SECURITIES REGULATION: Bonenfant ‘07
I. Legal Framework

A. Securities transactions

1. issuer transactions

a. transactions involving the sale of securities by the issuer to investors

b. most expedient form of issuer transaction is the private placement of securities -  issuer selling securities to a select number of investors

c. public offering is a primary distribution

1) large number of securities offered to the public market

2) the selling effort occurring through a syndicate of broker-dealers, known as underwriters

2. trading transactions

a. trading transactions are the purchasing and selling of outstanding securities among investors

b. secondary distribution is through the securities markets

1) bond (bond market dwarf the equity market)

2) equity

3) derivative/options markets

B. The Federal Securities Laws
1. Securities Act of 1933

a. History – 

1) Act prompted by the Great Depression and the market collapse in Oct 1929

2) Gov’t concern over the abuses which lead to market collapse

a) Fraud, misleading statements etc.

3) It regulates the public offering and sale of securities in interstate commerce

4) Disclosure demands apply to public offerings of securities that occur through the process of “registering” such offering w/ the SEC..

b. Requirements

1) Preparation of a r/s, the Securities Act seeks to assure full and fair disclosure in connection w/ the public distribution of securities

a) Description of the issuer’s business, property, and management

b) Extensive financial info, including certified financial statements for the current and several previous years as well as revenues and earnings for each significant product line

c) Management analysis and review of the issuer’s capital needs, solvency, and financial performance, including analysis of any variances in revenues or profits from the preceding year

d) “risk factors”

2) prospectus containing most of the r/s information

a) designed to provide all material info necessary for investors to fully assess the merits of their purchase

3) selling cannot commence until the r/s has been filed

4) no sales or deliveries can occur until the r/s is declared effective

c. Section 3 exemptions

1) Numerous categories of securities are exempt form the Act’s registration requirements,

2) Securities issued by gov’t bodies, bands, and insurance companies

d. Section 4 exempts

1) Exempts securities sold in certain types of transactions

e. Section 11 gives a private right of action for materially false statements in the r/s

f. Section 12 imposes civil liability upon those who sell securities in violation of §5 registration requirement as well as upon anyone who sells any security in a public offering by means of a materially misleading statement.

2. Securities Exchange Act of 1934

a. History

1) Market effects of the Great Depression caused significant decline in value of outstanding securities

2) Pre-crash speculation frenzy as a main cause for the crash
a) No limit on the margins given in stock purchases

b. Continuous disclosure and other disclosure provisions

1) 34 Act requires continuous disclosure for companies required to register under its provisions

2) three categories of companies are subject to the ’34 Acts requirements:

a) companies that  have a class of securities listed on a national securities exchange

b) companies that have assets in excess of $10M and that have a class of equity securities held by at least 500 people

c) companies that have filed a ’33 Act r/s that has become effective

3) any company meeting any of the above classes is considered a “reporting company”

4) EDGAR is the electronic database which has periodic reports of reporting companies
a) 10-k: yearly reports w/ the extensive description of the company’s business, audited financial statements for the fy, and management’s discussion and analysis of the position and performance of the company

b) 10-q: quarterly reports contain unaudited interim financial statements for the company as well as management’s analysis of financial operations and conditions

c) 8-k: filed w/I a few days of the occurrence of a material development of the type specified in the form

i. ex: a change in control, credit downgrade, the acquisition or disposition of a significant amount of assets, the commencement of insolvency proceedings, a change in auditors, or the resignation of a director in a dispute over policy. 

c. Regulation of exchanges, broker-dealers, and market abuses

1) Self-regulatory organizations (SRO’s)
a) National securities exchanges

b) National Association of Securities Dealers (NASD)

3. Sarbanes-Oxley Act of 2002

a. July 2002 the new act sets forth broad prescriptions for corporate governance, authorizes the SEC to develop rules for professional conduct for lawyers, and regulates areas that have always been the province of the states, such as loans to officers and directors
b. History

1) Prompted by the collapse of Enron
2) Was a fortune 500 company but in 2001 it filed for bankruptcy protection, at that time the largest bankruptcy filing in American history
3) Profits were fabricated by its executives, and 

a) its accounting firm had acquiesced in clear violations of accounting and reporting principles

b) the legal counsel did not appropriately advise their clients of possible misconduct by senior management

c) financial analysts were co-opted by pressure from the IB colleagues

4. regulation of investment advisors and investment companies
a. investment company act of 1940 and investment advisers act of 1940
1) culmination of 4-yr SEC investigation of investment companies and their advisors

b. investment companies are companies formed for the purpose of buying, selling, and holding a portfolio of securities for investment

1) Investment Company Act regulates the independence of the company’s board of directors; requires annual review of any management contract between the investment company and its investment advisor; conditions transactions between the company and its officers, directors, or affiliates upon approval by the SEC; and regulates the capital structure of investment companies

c. Investment advisor is a person engaged in the business of rendering investment advice to others for compensation

1) The Investment Advisors Act requires advisors to register w/ the SEC, establishes a few min requirements for fair dealings by investment advisors, and prohibits fraudulent and deceptive practices by investment advisors

5. organizational structure of the SEC

a. five commissioners appointed by the Pres to five-yr terms

b. terms are staggered so that one expires each June

c. one commissioner is designated by the Pres to serve as the chairman of the Commission

d. staff is organized into divisions and offices

1) Division of Corporate Finance

a) Overall responsibility for administrating the federal securities laws’ disclosure requirements

2) Division of Market Regulation

a) Oversee the operation of secondary trading markets, including the registration and behavior of exchanges and broker-dealers

3) Division of Investment Management
a) Responsibility for administering the Investment Company Act and the Investment AdvisersAct

4) Enforcement Division

a) Investigations and prosecutions

b) Via admin proceeding or in the courts

6. mediums through which the SEC speaks

a. case law

b. no-action letters

1) SEC response to letter inquiries regarding the staff’s interpretation of the federal securities law

C. Blue Sky Laws

1. state securities regulations/laws

2. state jdx include w/I their blue sky laws a so-called merit regulation standard whereby qualification depends on convincing the state blue sky administrator of the substantive merits of the offering

3. Uniform Securities Act

a. Promulgated by the National Conference of Commissioners on Uniform State Law

b. 2 notable non-adopting states are NY and CA

4. §18 of the Securities Act exempts from the states’ registration procedures several categories of securities called “covered securities”

a. including those listed on the NYSE, the ASE, or the Nasdaq
D. Self-regulatory Organizations

1. 4 types of SROs

a. national securities exchanges

b. national securities association

c. registered clearing agencies 

d. Municipal Securities Rulemaking Board (MSRB)

2. §15A

a. creation of a “national securities association” whose task is to prevent fraudulent nd manipulative acts

b. NASD – National Association of Securities Dealers

1) Largest of the SROs

2) Overseeing the operation of the over-the-counter market

3) Establishing and enforcing rules for its efficient and fair operation

II. Exchange Act’s Periodic Reporting Obligations
A. Domestic Issuers

1. reporting issuers must set forth on their annual and quarterly filings risk disclosure similar to those required in ‘33Act r/s

a. disclosures include updating any material changes to previously disclosed risks as well as identifying any new risks

2. to encourage a registrant’s responsiveness to SEC comments on Exchange Act reports, the registrant must now disclose in its annual report any written staff comment the issuer believes is material that was issued more than 180 days before the end of the fiscal year covered by the annual report that remains unresolved when the annual report is filed

3. 8-k: event filing triggered by special event

a. they have 4 days to file

4. OTC stocks

a. If on the last day of the fiscal year, the class is held of record by 500+ people and the issuer has more than $10M in assets, they must register

b. Obligation terminates 90 days after the issuer files a certification that the number of shareholders of record of such class is fewer than 300 persons or that there are fewer than 500 record holders of its stock and its total assets have not exceeded $10M on the last day of each of the three most recent fiscal years

5. Section 15(d)

a. Since 1936, requires an issuer that files an r/s under the 33 Act in cnxn w/ a public distribution to file periodic reports thereafter under the scheme set forth in §13 of the 34 Act. 

