2. SEC v. SG Ltd.
a. Horizontal commonality, because shared (“virtual”) pool; and that satisfies common enterprise prong of Howey Test. 

b. Is this the most expansive approach?

No, broad vertical covers the most. Horizontal requires everyone to get the same returns. Horizontal is the most narrow b/c it requires that everyone get the same profits and losses.

Since horizontal is accepted by the court, the other 2 should be also according to the court.
Facts: SG operated a Stock-Generation website offering the purchase of shares in eleven virtual companies, including the “privileged company.”

Investing in privileged company is “a game without risk.”

Price of privileged company shares supported by owners of SG (with reserve funds), which is why value constantly rises.

800 U.S. person purchased shares, with opportunity to earn referral fees of 20% to 30%, with over $4.7 million deposited in a Latvian bank by fall 1999.

By March, 2000 SG share price of privileged company plummeted and SG stopped responding to participants.
Horizontal commonality:


Investments and returns to a group of investors are pooled (pro rata distribution of the returns).  If enterprise does well, all the investors do well.  If the enterprise does badly, all the investors suffer. (“A rising tide lifts all ships”)
Vertical commonality: 



Broad vertical commonality

Promoter’s efforts affect individual investors collectively (even if no pooling of funds or pro rata profits).  

Different investors may receive different returns. (Investment hinges on promoter, not everyone does equally)

Slightly more stringent than “efforts of others” prong (common, specific other)
Narrow vertical commonality

Same as broad vertical commonality except that the promoter takes on some risk of the investment going up or down with each individual investor. 
(Promoter also has risk)
*Horizontal Commonality always satisfied common enterprise. Vertical Commonality depends on the jxn. 
· THE NO ACTION LETTER:
Request to SEC:  “We respectfully request that the Division of Corporation Finance concur with our opinion expressed that the operations of an electronic marketplace on which persons can sell and buy tickets for sporting and other events do not constitute or involve a ‘security’ under the Securities Act of 1933 or the Securities Exchange Act of 1934.” 
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Disposition by SEC:  “Based on the facts presented, this Division will not recommend any enforcement action to the Commission if, in reliance upon your opinion as counsel, The Ticket Reserve engages in the activities described in your letter without compliance with the registration requirements of the Securities Act of 1933.”

3. United Housing Foundation Inc. v. Forman 
a. Labeled stock, but none of the attributes, ( not a security
Facts:  Public housing cooperative had prospective renters purchase “stock” in a Coop – 18 shares per desired room.  

Facts:  Shares were not transferable; had no dividend; had to be resold to Riverbay for a set price if the purchaser ever moved; and had voting rights allocated by apartment rather than unit of stock.  

Facts:  An “Information Bulletin” said the average monthly rental charge per room would be $23.02.  After cost overruns, the average rental charges per room turned out to be $39.68.

Issues:  Is this purchase a securities transaction:  a) because labeled “stock,” or b) because an “investment contract”?

Holding 1:  Not sale of stock, because: characteristics of “stock” – dividends contingent on profit; transferable; voting rights; ability to appreciate in value – not present in the Co-op “stock.”

Holding 2: Not an “investment contract,” because expectation of profits prong requires that investors “be attracted solely” by the prospects of a return on the investment
The word “stock” or “security” is not controlling – the emphasis is on the economic reality

4. SEC v. Edwards
a. Fixed return can count as Howey “expectation of profits” (fixed profits are still profits)

ETS sold payphones to the public, and then leased back the phones (10,000 people; $300 million).

Under the leaseback agreement, ETS managed payphones and paid a 14% annual return.

“Purchasers” of payphones were passive, and ETS did all maintenance, collection, etc.

5. SEC v. Life Partners (betting against AIDS patients)(analogous to betting on b-ball game)
a. No efforts after investment, then not Howey “efforts of others”
b. Services are purely ministerial, rather than entrepreneurial.

(But the effort was made by LPI. It shouldn’t matter that it was before $ was given.) (Bright line drawn between effort made before or after investment ( Gutt thinks this is wrong)


Howey Investment K Test Review:



-Invests $?

a.Investment decision must be at stake (not just consumption)


-Common Enterprise?
b.Dispute over meaning of “common enterprise” (HC, BVC, NVC)


-Expectation of Profits?
c.Profits, not consumption


-Efforts of Another?
d.Not too much investor effort or power to control

6. Landreth Timber Company v. Landreth
a. When is the sale of “stock” a securities transaction?

b. Labeled stock and attributes of stock, then a security
—Facts:  Ivan K. Landreth and his sons owned all the outstanding stock of the predecessor of Landreth Timber Company.

—Facts:  Samuel Dennis, a tax attorney, received a letter offering the stock of the lumber company and containing a promise to rebuild the sawmill after a fire.  

—Facts:  Dennis and seven others purchased the stock of the predecessor of Landreth Timber Company for $2.5 million.  The sawmill was not repaired, and Dennis sued Landreth for violation of securities regulations, citing the widely offered sale of the stock.

—Issue:  Can the purchase of an entire business count as the purchase of a security?

—Holding 1:  Characteristics usually associated with sale of stock: 
1. right to receive dividend contingent on profits; 
2. negotiability; 
3. can be pledged; 
4. voting rights; and 
5. can appreciate in value (citing Forman).

 —Holding 2: Forman only requires looking beyond label “stock” to the economic substance of the transaction, when instrument does not have the attributes of stock.  Petitioner notes that purchaser was not a passive investor (as required to pass the Howey test), but here the security is a stock, so we do not get to the investment contract/Howey analysis. 
The court did not apply the Howey test as that test is only relevant to “investment contracts” – instead the court applies a “stock is stock” test whereby the court looks to see if the instrument in question has the traditional characteristics of stock
[image: image5.png]Rule 10b-5 loss causation

' [e——

Loss
Causation

Glass Begin Class End





Note: sellers always want to sell stock as they get rid of all the assets and liabilities plus they can get LTCG tax treatment. Buyers always want to but assets since it limits their liability and they can cherry pick assets and liabilities (you should sell assets if you want to avoid Securities Acts)

7. Reves v. Ernst & Young
a. “Note” is security if investment rather than commercial purpose -commercial purpose based on family resemblance factors: 
1) raising money for general use by a business; 
2) the plan of distribution; 
3) reasonable public expectations; and 
4) existence of an alternative regulatory scheme.

PRESUME it’s a note, unless it fits within the carve outs above.

—Facts:  The Co-Op is an agricultural cooperative with approximately 23,000 members.

—Facts:  To support general business sold promissory notes:

-  payable on demand by the holder;


-  uncollateralized; 


-  interest rate on notes adjusted monthly; 

-  notes offered to both members and non-members as an “Investment Program.”

—Facts:  Suit filed against Arthur Young & Co, the Co-Op’s accountant, for intentionally failing to follow generally accepted accounting principles.

—Issue:  Are the sales of the promissory notes covered by the Securities Acts?

—Holding 4:  “Unlike ‘stock’ [in the Landreth case],  ‘note’ may now be viewed as a relatively broad term,… that a sale … is covered by the Securities Acts .. Cannot be said of notes, which are used in a variety of settings, not all of which involve investments.”

*Different approach from Landreth b/c it is possible for a “note” to have all the attributes but still not be covered by Securities Acts. When something is called a stock, it’s almost always an investment. The same is not true for notes.

—Holding 9:  Factors to apply in determining whether a transaction involves a security:  
1) raising money for general use by a business (motivation of buyer and seller); (for general business use-like a security)
2) the plan of distribution; notes sold to 1000s-like an investment)
3) reasonable public expectations; (notes sold as investments) and 
4) existence of an alternative regulatory scheme. (if not, then should be investment)

(Is it more like an investment or commercial transaction?)

—Holding 12:  Unclear if demand notes fall within the ‘less than nine months’ exclusion.

EXEMPTED SECURITIES (34 Act § 3(a)(10))
The term "security" means any note, … but shall not include currency or any note, draft, bill of exchange, or banker's acceptance which has a maturity at the time of issuance of not exceeding nine months, exclusive of days of grace, or any renewal thereof the maturity of which is likewise limited. 

A note is a security if it has a maturity of more than 9 months UNLESS the family resemblance factors show that it should be excluded.
—Dissent:  Demand notes are due in less than nine months.

—Dissent:  Securities Acts clearly intended to exclude any notes due in less than nine months.

*Differences between Reeves and Howey tests:




Need all the factors satisfied to pass Howey.

Re: notes: it is a security unless the factors say it should be excluded (don’t need all of them)
 S.1. Disclosure obligations
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A. Who is a public filer (exchange listing, size & # of shareholders, public offering)


Getting off is harder than getting on (that’s what she said).

B. When must you disclose (8-K, 10-K, 10-Q)
1.Form 8-K – filed on occurrence of specified events deemed to be of particular importance to investors.

Form is to be filled out within four business days of the event


8-K Filing Triggers:



Information to be reported on Form 8-K:
Item 1.01. Entering into a material definitive agreement not made in the ordinary course of business.

Item 1.02. Terminating a material definitive agreement not made in the ordinary course of business.

Item 1.03.  Entering into bankruptcy or confirming a plan of reorganization.

Item 2.01.  Acquisition or disposition of assets other than in the ordinary course of business.

Item 2.02.  If any public announcement of material, non-public information about operations or financial condition, unless information made broadly available to the public.

Item 2.03.  If registrant becomes obligated on material financial obligation.

Item 2.04.  If triggering event occurs which increases or accelerates a financial obligation that is material.

Item 2.05.  Costs associated with agreeing to sell assets or terminate employees, if material.