1) Such issuers are subject to the periodic disclosure obligations of publicly held companies

b. Duty of reporting ceases if at the beginning of any FY the securities of each class to which the registration statement related came to be held of record by fewer than 300 persons

III. Markets and their Efficiency

A. Market and investors
1. the structure of trading markets

a. considered “auction” markets b/c buy and sell orders are executed at a central location at the best available price

b. brokers are under a duty to execute the customer’s order at the national best bid and offer price

2. regional exchanges
a. NYSE or AMEX – regional exchanges

b. Regional exchanges and Nasdaq are linked through Intermarket Trading System (ITS)

3. internalization and proprietary trading systems

a. third market – system which focuses on the most active NYSE stocks and match buy and sale orders for small investors 

b. provides investors a lower execution cost

4. electronic communication networks

a. computer-based market that automatically matches customer limit orders

5. block trading
a. fourth markets – trading of share directly between institutional investors w/o the use of broker-dealers

b. the trades referred to as “block trades” when thy involved 10k or more share and it is a significant component of the overall trading volume of NYSE

6. electronic bulletin board

a. electronic bulletin board (OTCBB) for non-Nasdaq otc stocks

b. not an exchange for firms that do not file periodic reports pursuant to the Exchange Act

7. bond markets

a. almost totally dealer markets

b. dealers are linked together by computers and most of the liquidity is provided by a few of the trading desks of large investment banking firms

8. relative size of equity markets
B. Globalization

C. Institutionalization
D. Derivative Markets

1. derivatives are financial instruments whose value depends on the price of some underlying instrument
2. options are rights to buy or sell securities from or to another at some predetermined price and date

a. call options are rights to buy

b. put options are rights to sell

c. these are risk-shifting devices

3. futures are contracts that call for future delivery of some commodity at a fixed price and date

a. for hedging and speculation in standardized contracts for agricultural commodities
IV. Efficient Market Hypothesis: Implications and Limitations

A. ECMH  is a theory of the relationship between the disclosure of financially significant info and the changes in securities market prices
B. Meaning and mechanism of market efficiency

1. workable definition of an efficient market focuses on the relationship between price and info

a. efficient market is the result of the collective investment decision made by investors with the same information

2. different forms:

a. weak

1) weak form exists when security prices reflect all the information embodied in the past prices of that security

2) if markets are efficient in the weak form, investors cannot extrapolate a security’s future price from a series of past events. 

3) Successive stock prices are independent of one another and thus we have the “random walk theory”

4) We do not have a weak form of market

b. semi-strong

1) semi-strong exists if security prices reflect all publicly available information

2) idea that random walk is the result of stock prices quickly reflecting successive pieces of new info
c. strong

1) strong form occurs when security prices reflect all info, public or not

2) strong form is not efficient b/c of the high cost to obtain non-public info
3. informational efficiency – describes the speed w/ which market prices adjust to new info

4. allocational efficiency concerns the allocation of resources to their best or highest use

C. Noise

1. “noise” is pricing influences not associated w/ rational expectations about asset values and it plays a significant role in stock market behavior

V. Behavioral economics and Decisions by individual investors

A. Loss aversion theory – tendency to be somewhat more willing to take on risk to avoid a loss than to pocket a gain

B. People are overconfident in their ability to choose stocks

What is a Security?

I. Intro
A. text

1. ’33 and ’34 Act have substantially similar definitions of a “security”

2. “if the context otherwise requires”…
3. examples of a security – notes, stock, bonds, debentures, and cd’s

4. expansive interpretation requires – investment contracts, certificates of interest in profit sharing agreements, and interests commonly known as securities
B. statute §2(1) ‘33 Act
1. “security” means any note, stock, treasury stock, security futures, bond, debenture, evidence of indebtedness, cert of interest or participation in any profit-sharing agreements…investment contract, …fractional undivided interest in oil, gas, or other mineral right…or, in general, any interest or instrument commonly known as a “security”…
II. Investment contract analysis

A. Evolution of the Howey test

1. SEC v. Howey p.21 – offering of units of a citrus grove development coupled w/ a contract for cultivating, marketing and remitting the net proceeds to the investor

a. Disregard form and look at the economic reality of the transaction
1) An investment contract is a contract of scheme for the placing of capital or laying out of money in a way intended to secure income or profit from its employment
b. Court finds that it is an “investment contract” and uses the following factors:

1) Investing money 
2) in a common enterprise

3) With the expectation that they would earn a profit

4) Solely through the efforts of others
2. Marine Bank v. Weaver p.24 – 
a. Ws pledged a bank cd to secure  a bank loan to the Columbus Packing Co; in return the W’s received a share of Cs’ net profits together w/ the right to use the company’s pasture and barn and the right to veto further borrowing by C; C goes into bankruptcy, the bank tries to collect on W’s cd, the W’s bring an action claiming the cd was in fact a “security”

b. Court distinguishes and calls it a private transaction; the rights given were not suitable for public trading; veto rights another factor to bring it out of “investment contract”; no economies of scale association w/ information access/sharing; also, cd holders are protected under the federal banking laws

1) Presence of other statutory schemes of protection is a tip off that something may not be considered a “security”
B. Investment and importance of “economic realities” – investment vs. consumption
1. United Housing Foundation, Inc. v. Forman p.29 – 
a. UHF sponsored the development of low-income housing and required a prospective tenant to purchase 18 “shares” of stock in the development for each room desired; the sold purpose of the shares is to enable the purchaser to occupy an apartment and was basically a deposit; shares are tied to the apt and cannot be transferred, pledged, encumbered; there are no voting rights or dividends
b.  Court says that Congress intended the application of the statutes to turn on the economic realities underlying the transaction, and not on the name appended thereto…
c. none of the shares have the common features of stock:

1) the right to receive “dividends contingent upon an apportionment of profits”

2) negotiable

3) can be pledged or hypothecated

4) confer voting rights in proportion to the number of shares owned

5) can appreciate in value

d. the shares also do not meet the Howey test for “investment contract” 

1) under expectation of profit prong they note:

a) capital appreciation resulting from the development of the initial investment, and 
b) participation in earnings resulting form the use of investors’ funds

c) but not when the purchaser is motivated by a desire to use or consume

C. Common enterprise

1. SEC v. Edwards p.34 – payphone sale-and-leaseback arrangements; E argues that it should not be considered a “security” b/c the scheme offered a fixed, rather than variable, return
a. Court finds there is no reason to distinguish between promises of fixed returns and promises of variable returns
b. Investors’ dependence on the managerial efforts of the promoters who had sole discretion over where to place the phones as well as full maintenance responsibility
2. vertical commonality

a. emphasizes the relationship between the investors and the promoter; the principal inquiry is whether the activities of the promoter are the controlling factor in the success or failure of the investment, and a common enterprise may exist even there is no pooling of investors’ funds or interest

1) tip-off: does it matter if one of the investors fails?  Ie: if you have individual oil drills, there is relationship between investor and promoter.  It doesn’t matter if one investor (one drill) is unsuccessful, b/c it doesn’t impact the success of other investors

b. broad vertical commonality – look to the uniformity of the impact of the promoter and require only a connection between the efforts of the promoter and the collective successes or losses of the investors

c. strict vertical commonality – requires a direct relationship between the success (as opposed to the efforts) of the promoter and that of the investors; this requires the promoters and investors to share the risks of a venture (ie: sharing 50/50 in profits)
d. ex: I am your financial person.  You give me money to invest into stocks.  

1) I can either get a flat rate commission regardless of loss/profit.  ( like broad

2) I can get a % of the profits that you make (but no offset for losses) ( like strict since I am sharing in the risk of the venture

3. horizontal commonality

a. requires a pooling of investors’ funds

1) ie: like Forman and pooling of investments, oranges, and profits from the orange groves

b. typically will involve a pro rata distribution of profits or sharing of losses among investors, horiz may still exist when returns are fixed

c. tipoff: every investor relies on the other investors (and promoter) for the success of the investment

4. All courts will recognize horizontal commonality, but not all jdxs recognize vertical
a. Collective action problem – all the investors in that one investment need information.  They are all in the position where no one investor wants to spend the $ to obtain the info b/c then everyone would benefit from the information.  This is why we have securities laws b/c they want to ensure that investors get the information they need.  This makes sense for those who follow horizontal commonality. 

b. This is not really the case for vertical commonality b/c you see a one-on-one relationship between the investor and promoter.  Arguably, the investor has more leverage to get their info in this scenario. 

1) The problem with vertical commonality is the stress on the importance of the promoter.  The “common enterprise” will blend into “solely from efforts of others”.  This may be why many courts will not recognize vertical commonality b/c they would say you’re talking about a different prong.

D. Efforts of others

1. critical inquiry is “whether the efforts made by those other than the investor are the undeniably significant ones, those essential managerial efforts which affect the failure or success of the enterprise”
2. franchises are tricky

a. Crowley v. Montgomery Ward p.42 – MW has a program where franchisees purchases materials, signs, goods from MW and can fix their price to make their own profit margins; agent’s income is based upon commissions paid under an agreed schedule; the court finds that the economic reality is that the contributions of the franchisees significantly and substantially affect the profits expected form the enterprise” and is not an investment contract

b. SEC v. AquaSonic Products Corp p.43 – AS sold parts of the US distribution rights for electric toothbrush for designated areas to licensees; however, licensees didn’t sell, used as a tax write-off and areas were far from licensees’ residences; also, AS offered an “optional” sales agency agreement under which an affiliate company would market the product for the franchisees; court finds that the “optional” nature of the sales agency agreement is illusory and was an investment contract
c. SEC v. Life Partners p.43 – company which acted as an intermediary between AIDS patients in need of cash and investors who would purchase life insurance policy of those patients to receive the policy $; court finds that it is not an investment contract b/c the profitability of the sales depends on how long the patient lives for which is totally out of the hands of LP 

1) note that the 11th circuit finds that the is not basis for excluding pre-purchase managerial activities from the investment contract analysis
d. problem 2-4: BR needs $$ to develop its gold mines; it offers to sell coins directly to investors at a substantial discount to the world market price of gold at the time of the offering; delivery of the coins will be in the future; in the event that the world market price is below the prepayment price, BR promises to refund the difference to the purchasers; to secure its performance, BR puts the deed to one of its mines in a trust account

1) SEC v. Belmont Reid – court goes through the Howey analysis and finds that the “through the efforts of others” prong is not met; the profitability of the purchases depends upon the world market price of gold and not at all on the success of the sellers
2) SEC v. RG Reynolds – plan in which people give RG money and he invests them for a substantial return; meets the Howey test and it an investment contract since the investment success depends upon RG; gold program investments where the investor receives an amount of ore and a refining contract, is analogous to Howey itself and ( an investment contract
e. Problem 2-5: McSushi is a franchise for Japanese fast food; for $35k + a % of gross receipts, McSushi will train franchisees in the prep, provide equipment, engage in advertising and supervise; uniforms and food must be purchased from the franchisor; franchisees are expected to work as on-site managers and they may establish menu prices and engage in local promotions; are the franchises “securities”?

1) No.  depends on the “efforts of others” prong.  The franchisee would be basically running a business and therefore no matter how strong or weak the McSushi label is, the franchisee must do the work.  Note that there are also statutes protecting franchisees and regulating franchises. 

III. An alternative approach - State Risk Capital Test p.27

A. Silver Hills Country Club v. Sobieski p.27 – country club developers financed improvements through sale of club memberships; the price increased as additional facilities were developed; members had no rights in the assets or the income of the club, but they could transfer their memberships to others
1. Court finds that the memberships were securities

2. “petitioners are soliciting the risk capital with which to develop a business for profit  Purchaser’s risk is not lessened merely because the interest he purchases is labeled a membership.”

B. prongs of the test:

1. risk – a security will not exist under the risk capital test unless capital provided by investors is at substantial risk

2. capital – “economic capital which is placed subject to the risk of loss through operation of the scheme in question”

C. differences from the fed Howey test:

1. does not require there to be common enterprise among investors

2. test avoids the requirement that the profits be derived “solely” from the efforts of others

3. accommodates an analysis based upon the degree of risk assumed by the investor

IV. Associational formalities

A. Stock as a security

1. “sale of business” doctrine – some circuits developed this doctrine exempt from the federal securities laws sales of all or substantially all of the stock in closely held corporations
2. Landreth Timber Co. v. Landreth p.46 – involved the sale of all of the stock in a family-owned lumber business; purchasers are dissatisfied w/ their investment and sought a recission of the sale and $2.5M in damages

a. Court kills the “sale of business” doctrine; the previous cases were in regards to unusual investment instruments and something labeled “stock” can still be held stock if it has the right characteristics; Howey test is only for “investment contract”

3. problem 2-7, p.48: CART organizes auto races and one needs to buy a CART stock in order to race; transfers of CART share must be preapproved by the board and only to a buyer who is fit to race; failure of a CART shareholder to race may lead to a redemption of the shareholder’s stock; they are entitled to dividends but profits distributions are minimal and the stock’s major attraction is the opportunity to generate income from racing; is this a security?

a. Stock factors – dividends and voting rights.  However, the profits are generated by racing and the purpose of purchasing stock is to race.  It looks more like a membership rather than traditional stock. 

B. Partnership interests as securities
1. The Williamson test on p.49 for partnership as a security: if the investor can establish that 

a. an agreement among the parties leaves so little power in the hands of the partner or venturer that the agreement in fact distributes power as would a limited partnership or 

b. the partner or venturer is so inexperienced and unknowledgeable in business affairs that he is incapable of intelligently exercising his partnership or venture power or

c. the partner or venturer is so dependent upon some unique entrepreneurial or managerial ability of the promoter or manager that he cannot replace the manager of the enterprise or otherwise exercise meaningful partnership or venture powers. 
2. Riviana handout
a. The Riviana case in the handout rejects the case-by-case approach of prong 3 in the Williamson test.  It is impractical to try and assess the sophistication of each and every partner, it makes it difficult to apply the rule.  And is it fair to say that only those who are unsophisticated will get the protection of the 33 Act?
3. Steinhardt Group, Inc. v. Citicorp p.50 – issue as to whether a highly structured securitization transaction negotiated between Citicorp and an investor in a limited partnership constitutes an “investment contract” as that term is defined by the SC; the limited partner retained pervasive control and could not be deemed a passive investor under Howey and therefore the transaction is not an investment contract

a. Court finds that the S retained enough management power to not be considered a passive investor; state statutes defining passive investors is not controlling since it is meant for the sole purpose of limiting the liability of the limited partners to third parties (not applicable in this case)

4. note that if management authority is vested solely in the general partner, then it is possible that the limited partners may argue that it is a securities transaction
C. LLC Interests as Securities

1. LLC’s are not listed in the §2(1) definition of “security” and therefore you must apply the Howey test to see if it an “investment contract”
2. You have an organization w/ the limited liability of a corporation by the pass-through taxation of a partnership.  The owners are called “members”.  They can chose to run the LLC as a member-managed or a manager-managed LLC.  A member-managed LLC looks like a general partnership.  A manager-managed LLC looks like a limited partnership.    