Item 2.06.  If there is a materially impairment of a company asset
Item 3.01.  If the company’s stock is delisted.

Item 3.02. If there is an unregistered sale of equity securities.

Item 3.03. If there is a material modification of the rights of securities holders.

Item 4.01. If the firm changes the certifying accountant.

Item 4.02.  If the board of directors determines that previous financial statements cannot be relied upon.

Item 5.01. If a change in control of the firm has occurred.

Item 5.02.  If there is a departure of a director or principal officer.

Item 5.03.  If there is an amendment to the articles of incorporation, by-laws, or a change in the fiscal year.

Item 5.05.  An amendment to the Code of Ethics or waiving a provision of the Code of Ethics. (see C&P, p.158)
Item 7.01.  Information registrant elects to disclose under Reg. FD.

Item 8.01.  Information the registrant deems of importance to security holders.

2.Form 10-K – filed annually. (The big one – most info on a company found here). Audited financial data and complete business description required.

(Rules 13a-14 and 15d-14(a) say that CEO and CFO must sign certification of annual and quarterly reports)(Sarbanes Oxley)
3.Form 10-Q – filed quarterly. Financial data need not be audited but CEO and CFO still required to sign. 
1. In the Matter of Hewlett-Packard Company
Facts:  A story is published about an HP Board Meeting in January 2006.

Company begins an investigation of the leaks that includes tapping the phones of various journalists. 

On May 18, 2006 the Board learned the findings of the investigation, revealing that George Keyworth.  He was asked to resign but did not.

At that meeting, Thomas Perkins, of Kleiner, Perkins,  Caufield & Byers, objected to the board’s handling of the matter, resigned, and walked out of the Board meeting.

On May 22, 2006, HP filed a report on Form 8-K pursuant to Item 502(b) reporting Mr. Perkins resignation, but did not comply with Item 502(a).  Also, failed to allow response letter.
Holding 1:  Form 8-K requires that a reporting company disclose information when a director resigns from the board.  If the resignation is due to a disagreement with the company on a matter relating to its operations, policies, or practices, the Form 8-K must provide a brief description of the circumstances of the disagreement.  

Holding 2: HP’s Form 8-K reported that Perkins had resigned but did not disclose that there was any disagreement with the company.  HP argued that Perkin’s resignation was due to a disagreement with HP’s Chairman of the board and not with the company on a matter relating to operations, policies or practices.

—Holding 3: The SEC concluded that the disagreement and the reasons for Perkin’s resignation should have been disclosed in the Form 8-K (Item 5.02(a)).  Reasoned: (1) the disagreement related to the decision to present the leak investigation findings to the full board and the decision by majority vote to ask the director identified in the leak investigation to resign.  (2) These both related to corporate governance matters and HP’s policies on how to handle sensitive information – and thus was related to HP’s operations, policies, or practices. 

C. What must you disclose 

Information to be reported on Form 10-K:
Item 1. Business information required in Item 101 of Regulation S-K.  


Item 101.a. of S-K. General development of business during the past five years.


Item 101.b. of S-K. Financial information about industry segments.


Item 101.c. of S-K. Narrative description of business.


Item 101.d. of S-K. Financial information about geographic areas.


Item 101.b. of S-K. Financial information about industry segments.

Item 1A. Risk factors described in Item 503(c) Regulation S-K. 

Item 503.c. of S-K. Discussion of risks that make the offering speculative or risky.

Item 2. Financial information in Items 301, 303, and 305 of Regulation S-K. 


Item 301 of S-K. Financial data for each of the last five years.

Item 303 of S-K. Management discussion of financial conditions and results of operations.


Item 305 of S-K. Quantitative and qualitative disclosure about market risk.

Item 3. Properties information required in Item 102 of Regulation S-K. 


Item 102 of S-K. State briefly location and general character of principal plants.  

Item 4. Security ownership of certain beneficial owners as required in Item 403 of Regulation S-K. 


Information to be reported on Form 10-K:
Item 5. Information about directors and officers required in Item 401 of Regulation S-K.  


Item 401 of S-K. Names, ages, and positions held by directors.

Item 6. Executive compensation required in Item 402 and paragraph (e)(4) of Item 407 of Regulation S-K.

Item 402 of S-K. Compensation information, including Compensation Discussion and Analysis and various charts regarding aggregate executive compensation.

Item 7. Information about relationships and related transactions described in Item 404 and Item 407(a) of Regulation S-K. 

Item 404 of S-K. Any transactions with related parties in which the amount involved exceeds $120,000.

Item 407(a) of S-K. Information about corporate governance with an emphasis on whether a director is independent.

Item 8. Information on legal proceedings in Item 103 of Regulation S-K. 

Item 103 of S-K. Describe briefly an material pending legal proceedings other than ordinary routine litigation incidental to the registrant’s business.


Information to be reported on Form 10-K:
Item 9. Market price and dividend information required in Item 201 of Regulation S-K.  


Item 201.a – d. of S-K. Includes information about equity compensation plans.

Item 10. Information about recent sales of unregistered securities described in Item 701 of Regulation S-K. 

Item 11. Description of securities pursuant to Item 202 of Regulation S-K. 

Item 12. Description of indemnification of directors and officers pursuant to 702 of Regulation S-K. 

Item 13. Financial information pursuant to Regulation S-X. 

Item 14. Information about changes in or disagreements with accountants securities pursuant to Item 304 of Regulation S-K. 

Item 15. List separately all financial statements and furnish the exhibits required by Item 601 of Regulation S-K. 
1. In the Matter of W. R. Grace & Co.
Facts:  J. Peter Grace, Jr. retired as Chief Executive Officer (CEO) on Dec. 31, 1992.  J. P. Bolduc became CEO, and Eben Pyne was a non-management member of the board and chairman of the compensation committee, who knew about Grace Jr.’s benefits.

Grace Jr. did not disclose some of his retirement benefits in questionnaires distributed to officers and directors.  

Grace Jr. would continue to receive in retirement the “substantial perquisites he received while CEO:” a $3 million apartment, a cook, secretaries, use of company planes ($2.7 million of the $3.7 million in benefits), home nursing, and security services.

Proxy statement said on his retirement Grace Jr. would receive “certain other benefits.”
Disclosure counsel had Pyne review the executive compensation section of the proxy statement.
Holding 1:  Grace, Jr., Bolduc, and Pyne did not fulfill their obligations under the federal securities laws. Grace, Jr., Bolduc, and Pyne knew or should have known that Grace, Jr.’s retirement benefits were not fully disclosed. (Should have disclosed the details) 
Holding 2: Grace, Jr., Bolduc, and Pyne should have inquired as to whether the securities law required disclosure of the detailed compensation information. “An officer or director may rely upon the company's procedures for determining what disclosure is required only if he or she has a reasonable basis for believing that those procedures have resulted in full consideration of those issues.” (can only rely on lawyer when you have a reasonable basis for believing it.)
Holding 3: Report is a Section 21(a) report negotiated by the parties in lieu of any further action by the SEC. (Public scolding)

3.Should an outside director like Pyne be responsible for mistakes in the company’s disclosure? 

On the one hand, outside directors may be good monitors for shareholders.  Outside directors have an interest in preserving their reputation for protecting shareholders.  Imposing more duties on the outside director may help ensure more accurate disclosure. 

On the other hand, outside directors can always choose not to be an outside director.  If the liability burden is large and requires outside directors to expend a lot of effort on monitoring, few qualified candidates will choose to become outside directors in the first place.
Potential areas of liability 
A. Rule 10b-5 fraud liability

1. Liability under the securities acts
A. Rule 10b-5 Antifraud

I. Origins of the private cause of action
Section 10 of Exchange Act (1934)
It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange—

(b) To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, . . . any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.

Rule 10b-5 (1943)
It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange,

(a) To employ any device, scheme, or artifice to defraud,

(b) To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or

(c) 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.

Implied private right of action: Individual shareholders can bring it in addition to SEC. Kardon v. National Gypsum Co. (1946)
“[W]e deal with a judicial oak which has grown from little more than a legislative acorn.” Blue Chip Stamps, et al. v. Manor Drug Stores (1975)

a. Herman & MacLean v. Huddleston et al.
Facts:  In 1969 Texas International Speedway (TIS) filed a registration statement and prospectus with the SEC offering $ 4.4 million in securities to the public. TIS went bankrupt in 1970. 

Huddleston and Bradley brought a class action lawsuit in 1972 on behalf of themselves and other purchasers of TIS securities.  Named plaintiffs included the accounting firm Herman & MacLean
Holding 1:  “The availability of an express remedy under Sec. 11 of the 1933 Act does not preclude defrauded purchasers of registered securities from maintaining an action under Sec. 10(b) of the 1934 Act.”

Court emphasizes that §11 and §10(b)(5) are different things, and can both be brought under the right circumstances (based on Congressional intent)

II. Private Securities Litigation Reform Act of 1995 (PSLRA)
Changed the rules of the game if you are a plaintiff’s attorney bringing a 10(b)(5) claim.


Major provisions:

—Rebuttable presumption lead plaintiff in the class is the shareholder with the largest financial interest in the class action litigation

—Plaintiff must plead with particularity facts leading to a strong inference of scienter (good for private investigator biz)
—Stay on discovery until after a motion to dismiss is heard

—Provides safe harbor for forward looking statements

Limits liability of defendants not involved in intentional fraud to their proportionate share of harm caused
III. Who can sue under 10b-5

a. Blue Chip Stamps, et al. v. Manor Drug Stores

…in connection with the purchase or sale of any security…


Facts:  A group of retailers launch

   
Blue Chip Stamps as a competitor 

   
to S&H Green Stamps.
Blue Chip Stamps as part of a consent decree agrees to sell shares to retailers who used the stamp services, but were not founders.