3. Whether or not an LLC is considered a “security” would depend on the management style of the LLC.  A member-managed LLC would more likely be considered a security.
V. Real estate as securities

A. The offering of condo units in conjunction w/ any of the following will cause the offering to be viewed as an offering of securities in the form of investment contracts:
1. the condos w/ any rental arrangement or other similar service, are offered and sold w/ emphasis on the economic benefits to the purchaser to be derived from the managerial efforts of the promoter, or a third party designated or arranged for by the promoter from rental of the units;

2. the offering of participation in a rental pool arrangement; and 

3. the offering of a rental or similar arrangement whereby the purchaser must hold his unit available for rental for any part of the year, must use an exclusive rental agent or is otherwise materially restricted in his occupancy or rental of his unit

B. Hocking v. Dubois p.60 – Hawaii condos offered to purchasers as an investment; condos are run like a hotel and the purchaser sues after finding that profits are lower than expected

1. the court applies the Howey test, but finds that the last prong “solely through the efforts of others” is not met

2. the court then discusses the Williamson test to analyze the element of “control” and finds that the purchasers have so little management powers that he is placed in a position analogous to a limited partner

3. the court reverses the summary judgment and the case is remanded

C. Revak v. SEC p.65 – 2nd circuit finds that the lack of a pooling of rents defeated horizontal commonality and rejected broad vertical commonality as sufficient to satisfy Howey 

D. What happened? What should real estate agent be careful of?

1. She informed him about the rental pool

2. Average on the amount made through the rental pool

3. She presented the rental pool agreement to him

4. She emphasized the profits/economics of the rental pool

a. The emphasis on the profits is problematic since she is now encouraging the buyer to invest into the rental pool which strengthens the “solely from the efforts of others”

5. Had the developer sold the unit to Hocking and also ran the rental pool, you would have a Howey-type analysis

VI. Notes as securities

A. §3(a)(3) exempts notes that are due w/I 9 months (but it does not exempt from ’33 Act’s antifraud provision)

B. Howey Test (8th and DC courts)

C. Investment versus commercial (previous majority of Court of Appeal)

1. Distinguishes on the basis of all of the circumstances surrounding the transaction

2. Would look at the motivation of the purchaser

a. is he looking at the purchase as a consumer

b. is he looking at the purchase an as an investment

3. easy when you have a commercial or consumer investment but there are many transactions that will fall between the two

a. you have decisions going either way

D. Family resemblance (2nd court approach, SCOTUS !)

1. Rebuttable presumption that a note is a security

2. Enumerated category of instruments that are not “securities” (Bank case)

a. The note delivered in consumer financing, the note secured by a mortgage on a home, the short-term note secured by a lien on a small business or some of its assets, the note evidencing a “character” loan to a bank customer, short-term notes secured by an assignment of accounts receivable, or a note which simply formalizes an open-account debt incurred in the ordinary course of business

3. the presumption can be rebutted by showing that a note bears a strong resemblance (using the 4 factors from the Reves case) to one of the enumerated categories – DISJUNCTIVE TEST !!!
a. Assess the motivations that would prompt a reasonable seller and buyer to enter into it

1) If the seller’s purpose is to raise money for the general use of a business enterprise or to finance substantial investments and the buyer is interested primarily in the profit the note is expected to generate, the instrument is likely to be a “security”.

2) If the note is exchanged to facilitate the purchase of sale of a minor asset or consumer good, to correct for the seller’s cash-flow difficulties, or to advance some other commercial or consumer purpose, on the other hand, the note is less sensibly described as a “security”.

b. Examine the “plan of distribution” of the instrument to determine whether it is an instrument in which there is “common trading for speculation or investment”

1) Look to who the “note/investment” is offered to – if it is available to the general public, then it’s likely it’s met

c. We examine the reasonable expectations of the investing public

1) the court will consider instruments to be “securities” on the basis of such public expectations, even where an economic analysis of the circumstances of the particular transaction might suggest that the instruments are not “securities” as used in that transaction.

d. We examine whether some factor such as the existence of another regulatory scheme significantly reduces the risk of the instrument, thereby rendering application of the Securities Acts unnecessary.

4. Reves v. Ernst & Young p.67 – demand notes issued by the Farmer’s Coopertive of Arkansas and Oklahoma; the notes were uncollateralized and uninsured; the marketing scheme was as an “Investment Program”

a. Court fashions the “family resemblance” test and finds that the notes are securities

5. SEC v. Wallenbrock p.76 – case regarding latex glove manufacturer; W sold promissory notes supposedly secured by the accounts receivable of the latex co

a. Court applies the family resemblance test; having a strong risk-reduction factor may win the day regardless of the other three factors; plan of distribution is also key: if it is given to the public and it’s not a consumer transaction, etc. then it looks like a security

b. The court finds that it is a security
VII. Takeaway: Outline of the tests and requirements
A. Federal - Howey Test:

1. investment money 

2. in a common enterprise 

a. vertical commonality

1) broad vertical commonality – look to the uniformity of the impact of the promoter and require only a connection between the efforts of the promoter and the collective successes or losses of the investors

2) strict vertical commonality – require a direct relationship between the success (as opposed to the efforts) of the promoter and that of the investors: this requires the promoters and investors to share the risks of a venture

b. horizontal commonality

1) emphasizes the common enterprise among investors, rather than the common enterprise between a promoter and investors

3. with the expectation that they would earn a profit 

a. capital appreciation

b. when a purchaser is motivated by a desire to use or consume, then it is not a security

c. note that Howey says that risk doesn’t play a part in the analysis

4. solely through the efforts of the promoter or of some one other than themselves

a. “the critical inquiry is whether the efforts made by those other than the investor are the undeniably significant ones, those essential managerial efforts which affect the failure or success of the enterprise”

B. State – Risk Capital test – adopted by CA and other west coast states

1. Risk

a. capital provided by investors is at substantial risk

b. the existence of collateralization or other security may negate the possibility that a transaction involves a security

2. capital

a. the “economic capital which is placed subject to the risk of loss through operation of the scheme in question

b. includes equity interests, debt interests, and other types of payments needed to fund the essential operations of a business

C. Common characteristics associated with stock: 

1. the right to receive dividends contingent upon an apportionment of profits

2. negotiability

3. the ability to be pledged or hypothecated

4. the conferring of voting rights in proportion to the number of shares owned

5. the capacity to appreciate in value
D. partnership as a security: Williamson test: if the investor can establish that 

1. an agreement among the parties leaves so little power in the hands of the partner or venturer that the agreement in fact distributes power as would a limited partnership or 

2. the partner or venturer is so inexperienced and unknowledgeable in business affairs that he is incapable of intelligently exercising his partnership or venture power or

3. the partner or venturer is so dependent upon some unique entrepreneurial or managerial ability of the promoter or manager that he cannot replace the manager of the enterprise or otherwise exercise meaningful partnership or venture powers. 
E. LLC’s as a security?  Apply the Howey test

F. Real estate as securities

1. The offering of condo units in conjunction w/ any of the following will cause the offering to be viewed as an offering of securities in the form of investment contracts:

a. the condos w/ any rental arrangement or other similar service, are offered and sold w/ emphasis on the economic benefits to the purchaser to be derived from the managerial efforts of the promoter, or a third party designated or arranged for by the promoter from rental of the units;

b. the offering of participation in a rental pool arrangement; and 

c. the offering of a rental or similar arrangement whereby the purchaser must hold his unit available for rental for any part of the year, must use an exclusive rental agent or is otherwise materially restricted in his occupancy or rental of his unit
2. What happened? What should real estate agent be careful of?

a. She informed him about the rental pool

b. Average on the amount made through the rental pool

c. She presented the rental pool agreement to him

d. She emphasized the profits/economics of the rental pool

1) The emphasis on the profits is problematic since she is now encouraging the buyer to invest into the rental pool which strengthens the “solely from the efforts of others”

e. Had the developer sold the unit to Hocking and also ran the rental pool, you would have a Howey-type analysis

G. Notes as securities

1. §3(a)(3) exempts notes that are due w/I 9 months (but it does not exempt from ’33 Act’s antifraud provision)

2. Family resemblance (2nd court approach, SCOTUS !)

a. Rebuttable presumption that a note is a security

b. Enumerated category of instruments that are not “securities” (Bank case)

c. the presumption can be rebutted by showing that a note bears a strong resemblance (using the 4 factors from the Reves case) to one of the enumerated categories – DISJUNCTIVE TEST !!!

1) Assess the motivations that would prompt a reasonable seller and buyer to enter into it

2) Examine the “plan of distribution” of the instrument to determine whether it is an instrument in which there is “common trading for speculation or investment”

3) We examine the reasonable expectations of the investing public

4) We examine whether some factor such as the existence of another regulatory scheme significantly reduces the risk of the instrument, thereby rendering application of the Securities Acts unnecessary.

The Public Offering

I. Business Context for the Public Distribution of Securities and the Underwriting Process p.117-145, 164-166
A. Underwriting and Underwriters
1. methods of Underwriting
a. firm commitment

1) one or more investment baking firms agreement to purchase the securities form the issuer for resale to the public at a specified public offering price
2) i/b’s organize an underwriting syndicate and each member agrees to purchase form the issuer a specified amount of the securities and to resell at a specified public offering price

a) u/w syndicate is to spread the legal exposure and the business exposure

i. legal exposure

a. their legal exposure for §11 violations is limited to the amount/% of the shares they were allocated

ii. business exposure

a. ex: if we were to sell 1k shares, the co-managing u/w and the members of the syndicate will allocate among themselves and become k bound to buy those share if they are unable to sell those shares in the public offering

i. common for the managing to take 30% and the syndicate to take 70%

b. sticky-issue

i. the shares aren’t purchased by the public, no one firm wants to get stuck w/ the entire amount

ii. you want a wide distribution and no one firm will have the clients to distribute the entire offering at one time

3) the syndicate is managed by a managing underwriter who, on behalf of the syndicate, executes w/ the issuer a underwriting agreement 
a) the underwriting agreement lists out the terms of the offering and the amount of securities that each syndicate member is committed to buy or underwrite

b) each syndicate member retains control over and directly places only a portion of the securities it agrees to underwrite, called the retention
c) the remaining securities go into the pot under the control of the managing underwriter

i. purchasers that buy large amounts may place orders w/ the managing underwriter but may direct that the sale be credited to the account of one or more dealers – designated orders
4) the syndicate members also execute an agreement among underwriters that establishes the obligations of each member

a) the managing underwriter may select additional broker-dealers to assist the syndicate in selling the securities and the dealers will sign a selected dealer agreement which sets forth their rights and obligations

5) the underwriters and the selected dealers agree to a fixed public offering price

6) the difference between that price and the amount received by the issuer is known as the gross spread which is composed of 
a) the management fee for the managing underwriter

b) the underwriting compensation received by the underwriters

c) the selling concession received for any securities sold to the public by any broker-dealer participating in the distribution

i. the selling concession is set in advance and can be as much as 60-65% of the spread

7) underwriters may also elect to stabilize the market for the offered security during the distribution

a) the syndicate places a bid price into the market at or just under the public offering price to stabilize the market price

b) it is intended to facilitate an orderly distribution of securities
b. best efforts

1) broker-dealers do not purchase the securities form the issuer, but instead agree for a fee to use their best efforts to sell the securities on behalf of the issuer at the offering price

2) types:

a) straight – any securities sold to investors remain sold and there is no minimum amount that must be sold as a condition to the deal closing
b) mini/maxi – a stipulated min amount of all the shares to be sold must be sold during a specific period of time before the offering can close
i. if the min number is not met, the deal falls through, and the money held in escrow is returned to the potential purchasers

c) all or none – all the securities must be sold before the deal is completed
c. Dutch auctions (Google did this)
1) Issuer solicits bids from institutions and the broker-dealers for any amount of securities each whishes to buy and at what price.
2) All bids are irrevocable offers to purchase that amount of securities

3) At closing the bids are arrayed w/ the highest bid price first and the lowest bid price last

4) The issuer accepts the bids down thru successively lower prices until the issuer has placed all the registered securities

5) The lowest price accepted by the issuer thru this process is the price paid by all the bidders whose bids were accepted thru the process

2. underwriters: Their Culture and Their Industry

a. cultural hierarchy

1) 2 broad categories of activities:
a) retail brokerage

b) investment banking (i/b)
i. includes underwriting of securities offerings

ii. financial planning and assistance services that i/b firms render in connection w/ mergers, acquisitions, and recapitalizations

2) the cyclical nature of brokerage is partially offset by the steadier i/b
3) from a tombstone ad:

a) the top is the managing underwriter

b) special bracket or bulge group invariably include the pillars of i/b

c) major bracket are comprised of the less well established in the industry

b. the industry over time

1) after the Depression, Congress passed the Glass-Steagalll Act which separated the functions of banking from those of i/b
a) the solvency of banks was threatened if they were permitted to underwrite securities 

b) tempted to make unwise loans to aid their i/b etc.

c) tempted to steer its banking customers to the offerings that they were underwriting

2) 1999, Congress enacted the Graham-Leach-Bliley Act (GLBA) and thereby repealed Glass-Steagall.

a) GLBA permits insurance, merchant banking, underwriting, and banking to be conducted under a common holding company

3) Internet – online firms now competing by offering substantially lower commissions than trdtnl i/b

4) Globalization of securities market

a) Globalization of securities offerings and trading is now possible

b) SEC’s rules encourage innovation and risk taking among American i/b firms

3. Underwriting Agreements: Contracting to Reduce Risk

a. Letter of intent represents the culmination of the prelim negotiations and the tentative understandings between the managing u/w and the issuer
b. Agreement among the u/w is the formal understandings among the members of the syndicate

1) Managing u/w is given the power to represent the syndicate, set the offering price w/ the issuer, the u/w commissions, the commission to the dealers

c. Allotments 

1) Compensation paid for absorbing risk is based on each u/w’s relative allotment
2) Ex: say you are selling 1M shares in a public offering; the price to the public will be $10; the u/w’s get them at $9; the u/w’s are getting $1 profit on each share

a) compensation from the issuer to the u/w is called the “gross spread” – in our ex the gross spread is 10%

b) members of the syndicate will get 30% spread among themselves (according to their sale %) solely for exposing themselves to the legal risk (§2(11))- $.30

c) say that if u/w Y’s allotment is 100,000 shares of the 10M shares sold; he has 1% of the 10M which means he gets 1% of 30% x $1 spread X 10M = $30,000

d) Y is receiving compensation for the amount of risk he contracted for
e) Note that §11 liability is proportional to the allotment

d. the “shoe”
1) the green shoe option is an option for the syndicate too purchase additional shares from the issuer to cover over-allotments

2) the NASD limits the amount of overallotments to 15% of the shares the u/w’s are obligated to purchase

e. anti-flipping
1) flipping places downward pressure of the distributed security’s price and impedes the syndicates ability to sell

2) flipping is not subject to antitrust laws b/c they are regulated by the SEC and enjoy implied immunity
f. insider lock-ups - u/w’s usually contract so that senior management of the issuer cannot sell any of their shares during the 180 days following the public offering

g. market out clause
1) clause that permits the u/w’s to w/draw any time prior to the public offering and/or the settlement date if one of several exigent changes in circumstances develops:

a) the gov’t or an SRO has imposed restrictions on the trading of securities in general

b) there is war or other national calamity

c) there has been a material adverse change in markets

d) or there has been a material adverse event affecting the issuer 

2) SEC states that market out clauses like below are not allowed:

a) Occurrence of nonmaterial events affecting the issuer or the securities markets in genera, or

b) An inability to market the securities

h. Indemnification clause 

1) u/w’s face risk of liability under §11 if the r/s contains an omission or misstatement of material fact
2) u/w’s can avoid liability if they demonstrate they “had after reasonable investigation, reasonable ground to believe and did believe” that the r/s was not materially misleading

3) a standard clause is for the issuer to indemnify the u/w’s for any liability b/c the r/s or prospectus is materially misleading

i. contribution clause - the burden of liability to be shared among equal wrongdoers

j. comfort letters 
1) issuer’s counsel to writer letters covering certain specified representations made in the r/s

2) outside accountants to opine on a wide array of financial info, etc. 