Shares registered, prospectus distributed to all offerees; more than 50% of shares purchased. 

An offeree (retailer mailed prospectus) claims materially misleading, overly pessimistic.
Issue:  “May respondent base its action on Rule 10b-5 without having either bought or sold the securities described in the allegedly misleading prospectus”?

Holding 1: “… it was held by the US District Court in 1946 … that there was an implied private right of action under Rule 10b-5…Kardon v. National Gypsum.

Holding 2: “… Second Circuit concluded that the plaintiff class for purposes of a private damage action under Sec. 10(b) and Rule 10b-5 was limited to actual purchasers and sellers of securities.  Birnbaum v. Newport Steel Corp. 193 F.2d 461.”

—Holding 3: “… we are of the opinion that Birnbaum was rightly decided, and that it bars respondent from maintaining this suit under Rule 10b-5.”

YOU HAVE TO EITHER BUY OR SELL TO BE ABLE TO SUE.

Holding 4: “… no congressional intent to extend a private civil remedy for money damages to other than defrauded purchasers or sellers of securities…”
But 10(b)(5) created judicially…weak argument. No evidence they intended any private right of action.
Holding 5: In 1957 and 1959 SEC attempted to change to Sec. 10(b) to include “any attempt to purchase or sell.” 

Holding 6: Purchasers and sellers at least seek to base recovery on a demonstrable number of shares traded.  A plaintiff who neither buys nor sells is more likely to be seeking a largely conjectural or speculative recovery. (measure of damages problem)
Holding 7: Other ’33 and ‘34 Act private civil remedies are limited to purchasers or sellers of securities.
Where the Acts actually do discuss civil remedies, they limit it to buyers and sellers.

Judicial oak which has grown from a legislative acorn quote (why this case is such a chestnut.)

1.What are the categories of investors who are harmed from fraud without engaging in a securities transaction?  (C&P, p. 251)

a. Investors who choose not to purchase due to the fraud; 

b. Actual shareholders who choose not to sell shares; 

c. Shareholders, creditors, and others who are harmed by insider activities in connection with the purchase or sale of securities.

“…it has been held that shareholder members of the second and third of these classes may frequently be able to circumvent the Birnbaum limitation” (they have other remedies)
b. SEC v. Zandford
...in connection with…
Facts:  In 1987 William Wood opens a joint account for himself and his mentally retarded daughter with $419,255.
Between 1987 and 1991 Zandford transferred money from Wood’s account to his own account.

Some of funds Zandford transferred came from selling shares. 

Zanford indicted, convicted, sentenced to 52 months, and $10,800 in restitution.

SEC files civil complaint based on 10b-5.

Issue:  Is selling a customer’s securities and misappropriating the proceeds different from a simple theft?

Holding 1: “The securities sales and [Zandford’s] fraudulent practices were not independent events… [Zandford’s] fraud coincided with the sales themselves.”

In connection with = coincided with
Holding 2: Each sale was made to further Zandford’s fraudulent scheme; each sale was deceptive because it was neither authorized nor disclosed.

Holding 3: “Any distinction between omissions and misrepresentations is illusory in the context of a broker who has a fiduciary duty to her clients…”
Zandford owed a fiduciary duty, he acted fraudulently by not acting on his clients’ behalf.
Holding 4: “each time respondent ‘exercised his power of disposition for his own benefit,’ that conduct, ‘without more,’ was a fraud.”
Do brokers have a fiduciary duty to all their clients?
Brokers (those conducting securities transactions for others)  must register with the SEC.

Broker rule-making delegated to self-regulatory organization called the Financial Industry Regulatory Authority (FINRA). 

FINRA requires brokers adhere to a suitability rule: a broker must make recommendations that are suitable for customers based on their financial situation, needs and goals.

Congress’ Investment Advisers Act (1940) defines an investment adviser as someone paid to advise others on investing in securities. 

SEC v. Capital Gains Research Bureau 375 U.S. 180 (1963) holds investment advisers have fiduciary duty under the ‘40 act.

• Generally, brokers that exercise discretion or control over customer assets owe customers a fiduciary duty similar to that of investment advisers
IV.Elements of the Cause of Action

1) Misstatement of a material fact


2) Scienter


3) Reliance


4) Loss Causation


5) Damages

a.Misstatement of a Material Fact
Santa Fe Industries, Inc., et al. v. Green et al. (review)

- Complete and accurate disclosure provides a defense against a 10b-5 claim.


SEC v. Zandford (redux)

- An omission may be actionable in some circumstances. (when fiduciary duty is owed)


Virginia Bankshares, Inc. v. Sandberg
- An opinion may be actionable if the claim of a belief is false and the underlying claim is false.

Santa Fe Industries, Inc., et al. v. Green et al.
Facts:  In 1936 Santa Fe Industries, Inc. acquired control of 60% of Kirby Lumber Corp., a Delaware corporation.

Santa Fe gradually increased its control to 95% of Kirby stock.

In 1974 did a “short form” or freeze-out merger to buy remaining shares for cash (dissatisfied shareholders can request fair value from Delaware court). 

Santa Fe provided appraisals of Kirby’s assets to Morgan Stanley (MS & Co).  Assets appraised for $320 million or $640 per share.  MS & Co values Kirby at $125 per share; minority stockholders offered $150 per share.
Minority shareholders received statement about Kirby asset values and MS & Co $125 per share valuation.

Minority shareholders file 10b-5 complaint, claiming stock was worth $772 per share.

Claim:  MS & Co appraisal was “fraudulent,” and so cash out merger was a fraudulent scheme involving a breach of a fiduciary duty.

Holding 1: The Court of Appeals did not disturb the District Court’s conclusion that the complaint did not allege a material misrepresentation or nondisclosure.

Holding 2: Court of Appeals says Rule 10b-5 can reach breaches of “fiduciary duties” even without misrepresentation; Supreme Court reverses.

Holding 3: In Sec. 10(b) of the ‘34 Act the words “manipulative or deceptive” are used in conjunction with “device or contrivance.”
MANIPULATION OR DECEIT IS REQUIRED FOR A 10(b)(5) VIOLATION.
Holding 4: “The language of Section 10(b) gives no indication that Congress meant to prohibit conduct not involving manipulation or deception.” C&P, p. 274

Holding 5: Minority shareholder could either accept the price offered or reject it and seek an appraisal in the Delaware Court of Chancery.  This is not a “federal case.”

Holding 6: “…the Court repeatedly has described the ‘fundamental purpose’ of the Act as implementing a ‘philosophy of full disclosure’…” C&P, p. 275

Holding 7: The Delaware legislature has supplied minority shareholders with a cause of action. Not a dispositive factor.

Holding 8: Absent a clear indication of congressional intent, we are reluctant to federalize substantial portions of the state law of corporations.


Virginia Bankshares, Inc. v. Sandberg (opinions)


In the case of opinions, need to falsity of statement and a “cheating heart”
Facts:  First American Bankshares, Inc. (FABI) owns all of Virginia Bankshares, Inc. (VBI), which owns 85% of First American Bank of Virginia (Bank) shares.

FABI hires investment banking firm Keefe, Bruyette & Woods (KBW).  KBW gives Bank’s executive committee opinion that $42 per share is fair price for Bank minority stock.

Bank solicits shareholder votes on merger, stating “Merger approved by Directors because it provides high value for shares.”
(Should have appointed independent directors and hired investment bankers so that it wouldn’t look improper)
Sandberg brings federal suit alleging “directors had not believed that the price offered was high…, but had recommended the merger” to keep their director jobs.
Issue: Can a statement couched in “conclusory or qualitative terms” by materially misleading?

Holding 1: Yes, knowingly false statement of reasons may be actionable even though conclusory in form.

Holding 2: Conclusory statement in a commercial context are reasonably understood to rest on a factual basis.

Holding 3: There was evidence of a ‘going concern’ value for the Bank in excess of $60 per share, versus the $42 per share stated to be a high value.

*Holding 4: Conclusory statements may be false either: 1) because the person does not believe the statement is true, or 2) because the statement itself is actually false. 

(Souter says you need BOTH)
Holding 5: “We think that proof of a mere disbelief or belief undisclosed should not suffice for liability….” C&P, p. 279 (item 1 above), but here the statement itself ($42 is a high value) is also actually false.

Holding 6: “… not every mixture with the true will neutralize the deceptive.”

b.Scienter
In this opinion the term ‘scienter’ refers to a mental state embracing intent to    deceive, manipulate, or defraud.” Ernst & Ernst v. Hochfelder, footnote 12
“…every circuit court that has addressed the question has concluded that recklessness satisfies Rule 10b-5’s scienter requirement”
Ernst & Ernst v. Hochfelder
Facts:  Nay, president of a brokerage firm embezzled investors’ money for many years.

Nay’s “mail rule:” no one else opens mail addressed to me. 

Ernst & Ernst were auditor.  Did not uncover fraud, and did not disclose “mail rule.”

Did not claim fraud or intentional misconduct on the part of Ernst & Ernst. (Said they were negligent. Is that enough?)
Issue: Can an action for civil damages under Sec. 10 (b) and Rule 10b-5 lie in the absence of an allegation of intent to deceive, manipulate, or defraud on the part of the defendant?
Do you need to plead scienter to be successful on your 10(b)(5)? ( Yes.
Pleadings: SEC contends nothing in the language “manipulative or deceptive device or contrivance” limits its operation to knowing or intentional practices.  Overall Congressional intent is to “protect investors,” and so it are the effects that matter, not intent.
Holding 1: SEC argument ignores the use of the words ‘manipulative,’ ‘device,’ and ‘contrivance.’ 