4. Underwriters’ Compensation

1) Ex: say you are selling 1M shares in a public offering; the price to the public will be $10; the u/w’s get them at $9; the u/w’s are getting $1 profit on each share

a) compensation from the issuer to the u/w is called the “gross spread” – in our ex the gross spread is 10%

b) members of the syndicate will get 30% spread among themselves (according to their sale %) solely for exposing themselves to the legal risk (§2(11))- $.30

i. say that if u/w Y’s allotment is 100,000 shares of the 10M shares sold; he has 1% of the 10M which means he gets 1% of 30% x $1 spread X 10M = $30,000

c) the co-manager will generally get 20% of the gross spread - $.20

d) the other 50% go to those that actually sell the shares (managing u/w, u/w syndicate, selling group) 

e) note how important the co-manager is b/c they are the ones decision who gets to sell

f) the selling group gets a “concession” which is usually 50% of the sale

b. Review by the NASD

1) NASD reviews all public offerings of underwritten securities to assure that member broker-dealers do not receive unfair or unreasonable compensation for their u/w activities

a) Managing u/w files with the NASD the u/w documents, prospectus and the NASD determines the fairness and reasonableness of the proposed u/w compensation

2) Any offerings to the public must be given to the NASD to review even if the offering is otherwise exempt from SEC registration (ie: intrastate offerings)

c. The problems of Fixed Price Offerings

1) The cornerstone of the uw syndicate is that all members must sell the offered security to the public at a fixed price that is stated in the r/s and accompanying prospectus – this is to avoid price competition among its members
2) NASD members can purchase from syndicate at a price less than the offering price, the discount being the usual selling commission for such offerings

3) 3 common circumventions:

a) designated order technique – the distributing u/w agrees to provide the purchasing institution w/ a set amount of free goods or research services as a form of discount for the institution’s large purchase

b) overtrade or swap – the institutional buyer swaps securities in its portfolio for ht security being distributed by the u/w; an indirect discount appears when the value of the security given up by the institution is less than that of the securities acquired from the u/w

c) recapture – institution will form a broker-dealer subsidiary that upon joining the NASD can purchase the offered securities form the u/w syndicate at the customary dealer discount

B. The market for initial public offerings

1. irrational or contrived exuberance

2. underpricing of initial public offerings

a. underpricing occurs when the immediate trading market price for IPOs is significantly higher than their initial offering price
b. issuers could demand that the u/w’s receive a lower commission, but that would undercut the u/w’s motivation to place shares
c. in theory a Dutch auction would eliminate underpricing but it isn’t widely accepted by the public b/c still unfamiliar

d. variety of reasons why stocks may be underpriced:

1) irrational retail investors

2) u/w’s want to avoid unsold inventory, reward repeat customers, maintain investor interest, implicit insurance against potential §11 liability

C. classes of issuers
1. form S-1

a. can still opt for integrated disclosure

2. form S-3

a. allows registrant’s information to be incorporated by reference

b. well-known seasoned issuer (WKSI) 
1) common stock market cap of $700M or
2) issuers that in the prior three years have offered $1B in non-convertible securities other than common stock

3) you meet the $1B non-convertible securities and have common stock float of $75M

3. automatic shelf registration

a. base r/s, upon becoming effective, is valid for 3 yrs

b. info about the issuer is incorporated 

c. WKSIs can register unspecified amounts of diff securities on form s-3 that will become automatically effective

4. classes of issuers:

a. WKSI

b. Seasoned issuers

c. Unseasoned issuers

d. Non-reporting issuers

II. Distribution Process 

A. Jdx requirement – use of any means or instruments of transportation or communication in interstate commerce or the mails

1. transactions which occur on a face-to-face basis w/o the use of any commercial medium to arrange or carry out the sale will not trigger §5

B. Prefiling period p.168-182

1. conditioning the market
a. first question: are you “in registration”?

1) means the entire process of registration, at least from the time the issuer reaches an understanding w/ the broker-dealer, which is to act as a managing u/w until the completing of the offering and the period of 40 or 90 days during which dealers must deliver a prospectus

b. second question: was the communication made by someone other than an “issuer, u/w, or dealer”

1) §5 liability is only imposed on those that are an issuer, u/w or dealer (see 4(1))
c. third question: is this an offer to sell, sale, or conditioning of the market?
1) Materials that are “of a character calculated, by arousing and stimulating investor and dealer interest”  Arvida or 

2) by “eliciting indications of interest from customers to dealer and from dealer to underwriters, to set in motion the processes of distribution”

3) Factors to look at when figuring out “conditioning the market”
a) Timing in relationship to the filing of the r/s or in the period of registration

b) Intent at the time you accept an invitation for the speech, interview

c) What is said?  

i. Is it historical information that is newsworthy and verifiable?

ii. Is it projections or forecasts?

d) Breadth of the distribution

i. Is this an interview on CNN?

ii. Is this a conversation with a friend?

e) Form of communication

i. Written communication is NOT GOOD !

ii. Any kind of writing is suspect as being a prospectus

f) Who is speaking and what is their relationship w/ the company?

i. Is it the CEO?

g) Is there a business purpose for the information?

i. Better if you’re Microsoft who always releases information b/c is it newsworthy

h) Is the info provided in a balanced way?

i. Is there 2 sentences about newsworthy but 3 paragraphs of forecasts? Suspect.

i) Is there reference to underwriting, selling program, date of sale, etc?


j) How specific is the information?

i. The more specific, the more likely it will generate interest and the more likely it is suspect

2. safe harbors for permissible communications

a. public corporations have formal obligations imposed by the exchanges where their shares are listed to make timely disclosures of newsworthy info, and also concerns to inform their stockholders, customers, and other constituencies
b. many of the exceptions/rules only apply to issuers and not underwriters (135, 163A, 168, 169)

c. Rule 163: Communications by WKSI
1) Permits issuers to engage in unrestricted oral and written offers before a r/s if the conditions are met:
a) Legend

i. Required lang, w/ EDGAR website and toll free # to request prospectus

ii. May provide an email address at which the docs can be requested/or website where there is access

iii. Immaterial or unintentional failure is okay as long as there is good faith and reasonable effort and it is amended to include the legend

b) Filing conditions:

i. A written offer made prior to the issuer filing an r/s must be filed “promptly” with Commission when the r/s is ultimately filed and must bear the legend required by subsection (b)(1) of Rule 163

a. If the issuer has filed a r/s, then written offer is treated as a free writing prospectus (FWP) and must be filed with the commission

ii. Immaterial or unintentional failure is okay as long as there is good faith and reasonable effort and it is filed as soon as practicable

c) Ineligible offerings: p. 69 supp

2) Applies only to communications “by or on behalf” of the issuer (issuer approves or authorizes the communication before it is made)
d. Rule 163A: 30 day Bright-line Exclusion

1) All issuers are provided a bright-line time period, ending 30 days prior to filing a r/s, during which the issuer or those acting on its behalf can communicate w/o violating §5
2) “made by or on behalf of an issuer” if the issuer or agent authorizes or approves the communication before it is made

3) the communication cannot make any reference to the securities offering
4) issuer must take reasonable steps to prevent further distribution or publication of the communication during the 30-day period immediately before filing the registration statement

5) 30-day exclusion does not apply to certain types of offerings

e. Rule 168: factual business info and forward-looking statements for Reporting issuers

1) Factual info – business or financial developments; advertisements, info about the issuer’s products or services
2) Forward-looking info- projections; issuer management’s plans and objectives for future operations; issuer’s future econ performance

3) Can be disseminated to the general public

4) Conditions:

a) Must be “by or on the behalf” of the issuer

b) Issuer has previously released or disseminated info of the type (ie: this is a regular release/dissemination by the issuer)
c) The timing, manner, and form is consistent in material respects w/ similar past releases

d) Issuer is not an investment company

f. Rule 169: factual business info for Non-reporting issuer

1) Similar to rule 168 but is limited by additional conditions

2) Conditions:
a) Is limited to factual business information

b) Communication is protected only if the intended audience is not investors but others such as customers and suppliers

g. Rule 135: Notice of Proposed Registered Offerings
1) Must include a legend

2) Not only “by or on the behalf” of the issuer, but also “anyone acting on behalf of the issuer” ( includes u/w

3) Allows release of certain limited information
a) Name of issuer

b) Title, amount and basic terms of the securities offered

c) Amount of offering

d) Anticipated timing of the offering

e) Brief statement of the manner and purpose w/o naming the underwriters
f) Whether it is direct to only a particular class

g) Statements/legends requirement by state/foreign law

h) Additional information according to the type of offering
3. Research Reports

a. Rule 137: reports by brokers/dealers that are not participating in an issuer’s registered distribution of securities
1) Applies to broker/dealers that have not participated, are not participating, and do not propose to participate in the distribution of the securities
2) They are not receiving and have not received consideration directly or indirectly from

a) The issuer

b) The selling security holder

c) Any participant in the distribution that are/or will be the subject of the r/s or

d) Any other person interested in the securities that are/will be the subject of the r/s

3) This does not preclude payment of

a) Regular price paid by the broker/dealer for independent research

b) The regular subscription or purchase price for the research report

4) The broker/dealer publishes/distributes the research report in the regular course of its business

5) Research report – a written communication, as defined in rule 405, that includes info, opinions, or recommendations w/ respect to securities of an issuer or an analysis of a security or an issuer, whether or not it provides info reasonably sufficient upon which to base an investment decision

b. Rule 138: reports by broker/dealers about securities other than those they are distributing
1) Applies only too reporting issuers that are current in their periodic filings, as well as certain large foreign issuers that are not a reporting company
2) Broker/dealer, whether or not a participant in a registrant’s distribution of non-convertible preferred stock or nonconvertible debt security, may publish opinions or recommendations for that registrant’s common stock
a) Broker/dealer, whether or not participant for common stock, may publish opinions/recommendations about the nonconvertible preferred stock/debt security
3) Exemption is nonetheless conditioned on the broker/dealer previously publishing/distributing similar types of securities, although these reports need not have included the securities of the particular issuer
c. Rule 139: focused reports and industry reports
1) Focused report

a) Permits broker/dealer, whether participating or not in the distribution, to publish opinions and recommendations focused solely on the issuer, provided the issuer meets the eligibility requirements of forms S-3 or F-3 (+ other certain foreign)
b) Broker/dealer publishes/distributes research reports in the regular course of its business and does not represent the initiation of publication of research reports about such issuer following discontinuation of publication of such research reports

2) Industry report

a) Issuer is required to file reports or is the certain foreign
b) Report includes similar info w/ respect to a substantial number of issuers in the issuer’s industry ro sub-industry

c) Analysis regarding the issuer/securities is given no materially greater space or prominence in the publication

d) Broker/dealer publishes/distributes research reports in the regular course of its business and,, at the time of the publication, is including similar info about the issuer or its securities in similar reports

3) Projections

a) A projection constitutes an analysis/info falling w/I the definition of research report.  The broker/dealer must:

i. Have previously published/distributed projections on a regular basis in order to satisfy the “regular course of its business” condition


ii. At the time of publishing/disseminating, be pushing or distributing projections w/ respect to that issuer

iii. Includes projections covering the same or similar periods w/ respect to either a substantial number of issuers in the issuer’s industry or sub-industry
4. arrangements w/ and among underwriters

a. §2(a)(3) excludes from the definitions of sale, offer to sell, and offer to buy both the negotiations and the agreements that the issuer has w/ its underwriter, as well as the negotiations and agreements among the underwriters, provided they are or will become parties to the u/w agreement w/ the issuer

b. 2(a)(11) defines the u/w to exclude the members of the selling group who do not absorb any of the offering’s risks

C. Waiting period p.182-190

1. intro:

a. once the r/s is file, §5(c) disappears and §5(a) takes over ( it continues to bar sales until the r/s becomes effective

b. however, selling efforts can commence as long as every prospectus meets the requirements of section 10

c. prospectus is defined in §2(a)(10) as any written communication, as well as radio and tv transmission, whenever it offers a security for sale or confirms such a sale
1) oral offers to sell are not w/I the definition of a prospectus

2. prelim and summary prospectus

a. §5(b)(1) is satisfied as long as the prospectus meets the requirements of either:

1) section 10(a) – full prospectus

a) needs to have basically the same info as the r/s on file

2) section 10(b) – preliminary or summary prospectus (Rule 430 defines): 

a) it includes substantially the same info that will ultimately appear in the final prospectus, 

b) except it may exclude the offering price, u/w and dealer compensation, amount of the proceeds, and conversion rates, call prices, and other matter dependent on the offering price

c) it must bear a legend as well as the caption “Prelim Prospectus” printed in traditional Commission red
3. tombstone ads and identifying statements

a. tombstone ad

1) §2(a)(10) is where you find the authority for tombstone ads

2) it may only contain:

a) from whom a written prospectus meeting the requirements of section 10 may be obtained and

b) identify the security

c) state the price thereof

d) state by whom orders will be executed

e) contain other information that the Commission may allow

b. identifying statements are usually those that are included b/c of rule 134 

c. rule 134 – identifies 22 categories of info that may be included in the announcement like:

1) brief description of the issuer’s business

2) info about the security being offered

3) u/w info

4) info about the procedures investors are to follow to express their interest in the offering

4. free writing

a. supplementary information is generally referred to as free writing 
b. Rule 405 - definitions

1) Free writing prospectus is any written communication that is an offer to sell/buy a security used after the r/s is filed

a) WKSI companies are allowed to use them regardless of the filing of r/s

b) All other companies must wait until filing of r/s

2) Written communication is a writing, radio, tv, or graphical communication

3) Graphical communication is the catchall for all the new technology eg audiotapes, video, fax, internet, etc
5. Rule 433 – what constitutes an FWP and what are the conditions?
a. Any FWP that satisfies the conditions of rule 433 will be considered a prospectus permitted under section 10(b) of the act for the purposes of section 2(a)(10), 5(b)(1) and 5(b)(2)
b. factors to always look for:

1) issuer

2) content

3) legend

4) prospectus 

5) filing

c. FWP
1) Issuer: Rule 164 – who can use the FWP?
a) 164(a) issuer, underwriter, dealer can use a free writing prospectus

b) 164(e) certain types of issuers cannot use the free writing prospectus

i. ie: if you’re a reporting company and not up to date in filing w/ the SEC you are ineligible
2) Content:

a) Can have info that may be diff from the r/s as long as there are no conflicts

3) Legend: 433(c)(2)

a) MUST include info to EDGAR on the SEC website, toll-free request line for a prospectus

b) Rule 164 also provides a means to cure any unintentional/immaterial failure to include the required legend

c) May also include an email address for document requests and internet address for docs on the web

4) Prospectus:

a) if you are a non-reporting or unseasoned issuer:
i. You have a duty/obligation to give a prelim prospectus with the FWP (or send the prospectus ahead of time)

ii. Requires that the prelim prospectus include the security’s price range
b) If you are a WKSI or a seasoned issuer:

i. there is no need to deliver the prelim prospectus beforehand or at the same time

ii. you must notify through a required legend that there’s a filing of a r/s and the ULR to hyperlink to a prospectus

iii. if you are an WKSI you may not even need to wait until filing the r/s to use a FWP

c) note that hyperlinks can satisfy the prospectus requirement for electronic FWP
5) Filing requirements - 433(d)
a) Issuer shall file

i. Any issuer free writing prospectus
ii. Any issuer info in a FWP prepared by/on behalf of/used by any other offering participant

iii. Description of the final terms of the security of an offering after such terms have been established

b) Any offering participant must file a FWP that is used/referred/distributed in a manner reasonably designed to lead to its broad unrestricted dissemination
c) No need to file an FWP that does not contain substantive changes from or additions to a fwp previously filed with the SEC

d) No filing requirement for
i. Fwp that does not reflect the finals terms, that portion is not required to be filed

ii. Portion that contains only a description of the final terms shall be filed w/I 2 days of the later of the date such final terms have been established and the date of first use

iii. A written communication that is a road show shall not be required to be filed

a. A communication that is provided simultaneously with a road show and is provided in a manner designed to make the communication available only as part of the road show and not separately is deemed to be part of the road show. If the road show is not written, then the simultaneous communication is also deemed not to be written.  IF the road show is written and not required to be filed, the simultaneous communication is also not required to be filed. 
iv. Written communication for a common equity/convertible equity securities where the issuer is not required to file reports does not need to be filed as long as the issuer makes at least one version of a bona fide electronic road show available w/o restriction by means of graphic communication to any person, including any potential investor in the securities.

d. What about oral communications?