These words imply that intent is necessary.
Holding 2: Use of the word manipulative is especially significant.  It connotes intentional or willful conduct designed to deceive or defraud investors.

Holding 3: Legislative history absent on Sec. 10(b) with “no indication intended to proscribe conduct not involving scienter.”

Holding 4: In comparison, Sec. 11(e) of the ‘33 Act holds the issuer absolutely liable, but experts may avoid civil liability by reasonable investigation.  “The express recognition of a cause of action premised on negligent behavior in Sec. 11 stands in sharp contrast to the language of Sec. 10(b), and significantly undercuts Commission’s argument.”
Holding 5: Also, each of the express civil remedies of the 1933 Act allowing recovery for negligent conduct is subject to significant procedural restrictions not applicable under Sec. 10(b).

Holding 6: Viewed in isolation subsections (b) and (c) of Rule 10b-5 could encompass both intentional and negligent behavior.  But history of rule shows scienter required, and Rule is based on authority of Sec. 10(b).

A.What does the plaintiff have to show to meet the scienter requirement of Rule 10b-5? 

From easiest to more difficult to show scienter: (need to show 1)
(a) actual motive to deceive; 

intent to defraud
(b) knowledge and appreciation of the fact that misleading information or deception is occurring; 
knowledge of facts and appreciation of how the market will mislead
(c) recklessness as to whether deception is occurring.

“so highly unreasonably and such an extreme departure from the standard of ordinary care as to present a danger of misleading the plaintiff to the extent … obvious that the defendant must have been aware of it
Tellabs, Inc. v. Makor Issues & Rights, Ltd.
Facts:  Tellabs, Inc. manufactures equipment used in fiber optic networks. Richard Notebaert was Tellab’s Chief Executive Officer and President during the relevant period. 

Shareholders between Dec. 11, 2000 and June 19, 2001 accuse Notebaert and Tellabs of engaging in a scheme to defraud the public about the true value of Tellabs.

Decided after the passage of and on the basis of the Private Securities Litigation Reform Act of 1995 (PSLRA).

Claim:  Beginning on Dec. 11, 2000 Notebaert falsely reassured investors that Tellabs was continuing to enjoy strong demand for its products in four ways:

1.Misrepresented TITAN 5500 growth

2.Misrepresented TITAN 6500 delivery date

3.Falsely represented financials (via channel stuffing)

4.Overstated revenue projections

Notebeart did not sell any shares during the “class period.”

7th Circuit: State of mind allegation sufficient: “We will allow the complaint to survive if it alleges facts from which, if true, a reasonable person could infer that the defendant acted with the required intent…”

Milk toast version of “strong inference”
6th Circuit: Plaintiff are entitled to only the most plausible of competing inferences.

Stronger standard

Background: Prior to passage of PSLRA, pleadings in securities fraud governed by Fed Rule Civ. Proc. 9(b) requiring that for all averments of fraud the circumstances constituting fraud must be stated with particularity, but state of mind may be pled generally.


PSLRA raised standard wrt scienter
Background: Prior to passage of PSLRA, 2nd Circuit adopted “strong inference” of scienter formulation to ward off “fraud by hindsight.”
Holding 1: Our goal is to “prescribe a workable construction of the ‘strong inference’ standard” geared to twin goals of PSLRA: curb frivolous lawsuits, and preserve ability to recover on meritorious claims.

Holding 2: Court must “take into account plausible opposing inferences.  The Seventh Circuit expressly declined to engage in such a comparative inquiry.” The “strength” of inference cannot be decided in a vacuum.

Holding 3: The inference that defendant acted with scienter need not be irrefutable or even ‘the most plausible of competing inferences.’  Yet the inference of scienter must be more than merely ‘reasonable’ or ‘permissible’ – it must be “cogent and compelling” and “at least as compelling as any opposing inference.”

GINSBURG: Must be at least as good as any other story.

SCALIA: Must be at least better than any other story.
Holding 4: Absence of motive is not fatal.  (Could he have motive even if he didn’t sell any shares?)

Scalia Concurrence: Rejects “at least as compelling as any opposing inference” as too weak an interpretation of “strong inference.” Test should be “whether the inference of scienter (if any) is more plausible than the inference of innocence.”

c.Reliance


Basic Inc. v. Levinson

Fraud on the Market Theory will count as reliance if the info is generally well-known and the market is efficient.
IS INFO MATERIAL?

Held: Determination of materiality is fact specific – remand for determination based on a weighing of the significance of the information (based on the probability of the event x the magnitude). 

Reasoning: 

(1) TSC Industries view of materiality with focus on whether there is a substantial likelihood a reasonable investor would find the information significant given the total mix of information applies in § 10(b) and Rule 10b-5 context, 

(2) An event may be contingent and probabilistic and still be material; 

(3) Adopts Texas Gulf Sulphur's probability X magnitude test:

(a) board resolutions, investment bankers, negotiations are all indicia of interest that may indicate an increased probability of merger; 

(b) also look at merger premium, relative capitalizations of the two companies to determine magnitude of the merger to a company’s shareholders.  
RELIANCE REQUIREMENT
Issue:  Can a person who traded after the issuance of a materially misleading statement invoke a rebuttable presumption that, in trading, he relied on the integrity of the price set by the market?

Holding 1: Yes. Fraud on the market theory (FOTM) creates a presumption of reliance for securities traded in efficient markets. 
“Requiring a plaintiff to show a speculative state of facts, i.e., how he would have acted if … the misrepresentation had not been made, would place an unnecessarily unrealistic evidentiary burden on the Rule 10b-5 plaintiff.”
Holding 2: FOTM starts with the assumption that the stock price of a publicly-traded company reflects all publicly-available material information regarding the valuation of the stock. 

Which form of the efficient capital markets hypothesis is this? Strong.
Holding 3: False information disclosed to the public therefore will affect the stock price (e.g., falsely optimistic information will cause the stock price to increase). 

Holding 4: Investors – even if they themselves do not read the false information directly – will therefore “rely” on the information in their purchase when they transact in the stock at the market price before the false information is corrected.

Holding 5: “The causal connection between the defendants’ fraud and the plaintiffs’ purchase of stock in such a case is no less significant than in a case of direct reliance on misrepresentations.”
Holding 6: Requiring individualized showings of reliance would effectively swamp the common issues in the class, thus destroying the class action.  (POLICY)
Holding 7: Agree reliance is a requirement of Rule 10b-5, but there is more than one way to show this causal connection. 

Holding 8: Open market transactions differ from face-to-face transactions. The market is interposed between the seller and buyer and, ideally, transmits information to the investor in the processed form of a market price. 

Holding 9: The presumption of reliance employed in this case is consistent with, and, by facilitating Rule 10b-5 litigation, supports the congressional policy embodied in the 1934 Act. 
Holding 10: Court also cites to “recent empirical evidence” that the market price incorporates “all publicly available information,” but do not rely on any particular theory “about how quickly and completely publicly available information is reflected in market price.”  Footnote 28
Holding 11: To invoke the presumption of reliance plaintiff must allege or prove:  
(1) defendant made public misrepresentations; 
(2) the misrepresentations were material; 
(3) that the shares were traded on an efficient market, … and 

(4) that the plaintiff traded the shares between the time the misrepresentations were made and the time the truth was revealed.  Footnote 27, C&P, p. 311

*Holding 12: To rebut the presumption of reliance defendant can show:  
(1) market not deceived; 
(2) corrective statements had already been made; or 
(3) the specific plaintiff would have sold anyway.

White, Dissent:  “[F]raud-on-the-market theory is a mere babe.”  

White, Dissent: Disagrees that investors rely on the “integrity” of the market price.  This aspect of the fraud-on-the-market theory “mystifies me.” “Many investors purchase or sell stock because they believe the price inaccurately reflects the corporation’s worth.”
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d.Loss Causation

2 Types of causation:



• Transaction Causation: Another term for reliance. Fraud causes the 

purchase or sale but for the fraud, plaintiff would not have invested (or sold, etc.)
• Loss Causation: (Exchange Act § 21D(b)(4)) Akin to proximate cause. Fraud causes the loss e.g., no loss if market doesn’t believe the misrepresentation, and stock dropped due to market decline

• Reliance requires a causal link between an alleged misrepresentation and the decision on the part of an investor to purchase or sell securities.  

• Loss causation focuses more on whether the investors losses are caused by the alleged misrepresentation.  Consider the following situations:

i. Reliance but no loss causation – The investor bought securities due to the misrepresentations of the issuer.  The investor quickly sold at a profit.  While there is reliance, there was no (loss) causation.

ii. Causation but no reliance – The investor was forced to sell securities on a particular date due to a court antitrust-related order.  The investor sold at a depressed price due to misrepresentations by the issuer.  Here there is no reliance (the decision to sell did not depend on the misrepresentations), but there is causation (the investor got less money than otherwise due to the misrepresentations)

Broudo v. Dura Pharmaceuticals, Inc. 

Heightened standard (gate-keeping function) of having to plead with specificity, loss causation.
Facts: On February 24, 1998 Dura announced lower sales than expected.  The next day Dura stock price falls from $39 per share to $21 per share. 

Eight months later Dura announces FDA would not approve new asthmatic spray device.  Share price falls, but recovers within one week. 
Plaintiffs bought stock between April 15, 1997 and February 24, 1998. Plaintiffs claim Dura made false statements about potential profits and likelihood of Food and Drug Administration (FDA) approval of the new asthmatic spray device.

Argument about economic loss:  bought “in reliance on integrity of the market [and] paid artificially inflated price for Dura securities and suffered damages thereby.”
9th Circuit: Private plaintiff under Sec. 10b-5 need only establish the price of the security was inflated on the date of purchase because of the misrepresentation.  The injury occurs at the time of the transaction.

Holding 1 (Supreme Court): An inflated purchase price will not itself constitute or proximately cause the relevant economic loss. Complaint must also allege actionable loss, as evidenced by a fall in the share price once the truth becomes known.
Holding 2: And if a purchaser subsequently sells at a lower price that lower price may reflect, not the effects of the earlier misrepresentation, but other changed circumstances. 

Holding 3: Complaint fails to allege actionable loss.  Did not claim share price fell after the truth became known. (Did not state that the loss was caused by misrepresentation.)


*(Needed to plead that the investors were lied to and as a result, the stock price fell)

What are some of the costs and benefits of focusing on the price drop at the time of revelation to determine the harm caused by the fraud?

Benefits:  Straightforward way to measure magnitude of harm.

Costs: Encourages management bundling the disclosure of good and bad news.  

Encourages law suits whenever there is a large share price drop after news is revealed.

Loss causation is different than damages in that it needs to be plead with specificity, at the outset of the case, as one of the elements, whereas damages can be argued about after liability is determined.

Loss causation (pleading requirement): Complaint must allege actionable loss, as evidenced a fall in the share price once the truth becomes known.

Damage measure under Sec. 10(b)-5: Most common measure: tort-based “out-of-pocket” loss, based on the difference between the amount paid and the security’s actual value, because Rule 10b-5 is a remedy for fraud, a tort. 

PSLRA Damage caps: Section 21D(e) limits damages to difference between the price paid and the “mean trading price” for the 90-day period after the bad news is disclosed
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• Class begins as lie is told. Plaintiff mu must have bought during class period to have standing.

• Class ends when truth comes out and 

Share price drops.

• Loss causation is difference between inflated price, and price after truth came out.

V. Potential Rule 10(b)(5) Defendants


Central Bank of Denver v. First Interstate Bank of Denver


No 10(b)(5) liability for aiders and abettors.

Facts:  In 1986 and 1988 Colorado Springs-Stetson Hills Public Building Authority (Authority) issued $26 million in bonds to improve Stetson Hills.

Central Bank served as indenture trustee. 

Secured by land required to be worth 160% of bonds principal and interest.

January, 1988, AmWest provides Central Bank an updated appraisal, but bond underwriter suspicious.

Early 1988, Central Bank internal auditor reports appraisals are optimistic.

Authority defaults on bonds in 1988.
Issue:  Whether civil 10b-5 liability “extends as well to those who do not engage in a manipulative or deceptive practice, but who aid and abet the violation”?

Holding 1:  No. Section 10(b) does not mention “aiding and abetting,” but rather the phrase “directly and indirectly.”

Holding 2: “Aiding and abetting liability extends beyond persons who engage, even indirectly in proscribed activities at all…”
Holding 3: Numerous provisions in ‘34 Act use term “directly and indirectly” in a way that does not impose aiding and abetting liability.  “Congress knew how to impose aiding and abetting liability when it chose to do so.”
Holding 4: “The issue is not whether imposing private civil liability on aiders and abettors is good policy but whether aiding and abetting is covered by the statute.”
(Silly – this area of law was judicially created; Oak tree from an acorn)
Holding 5: We also attempt to infer how the ‘34 congress would have addressed the issue had the 10b-5 action been included by looking at express causes of action in the securities Acts.

Holding 6: Section 11 liability does not include aiders and abettors. None of the express causes of action in the 1934 Act imposes liability on one who aids or abets a violation.

Holding 7: Cites Blue Chip Stamps for proposition that it would be “anomalous to impute to Congress an intention to expand plaintiff class for a judicially implied cause of action beyond the bounds it delineated for comparable express causes of action…”

Holding 8: Plaintiff cannot show reliance, and “defendant could be liable without any showing that the plaintiff relied upon the aider and abettor’s statements or actions…[This] would disregard the careful limits on 10b-5 recovery mandated by earlier cases.”
Holding 9: In any complex securities fraud, moreover, there are likely to be multiple violators…
(i.e. There are plenty of others to sue… Gutt thinks this is an inane argument.)

Can you distinguish Blue Chip Stamps from the situation in Central Bank?

In Blue Chip Stamps the litigant clearly was not a purchaser or seller, whereas it is unclear in Central Banks how to interpret the “directly or indirectly” language.




Legislative Response to Central Bank:




Exchange Act §20(e)
For purposes of any action brought by the Commission [for injunctive relief], any person that knowingly provides substantial assistance to another person in violation of a provision of this  chapter, or of any rule or regulation issued under this chapter, shall be  deemed to be in violation of such provision to the same extent as the person to whom such assistance is provided. (SEC CAN GO AFTER AIDERS AND ABBETORS)

Stoneridge Investment Partners, LLC v. Scientific Atlanta, Inc. 



Scientific-Atlanta, Inc. and Motorola did not make the actual statement to the public, so there was no reliance as to them. (But the Gutt thinks the “directly or indirectly language should extend to situations like this)


Fact: Scientific-Atlanta, Inc. and Motorola, Inc. were suppliers and later 


customers of Charter Communications Inc.



Charter engaged in fraudulent practices to inflate operating cash flow to 


meet Wall Street expectations.  



Scientific-Atlanta, Inc. and Motorola agreed to have Charter overpay $20 


per cable box until the end of the year in exchange for Charter receiving 


an equivalent amount in advertising revenue. 



Charter capitalized the cost of box and recognized revenue from 


advertising, violating generally accepted accounting procedures.  This 


fooled auditor into approving financial statement showing it met projected 


revenue and operating cash flow numbers.


What was the accounting fraud?


1.The advertising from Scientific-Atlanta, Inc. and Motorola increased 


Charter’s revenues.

2.By capitalizing the purchase of the set top boxes, Charter was reducing current expenses, which increased Charter’s current profits.

3.These transactions will not affect total cash flow, because as much cash flowed out ($20 per box) as flowed in ($20 per box in advertising revenue), but some use the term Operating Cash Flow to refer to cash generated from operations excluding investments.  If the cash spent on set-top boxes is treated as an investment, then it could be excluded from “operating” cash flow.
Issue:  Can civil 10b-5 liability be imposed on entities acting both as customers and suppliers who agreed to arrangements that allowed the investors’ company to mislead its auditor and issue a misleading financial statement?

Holding 1:  No. The 10b-5 implied right of action does not reach the customer/supplier companies, because the investors did not rely upon statements or representations made by the customer/supplier companies.

Holding 2: Reliance is essential to a 10b-5 private cause of action.  Rebuttable presumption of reliance if: 1) omit material fact and have duty to disclose; or 2) FOTM when statements become public.

Holding 3:  No duty to disclose, and their deceptive acts were not communicated to the public.   Cannot show reliance “except in an indirect chain that we find too remote for liability.”
Holding 4:  Court considers the idea of “scheme liability.”  Does not answer our objection that Stoneridge “did not rely upon” suppliers’ own deceptive conduct.”
Holding 5:  “Were this concept of reliance adopted, the implied cause of action would reach the whole marketplace in which the issuing company does business; and there is no authority for this rule.” 
Holding 6: “In any event we conclude suppliers’ deceptive acts, which were not disclosed to the public, are too remote to satisfy the requirement of reliance.”
Holding 7:  “Stoneridge’s theory, moreover, would put an unsupportable interpretation on Congress’ specific response to Central Bank in Sec. 20(e)…Aiding and abetting liability is authorized in actions brought by the SEC but not private parties.” 
Holding 8:  “Practical consequences provide a further reason to reject Stoneridge’s approach…Adoption of Stoneridge’s approach would expose a new class of defendants to these risks…This, in turn, may raise the cost of being a publicly traded company under our law and shift securities offerings away from domestic capital markets.”
Dissent 1: Central Bank’s actions were at most those of an aider and abettor, which sharply distinguishes those facts from this case. 



              (Motorola and Scientific Atlanta were complicit here)
Dissent 2: “The FOTM presumption helps investors who cannot demonstrate that they, themselves, relied on fraud that reached the market.  But that presumption says nothing about causation from the other side: what an individual or corporation must do in order to have “caused” the misleading information that reached the market.”
Dissent 3:  Stoneridge has alleged that suppliers proximately caused Charter’s misstatement of income; that suppliers knew their deceptive acts would be the basis for the misstatements.

Dissent 4:  Cites Restatement Torts: “the maker of a fraudulent misrepresentation is subject to liability … if the misrepresentation, although not made directly to the other, is made to a third person and the maker intends or has reason to expect that its terms will be repeated…” 

Dissent 5:  The PSLRA compromise “surely provides no support for extending Central Bank in order to immunize and undefined class of actual violators of Sec. 10(b) from liability in private litigation.”
NON-RULE 10(b)(5) SECURITIES ACT LIABILITY

Section 11 Liability
“Civil liability on account of false registration statement”
What is a registration statement? 


◦The Securities Act requires a company to file a registration statement with the 

SEC before the company can offer securities for sale. 

◦The company cannot actually sell the securities covered by the registration statement until the SEC staff declares it "effective," even though registration statements become public immediately upon filing. 

The registration statement consists primarily of the prospectus, the legal "selling" document. The company describes the important facts about its business operations, financial condition, and management. Everyone who buys or receives an offer to buy the new issue must have access to this information.
§11(a)


In case any part of the registration statement, when such part became effective, contained an untrue statement of a material fact or omitted to state a material fact required to be stated therein or necessary to make the statement therein not misleading, any person acquiring such security (unless it is proved that at the time of such acquisition he knew of such untruth or omission) may, either at law or in equity, in any court of competent jurisdiction, sue - 

(1) every person who signed the registration statement; 

(2) every person who was a director of ... the issuer at the time of the filing of the part of the registration statement with respect to which his liability is asserted; 

(3) every person who, with his consent, is named in the registration statement as being or about to become a director ... ; 

(4) every accountant, engineer, or appraiser, or any person ... who has with his consent been named as having prepared or certified any part of the registration statement ... ;

(5) every underwriter with respect to such security. 

§6(a)

… a registration statement … shall be signed by each issuer, its principal executive officer or officers, its principal financial officer, its comptroller or principal accounting officer, and the majority of its board of directors …
§11(b) (Due diligence defense. Strict liability for the issuer if there’s a misstatement, but others may escape liability.)
[N]o person, other than the issuer, shall be liable as provided therein who shall sustain the burden of proof - 

(3) that  (A) as regards any [non-expertised] part of the registration statement ... , he had, after reasonable investigation, reasonable ground to believe and did believe, at the time such part of the registration statement became effective, that the statements therein were true and that there was no omission to state a material fact required to be stated therein or necessary to make the statements therein not misleading ... .

(B) As regards any part of the registration statement purporting to be made upon his authority as an expert …
(i) he had after reasonable investigation, reasonable ground to believe and did believe, at the time such part of the registration statement became effective, that the statements therein were true and that there was no omission to state a material fact required to be stated therein or necessary to make the statements therein not misleading, or (ii) such part of the registration statement did not fairly represent his statement as an expert…
(C) As regards any part of the registration statement purporting to be made on the authority of an expert other than himself …
he had no reasonable ground to believe and did not believe, at the time such part of the registration statement became effective, that the statements therein were untrue or that there was an omission to state a material fact required to be stated therein or necessary to make the statements therein not misleading, …



(11(3)(C) is lower standard than the first two.)

§15 (expands class of defendants to include controlling shareholder)
Every person who ... controls any person liable under sections 11 or 12 of this title, shall also be liable jointly and severally with and to the same extent as such controlled person to any person to whom such controlled person is liable, unless the controlling person had no knowledge of or reasonable ground to believe in the existence of the facts by reason of which the liability of the controlled person is alleged to exist.  

§11(e) (cap on damages)
Provided, that if the defendant proves that any portion or all of such damages represents other than the depreciation in value of such security resulting from such part of the registration statement, with respect to which his liability is asserted, ...  such portion of or all such damages shall not be recoverable.
§11(g) (cap on damages)
In no case shall the amount recoverable under this section exceed the price at which the security was offered to the public.

NO SCIENTER REQUIREMENT FOR §11.

Different types of securities offerings:

Initial Public Offering: 

◦First public sale of the firm’s shares (some shares were already sold, but this was done privately).

◦May include both a primary offering and a secondary offering. 

Seasoned Offering: 

◦Shares already publicly traded.

◦May include both a primary offering and a secondary offering. 

Primary Offering: 

◦Sale by the firm of authorized, but until this time unissued, shares.

Secondary Offering: 

◦Shares sold by shareholder, rather than by the firm. 
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Captital structure terminology


Authorized shares: Number of shares the corporation can issue. 

Outstanding shares: Number of shares the corporation has sold and not repurchased.

Authorized but unissued: shares that are authorized, but not yet sold. (authorized-sold=ABU)

Krim v. pcOrder.com, Inc.

Fact:  pcOrder.com conducted an initial public offering on February 26, 1999, and a secondary public offering on December 7, 1999.

April 19, 1999 Beebe purchases 1,000 of street name shares, all of which are from IPO. 

June, 1999, Burke purchases 3,000 shares, of which 0.15% are from insiders who sold after the IPO.

After December 7, 1999, Burke and Petrick purchased additional shares, of which 9% were not from the public offerings.

Approximately 2.5 million shares from pcOrder.com IPO were registered in a stock certificate in the name of Cede & Co., the nominee of the Depository Trust Company.
Issue:  Do the investors have standing to bring a lawsuit under §11 alleging that the registration statement for pcOrder.com was false and misleading?

Holding 1:  No, unless investors could only have purchased the shares covered by the registration statement.

Holding 2:  Securities Act of 1933 is concerned with initial distribution of securities.  Section 11 standing provisions limited to a narrow class of persons…Must demonstrate ability to trace their shares to the faulty registration.
Holding 3:  In Barnes v. Osofsky, Second Circuit confronted an intermingled stock pool.  That court “rejected the plaintiffs’ broad reading of Section 11’s standing requirement as ‘inconsistent with the over-all statute scheme’ and ‘contrary to the legislative history.’” 
Holding 4:  “In sum, aftermarket purchasers seeking Section 11 standing must demonstrate that their shares are traceable to the challenged registration statement.”
Case involved shares offered as part of a primary IPO, and shares offered as part of a primary and secondary, seasoned offering.
Statutory definition of an Underwriter (§2(a)(11))
The term “underwriter” means any person who has purchased from an issuer with a view to, or offers or sells for an issuer in connection with, the distribution of any security …
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     ( No obligation 

      to check

                     whether        

                   misleading or 

                             not.
§11(c): In determining ... what constitutes reasonable investigation and reasonable ground for belief, the standard of reasonableness shall be that required of a prudent man in the management of his own property.


Escott v. BarChris Construction Corp.
Fact:  Barchris built bowling alleys, a business that grew substantially with the introduction of the automatic pin setting machine in 1952.

A Barchris registration statement for 5 ½% convertible bonds became effective on May 16, 1961, and the financing closed on May 24, 1961.

Barchris entered into contracts with a small down payment, and was paid with notes due over a number of years.

Barchris then sold these notes to a factor, James Talcott Inc., in exchange for cash, but also guaranteed some of the notes.


The registration statement contained the following misrepresentations:

1. 1960 sales figures included bowling alleys that were not yet sold (incorrect revenue recognition).

2. Barchris did not reveal that they had guaranteed not 25%, but 100% of the notes (incorrect revenue recognition, hidden liabilities)

3. Claimed all loans by corporate officers had been repaid (non-disclosure of insider liabilities to the firm)

4. Misrepresented use of offering proceeds (to pay debts, not to build new alleys)
Issue:  Which, if any, of the defendants have provided an adequate affirmative defense in response to a §11 claim based on the misrepresentations in the registration statement listed above?

Holding 1:  Only those portions of the registration statement purporting to be made on Peat Marwick’s authority were expertised portions.

Holding 2:  As to Russo, the chief executive officer, he could not have believed there were no untrue statements or material omissions in the prospectus.
Holding 3:  As to Vitolo and Pugliese, founders and construction men of limited education, “they must have know what was going on…. And, in any case, there is nothing to show that they made any of investigation which they may not have known about or understand.  They have not proved their due diligence defenses.”  


• (Parallel with Francis case from Biz Ass)
Holding 4:  As to Kircher, treasurer and chief financial officer, he was a CPA and an intelligent man.  He knew the underlying facts, so (i) he had reason to believe the expertised part of the prospectus was incorrect, and (ii) he must have known that parts of the rest of the prospectus were untrue.
• Did no investigation, still he should have known that it was misleading since he was expert. 
Holding 5:  As to Birnbaum, the young lawyer who joined BarChris as secretary and director on April 17, 1961, he was not an executive “in any real sense.” Still, he made no investigation.  While he was entitled to rely upon Peat, Marwick, he was not entitled to rely on Kircher, Grant, and Ballard for non-expertised matters.

• Did no investigation wrt non-expertised material, (need to).

• Wrt info prepared y Peat Marwick, no obligation to investigate to plead DD defense.
Holding 6:  Auslander was an “outside” director, i.e.  not an officer of BarChris.  Auslander was entitled to rely upon Peat, Marwick, but not on others for non-expertised matters in the prospectus.

• Still a director. Burden not lessened. No investigation. He can rely on Peat Marwick, but not others for matters in the prospectus.
Holding 7:  Grant was a director at BarChris and his law firm was the firm’s counsel.  As between Grant and Ballard, the underwriter’s counsel, Grant did the first draft of the registration statement and Ballard did the first draft of the debenture.  

Holding 8: “I am satisfied as to [Grant’s] integrity.”  But Grant relied on the statements of his clients, and did not examine the original written record.  “He never asked to see the contract.”  Would it have mattered? 
• He relied, did not investigate. NEED TO CHECK THE WRITTEN RECORD TO MAKE SURE THERE ARE NO LIES. The law just requires that you check docs. (No one looked at the K’s in this case)
Holding 9: Grant was entitled to rely upon Peat, Marwick,  but he was not entitled to rely on Kircher, Grant, and Ballard for non-expertised matters.

Holding 10:  The underwriters other than Drexel made no investigation.  Ballard relied on the information which he got from Kircher and “no effectual attempt at verification was made.” 

Holding 11: Peat, Marwick failed to follow generally accepted accounting standards, and therefore had failed to show due diligence.

Section 12(a)(1) Liabillity
§12(a)

Any person who – 

(1) offers or sells a security in violation of section 5 ... . 

shall be liable to the person purchasing such security from him ... to recover the consideration paid for such security with interest thereon, less the amount of any income received thereon, upon the tender of such security, or for damages if he no longer owns the security.  
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Pinter v. Dahl

Fact:  Controversy is about sale of unregistered fractional undivided interests in oil and gas leases by B.J. Pinter to Maurice Dahl and Dahl’s friends. 

Dahl advanced $20,000 to Pinter to acquire leases to be held in Pinter’s Black Gold Oil Company.  Dahl would have a right of first refusal to drill certain wells.

Dahl invested $310,000 in properties and told other respondents about the venture.  Dahl assisted others in subscribing to offering and received no commission.

Respondents brought suit again Pinter as offerer of securities seeking rescission under § 12(a)(1). (Violations of §5(unregistered securities, they want rescission).

Lower court holdings:  District court granted judgment for respondent-investors; Fifth Circuit affirmed, but did not find that Dahl was a “statutory seller.” 

Holding 1:  Per the statute, the class of defendants are those who offer or sell unregistered securities.

Holding 2:  Settled that § 12(a)(1) imposes liability on owner who passed to the buyer for value.

Holding 3:  Securities Act defines “sell” broadly in § 2(a)(3).

The term 'sale' or 'sell' shall include every contract of sale or disposition of a security or interest in a security, for value.  The term 'offer to sell', 'offer for sale', or 'offer' shall include every attempt or offer to dispose of, or solicitation of an offer to buy, a security or interest in a security, for value. 

Holding 4:  Note that § 2(a)(3) includes “solicitation of an offer to buy,” so need not be involved in actual transaction.

Holding 5:  §12(a)(1) also only applies to a defendant from whom the plaintiff “purchased “ securities.

Holding 6:  A natural reading of the statutory language would include in the statutory seller status at least some persons who urged the buyer to purchase.” The risk of invocation of § 12(a)(1) should be felt by solicitors of purchasers.

Holding 7:  However, Congress did not intend to impose strict liability on a person whose sole motivation is to benefit the buyer.

Holding 8:  The “substantial factor” in the buy-sell transaction test is not consistent with a determination of the motivation of the “offerer.”

• Court rejects the Substantial Factor test.
Holding 9:  Case remanded to determine if Dahl had the kind of interest in the sales that made him a statutory seller.

Was Dahl doing it to benefit Pinter or himself, or was just trying to help his friends out?
§12(a) SUMMARY


Any violations of § 5 actionable


1. Strict liability

2. No loss causation defense

3. Defendant must be a “seller”

a. Passing title

b. Soliciting investment for defendant’s or issuer’s benefit
Obligations when offering securities
A. How to comply with § 5 registration requirements
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i. Pre-filing period (No offers)

1.What is the pre-filing period? (Meeting with lawyers and investment bankers)(The quiet period)

Before you file registration statement, you can’t promote or sell securities


• SEC Release No. 5009 (1969)
“In registration” is used herein to refer to the entire process of registration, at least from the time an issuer reaches an understanding with the broker-dealer which is to act as managing underwriter ….”.
2.What is disallowed during the pre-filing period?

• Section 5(c) of the 1933 Act:  It shall be unlawful for any person ...  to offer to sell or offer to buy ... any security, unless a registration statement has been filed as to such security...
• The term "offer to sell", "offer for sale", or "offer" shall include every attempt or offer to dispose of, or solicitation of an offer to buy, a security or interest in a security, for value. 

• The terms defined in this paragraph and the term "offer to buy" as used in subsection (c) of section 5 shall not include preliminary negotiations or agreements between an issuer  ...  and any underwriter or among underwriters who are or are to be in privity of contract with an issuer... (allowed to solicit offers for investment bankers to represent you during this period.)
• Example #1: 
Underwriter distributes a brochure with positive information on the issuer’s industry but does not name the issuer, although it does name the underwriter. 

Violates Sec. 5, because “the first step in a sales campaign to effect a public sale of the securities.”


• Example # 2: 
Company and underwriter arranged for a series of press releases describing the activities of the company.  The press releases contained representations, forecasts and quotations which could not be supported as reliable.



Violates Sec. 5.

3.What is allowed during the pre-filing period?



i.SEC Release 3844



Example # 6: 
A presentation by the CEO to analysts (including projections of demand, operations, and future profits) that was scheduled well before the decision to make a public offering.  

Not a violation of Sec. 5, although the SEC recommended that printed documents not be distributed. (prior commitment, not a violation. But old ruling, may be different now.)
ii.SEC Release 5180

“No basis [for] the practice of non-disclosure of factual information by a publicly held company on the grounds that it has securities in registration under the Securities Act of 1933.”  BUT, 
“Should not initiate publicity when in registration, but should nevertheless respond to legitimate inquiries for factual information.”



Permissible to:



1. Continue to advertise



2. Send out periodic reports to stockholders, …



Should avoid:



1. Issuing forecasts, …
iii.2005 Public Offering Reform Safe-Harbors (SEC solution to tension between 33 (Don’t say anything) and 34 (Disclose, disclose, disclose!) Acts.

• Issuer Categories established:


Non-Reporting Issuer

– No periodic reports 

Unseasoned Issuer 

– Reporting, but not eligible for S-3

Seasoned Issuer 

– S-3 eligible for primary offerings (U.S. corporation, reporting corporation for at least 1 year, default free record)

Well-Known Seasoned Issuers (WKSI)

– S-3 eligible for primary offerings, and
– $700 million in equity or $1 billion in debt 

offerings over last three years
(big companies don’t need to shut up)




Rule 163A (2005)
“Safe harbor” for some communications if more than 30 days prior to filing registration statement.

Rule 168 (2005)

Most Exchange Act reporting issuers may continue the regular release of “factual business information” and “forward looking information,” but cannot mention offering.

Rule 169 (2005)

For non-Exchange Act reporting issuers (like IPO issuers), allows ongoing disclosure of “factual business information” if previously made to persons other than investors, but cannot mention offering.




Rule 163 (2005)
WKSI’s can exempt written and oral communications during the pre-filing period (except for forward-looking statements) so long as treat such communications as “free writing prospectuses.” 

Such written communication must be filed with the SEC and must include a legend informing investors that there is a formal statutory prospectus.

Rule 135
A safe harbor allowing the issuer to maker a short, factual notice of a proposed registered offering.
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ii. Waiting period (no sales)

1.What is the waiting period?

After filing the registration statement, most issuers wait for the SEC’s Division of Corporation Finance to declare the registration statement effective.
2.What is disallowed during the waiting period? (A sale is disallowed. You can offer now that you’ve filed.)
Section 5(a) of the 1933 Act:  Unless a registration statement is in effect as to a security, it shall be unlawful for any person, directly or indirectly

(1) to ... sell [a] security through the use or medium of any prospectus or otherwise; or

(2) to carry ... in interstate commerce ...  

any ... security for the purpose of sale 

or for delivery after sale.



Section 5(b)(1) of the 1933 Act:

It shall be unlawful for any person

(1) to ... transmit any prospectus relating to any security with respect to which a registration statement has been filed under this title, unless such prospectus meets the requirements of section 10; ...
Section 2(a)(10) of the 1933 Act:

The term "prospectus" means any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television,  which offers any security for sale or confirms the sale of any security; except that ...

(b) a ... Communication shall not be deemed to be a prospectus if it states from whom a written prospectus meeting the requirements of section 10 of this title may be obtained and, in addition, does no more than identify the security, state the price thereof, state by whom orders will be executed, and contain such other information as the Commission, by rules or regulations deemed necessary or appropriate.
(Communication that solicits an offer to buy securities)
3.What is allowed during the waiting period?

A. Information meeting the preliminary prospectus requirements of §10

Rule 430: Describes a “preliminary prospectus” that is deemed to meet the requirements of Sec. 10(b).  This preliminary prospectus contains substantially the same information as the final statutory prospectus (Sec. 10(a)) with the exception of price-related information. 

What needs to be included in the final prospectus (Sec. 10(a))?

Most of the information required for the registration statement (Sec. 7), which is set out in Schedule A (material information).

B. Information deemed a prospectus for purposes of §5.b. (Rules 163, 433) (Quasi-prospectus/Free-writing prospectus)
Rule 164: Allows distribution in waiting period of “prospectuses” that do not meet the requirements of Sec. 10(b) preliminary prospectus [deemed a prospectus for purposes of Sec. 5.b. (1)].

Rule 405: defines as a free writing prospectus these offers made during the effective period which will not comply with Sec. 10(a).

Rule 433: Ways in which one can use a free writing prospectus depends on status of issuer.  

For non-reporting or unseasoned issuer,  must be accompanied or preceded by prospectus satisfying Sec. 10.  

For seasoned issuer or well-known seasoned,  a statutory prospectus has to be on file with the SEC.   

A well-known seasoned issuer can even use a free writing before waiting period (Rule 163).

Rule 433 requires that the information released not be inconsistent with information in the filed statutory prospectus, and must include a legend indicating the issuer has filed a registration statement.  Also must be filed with the SEC.

C. Oral offers 
i. § 5(b)(1) :  It shall be unlawful to ... transmit any prospectus relating to any security with respect to which a registration statement has been filed under this title, unless such prospectus meets the requirements of section 10; …

ii. § 2(a)(10): The term "prospectus" means any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television, …

iii. Rule 405: A written communication is any communication that is written, printed, a radio or television broadcast, or a graphical communication as defined in this section.

iv. Rule 405: A graphic communication shall not include a communication that originates live, in real-time to a live audience, … although it is transmitted through graphic means.

v. Rule 433(d)(8):  Written communications used only in connection with a real time road-show are not graphic communications.

D. “Tombstone” Ads (Rule 134) (4 p’s of statues saying what you can say)


Rule 134
The term "prospectus“ or “free writing prospectus” ... shall not include a communication limited to the statements required or permitted by this section...
(a) Such communication may include:

(1) the name of the issuer of the security;

(2) The title of the security … and the amount … being offered;   

(3) A brief indication of the general type of business of the issuer ...
(10) The names of the underwriters…    

(11) The anticipated schedule for the offering  … and a description of marketing events…




Rule 135
For purposes of section 5..., a notice of a proposed offering to be registered under the Act will not be deemed to offer its securities for sale through that notice if:

1.Legend. The notice includes a statement ... that it does not constitute an offer of any securities for sale; and

2.Limited notice content. The notice otherwise includes no more than the following information:

The name of the issuer;

The title, amount and basic terms of the securities offered; ...

The anticipated timing of the offering;

A brief statement of the manner and the purpose of the offering, without naming the underwriters
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iii. Post-effective period (Prospectus delivery)
1.What is the post-effective period?

A. End of prohibition on sales:  

§ 5(a)(1): Unless a registration statement is in effect as to a security, it shall be unlawful for any person, directly or indirectly to ... sell [a] security).

B. Timing of registration effectiveness: § 8
- § 8(a): 20 day review period, after which registration statement becomes automatically effective.
• When does effectiveness happen? (default rule) Rookie mistake to use 20 day rule, go to the SEC and get approval. (Ask permission to be effective)
- Rule 473:  Issuers waive 20 day review period and wait for SEC approval.

- § 8(b) refusal order if registration statement is “on 
its face incomplete or inaccurate in any material respect.”

- § 8(d) stop order suspending effectiveness of registration statement.

- § 8(e) SEC investigatory powers.

2.What is required during the post-effective period?

Section 5(b): It shall be unlawful for any person

(1) to ... transmit any prospectus relating to any security with respect to which a registration statement has been filed under this title, unless such prospectus meets the requirements of section 10; (Comply if also deliver conforming prospectus §2(a)(10)) or    

(2) to carry ...  any such security for the purpose of sale or for  after sale, unless accompanied or preceded by a prospectus that meets the requirements of subsection (a) of section 10. (But few investors take actual delivery, stocks end up in a vault on Wall St.)
Section 2(a)(10): The term "prospectus" means any … communication, written or by radio or television,  which offers any security for sale or confirms the sale of any security; except that ...

(a) a communication sent or given after the effective date of the registration statement (other than a prospectus permitted under subsection 10(b)) shall not be deemed a prospectus if it is proved  that prior to or at the same time with such communication a written prospectus meeting the requirements of subsection 10(a) at the time of  such communication was sent or given to the person to whom the communication was made. 



Exemptions from the § 5(b) prospectus delivery requirements:

A. Section 4(1) exempts persons who are neither brokers nor dealers from the prospectus delivery requirement. 

B. Section 4(3) provides a more limited exemption for dealers not involved in the underwriting. 
B. How to avoid § 5 registration requirements
I. Issuers exempted under § 3 
§ 3(a) The provisions of this act shall not apply to any of the following classes of securities:



(2) any security issued by the United States,…



(3) any note with maturity less than 9 months,…



(11) any security offered and sold within a single State,… 

§ 3(b):  The Commission may [exempt] any class of securities where the aggregate amount offered [does not] exceed $5 million. 

II. Primary offerings exempted under § 4(2) 
a. § 4(2) (not a public offering)

§ 4:  The provisions of section 5 shall not apply to – 

(1)Transactions by any person other than an issuer,  underwriter, or dealer, [secondary offerings]

(2)Transactions by an issuer not involving a public offering… [primary offerings] ( exempt if not public offering.

SEC FACTORS in determining if a “public offering:”

- number of offerees

- relationship of the offerees to each other and to the issuer

- number of units offered

- size of the offering

- manner of the offering

SEC v. Ralston Purina
Co. sold stock to “key employees” who sought out the opportunity to buy.

The offering did not qualify for § 4(2)’s exemption. 

Reasoned: 

(1)Determining the scope of § 4(2)’s exemption requires an examination of the underlying purpose;

(2)Exemption applies when there is no practical need for the gun-jumping rule protections.  Investors who can “fend for themselves,” includes “executive personnel who because of their position have access to the same kind of information that the act would make available in the form of a registration statement.”
• What types of investors can “fend for themselves”?

“Executive personnel who because of their position have access to the same kind of information that the act would make available in the form of a registration statement.”



SUMMARY

1. Offerees, not purchasers, matter

2. Must have disclosure or access to information

a. Relationship to issuer more important if no disclosure

3. Investor sophistication an important factor

a. Investing experience

b. Wealth?

c. Increased importance if no disclosure

b. Regulation D (safe harbor for § 4(2)) 
Rule 501:   Definitions for Reg. D offerings

Rule 502:   Common requirements for Reg. D offerings

Rule 503:   Must file Form D with the SEC

Rule 504:   Exemption for offerings under $1 million

Rule 505:   Exemption for offerings under $5 million

Rule 506:   Exemption for offerings without $$ limit

Rule 507:   Prohibition on Reg. D offerings for certain issuers

Rule 508:   Excuse provisions for Reg. D offerings
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*Sell to accredited investors and don’t solicit and you will be ok.

Reg. D is a safe harbor that most Co.’s will use – “not a public offering”

But doesn’t exclude you from 10(b)(5) liability, which can attach whether public or private. It will allow you to escape §11 & §12(b)(1) liability.

c. Regulation A (small issuers with offerings not exceeding $5 million)

(Mini public offering – allows you to solicit, (unlike Reg. D)

1. Mini public offering (no more than $5 million raised: §3)

2. Not for reporting companies

3. Immediate resale of the securities allowed

4. Ability to test the waters in the Pre-filing period

5. Reduced and simplified disclosure compared with a registered offering

6. No § 11 liability

d. Section 3(a)(11) and Rule 147 (securities offerings, which occur exclusively within one state)

Intrastate offerings requirements:

1. Local investors

a. All shares must “come to rest” in-state

3. Local companies

a. Incorporated in-state

b. Primary operations in-state; not mere “bookkeeping, stock record and similar activities.” 

5. Local financing

a.  Financing must be used in-state

III. Exemptions for secondary market transactions § 4(1) 
(Secondary market transactions do not have to file anything or comply with federal scheme)

The provisions of section 5 shall not apply to–

(1) transactions by any person other than an issuer, underwriter, or dealer.    

§ 2(a)(4):  The term an issuer means every person who issues or proposes to issue any security; …

§ 2(a)(12):  The term dealer means any person who engages in the business of offering, buying, selling, or otherwise dealing or trading in securities issued by another person.

The term "underwriter" means any person who has
purchased from an issuer with a view to, 
or offers or sells for an issuer in connection with, the distribution of any security, 

or participates or has a direct or indirect participation in any such undertaking, or participates or has a participation in the direct or indirect underwriting of any such undertaking; 

Gilligan, Will & Co. v. SEC
Facts:  On July 6, 1955 Elliot & Co. agreed with Crowell-Collier Publishing Company to try and sell, without registration, $3 million of Crowell-Collier debentures. 
Gilligan purchased $100,000 of the Crowell-Collier debentures “for investment” on August 10, 1955.

In May, 1956, Gilligan decided to convert debentures into stock and sell the stock.

Sold stock for a profit on the American Stock Exchange.

Issue: Was Gilligan an underwriter and therefore unable to rely on the §4(1) exemption from §5?

Held: YES.


*The statutes and court decisions were too vague to be happy with, so the SEC came up with RULE 144.
-Look to Rule 144 to see if you are an underwriter or not.
“It is universally understood that after a public offering, investors reselling shares are not underwriters, and thus are able to take advantage of Sec. 4(1) exemption.”
SUMMARY

1. “Underwriter” sweeps broadly

a. Not necessary to be in the business

2. 
Shares obtained in an exempt offering must “come to rest” before resale

3.Exceptions:

a. Change of circumstances

b. Resale that is not a “distribution”

a. Rule 144 safe harbor from § 5 for resales

Summary

1.Safe harbor allowing § 4(1) exemption for sellers of securities:

a. Allows sale (and participation in sale) of restricted securities without becoming an “underwriter”

b. Allows participation in sale by control persons (affiliates) 


2.Non-affiliates get a free pass after a year
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Compliance with the safe harbor provisions of Rule 144 will deem any sale of securities by an affiliate of the issuer (i.e. a controlling person) or a sale of restricted securities (securities acquired from the issuer in a non-public transaction) to not be a distribution.  The requirements are:

1. Volume limitation: sales under 144 during any three month period cannot exceed the greater of 1% of total units if the security or the average weekly trading volume for the preceding four weeks

2. Holding period: if the securities are restricted must hold the securities for one-year 

3. Current public info must be available

4. Manner of sale: securities must be sold in ordinary brokerage transactions (no active solicitation of orders)
5.   Notice of sale: file notice with SEC each time order is placed

b. Rule 144A safe harbor from § 5 for resales

Exemption for resales of securities when sold to qualified institutional buyers.

144A(a) – Definitions



144(a)(1) “Qualified Institutional Buyer”

144A(d) – Conditions to be met



144(d)(1) Qualified Institutional Buyer



144(d)(2) Notice of exemption from § 5



144(d)(3) Non-Fungibility requirement



144(d)(4) Information

144A(e) – Non-Integration provision

“Qualified Institutional Buyer”

(i) For purposes of [Rule 144A], qualified institutional buyer shall mean:

Any of the following entities, acting for its own account or the accounts of other qualified institutional buyers, that in the aggregate owns and invests on a discretionary basis at least $100 million in securities of issuers that are not affiliated with the entity….

(ii),(iii) [Dealers]

(iv) [Investment companies]

(vi) [Banks]
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