1) Oral communication will not trigger §5(b)(1)

2) The selling group will be making a lot of phone calls, oral presentation, etc.

e. Websites – 433(e)

1) If a website conditions the market with more information that is provided in the section 10 prospectus, then it has violated section 5(b)(1)
2) A prospectus on the issuer’s/u/w’s website does not itself import the website’s other information into the prospectus or render that info a part of the offering process

a) However, hyperlinks between the prospectus and other web site info bundles the info together to be seen as an offer to sell

b) w/o the hyperlink, it depends on whether the web site’s content is an “offer to sell” or one that conditions the market

c) envelope theory – analogy to the paper-based setting to see if the prospectus and the other information are contained in the same “envelope”

3) 433(e)(2) allows for historical info about the issuer that is identified as historical info and appears in a separate section of the website is not considered to be an offering and ( not a FWP
f. road shows

1) Started off as meetings where the audience was mostly the selling group and underwriting syndicate

2) The info is about the company and was used to satisfy the due diligence of the underwriting and selling groups

3) It started to include institutional investors (like reps from Fidelity, mutual funds, pension funds, etc)

4) Technology progressed and the roadshows started to go onto video, webbroadcast, etc.

a) audience needs to be sophisticated investors 
b) nothing in writing could be used, and 
c) it must be a real-time presentation
5) roadshow that is not in real time is a “graphic communication”

a) rule 433(d)(8) comes in and it is now a FWP and must meet all the requirements of it

b) HOWEVER, a roadshow that is a FWP only needs to be filed if 

i. the issuer is offering an equity security, 

ii. is not a reporting company, and 

iii. has not made at least one version of the road show publicly available

g. dealing with the media – 433(f)

1) if the issuer or anyone acting on its behalf prepares, pays, or gives consideration for the preparation of the communication in the media, this is treated as a FWP and must satisfy all the conditions of rule 433

2) however, if the issuer simply grants an interview to a journalist who then writes a story, 433(f) does not require that there be delivery of a prospectus if a copy of the story is filed with the SEC w/I four business days after becoming aware of the publication   

h. fraud provisions – FWP which an issuer elects not to be part of the r/s is not subject to §11, but it is still subject to §12(a)(2) liability

6. selling practices during the waiting period

a. rule 134(d) allows a written communication to be sent during the waiting period to any investor asking her to express an interest in the distributed security by completing a card or form
b. the communication must be accompanied or preceded by a prospectus satisfying section 10

c. it must also include a statement that tells the investor it is not an offer, they cannot pay, no offer to buy can be accepted etc and that her offer can be w/drawn anytime before acceptance is given after the effective date

d. the SEC ensures that issuers are distributing prelim prospectuses by not acceleration the effective date of a r/s unless copies of the prelim prospectus have been or are being distributed to all people whom the u/w expect to send a confirmation  (SEC rule 15c28-8(b))

1) also says that it is a deceptive act for a broker/dealer to fail to deliver a copy of a prelim prospectus at least 48 hours proper to the mailing of a confirmation if the issuer is not previously a reporting act company

D. Post effective period p.192-195

1. once an r/s is effective, section 5(a)(1) no longer prohibits closing sales of the registered security
2. section 5(b)(2) requires that when a security is delivered, it must be accompanied or preceded by a prospectus that meets the requirements of section 10(a) – a FINAL prospectus

3. Rule 172: Confirmations and notices of allocations
a. After the r/s becomes effective, the delivery of a final prospectus need not precede or accompany a confirmation of sale or notice of allocation as long as subsection (c) conditions are met

b. If the issuer has filed a final prospectus with the SEC, then the final prospectus need not accompany the security during delivery

c. Conditions:

1) r/s is effect and not subject to proceeding or examination under section 8(d) or (e)

2) neither issuer/u/w/participating dealer is the subject of a pending proceeding under section 8A

3) issuer has filed a final prospectus with the SEC or will make a good faith and reasonable effort w/I the time required by rule 424

4) dealer who is delivering/transporting the distributed security need not deliver a prospectus

4. Rule 173: notice of registration
a. u/w or dealing selling in a transaction where there isn’t an exclusion/exemption (172 or 174) from the requirement to deliver a final prospectus, the u/w/dealer must provide a copy of final prospectus no later than 2 days following the completion of a sale

1) or a notice that the transaction would have been required in the absence of rule 172

5. rule 433 – still available to cover post-effective FWPs as long as all the conditions are met

6. Duration of §5 requirements:
a. Issuers: are subject to §5 restrictions of free writing for as long as they are offering the security to the public

b. u/w and dealers: subject to prospectus requirements as long as their allotment or subscription in the distribution is unsold

c. section 4(3)(B) requires that a nonparticipating dealer (one who is not participating but is still soliciting investors to purchase in the secondary market) deliver a prospectus in connection w/ a transaction during the 40 days after the later of the r/s becoming effective or the security being offered to the public

1) extended to 90-days for an IPO

d. §4(4) exempts brokers transactions executed upon customers’ orders on any exchange or in the over the counter market but not the solicitation of such orders

1) if a investor instructs their broker to buy, then the broker is not obligated to give a prospectus; policy assumption is that the investor has the info it needs b/c they are prompting the purchase
e. Rule 15c2-8: requirements for broker/dealer 

1) to furnish a prelim prospectus w/I 48 hours of a sale

2) to furnish a final prospectus upon written request

3) if a managing u/w, to take reasonable steps to ensure that the other broker/dealers are furnished with sufficient copies of prelim/final prospectus’
f. Rule 153:  

1) Requirement for “preceded by a prospectus” is met by a broker/dealer who is delivering a prospectus in a transaction through national securities exchange, trading facility or trading system if the conditions are met:

a) Securities of the same class are already trading on that national securities/trading system

b) r/s is effective

c) issuer/u/w/participating dealer is not subject to a proceeding under section 8A

d) a final prospectus is on file with the SEC

g. Rule 174:
1) a dealer who is not an u/w is completely relieved of the need to make a prospectus available w/I the 40 or 90 day window if the issuer was a reporting company prior to filing it’s r/s
2) even if the issuer is not a reporting company, rule 174(d) makes the window 25-days if the security is listed on the national exchange or authorized for inclusion in an interdealer quotation system of a registered SRO (ie: NASDAQ)
a) If you are already a reporting company, then the delivery obligation is set at 0 days after the r/s effective

b) It also say that if you’re trading on a national exchange (NYSE, NASDAQ), then the obligation is 25 days (basically any company who is becoming a reporting company

3) a dealer who is not excluded by 4(3) or rule 174 must, under rule 173 w/I 3 days of the sale provide either a final prospectus or a notice

h. section 4(4)

1) a broker who has not solicited interest but is merely an agent, falls w/I the 4(4) exemption and is exempt from section 5(b)(1) and (2)

III. Registration Process p.145-168, 205-215

A. Panoramic view of the r/s

1. §6 deals with the mechanics of filing the r/s

2. Congress sets in §7 that the r/s must contain info and documents as listed in Schedule A

a. Registration form to use – usually S-1 or S-3

1) S-3: for reporting companies

a) Form for integrated disclosure

2) S-8 for employee plans

3) S-4 for mergers

4) S-11 for certain real estate deals

b. Forms are subject tto:

1) Regulation S-K – disclosure regulations as to how to describe everything

2) Regulation S-X 

a) All the different types of financial info that must be in the r/s

b) How they are to be represented

c) How many years of financial statements

d) What additional info

3) Regulation C

a) Mechanical rules on preparing r/s, prospectus, etc.

b) How to file w/ SEC

3. SEC has the rulemaking authority to delete/increase the requirements in Schedule A

4. SEC defers to Financial Accounting Standards Board in respect to accounting principles and standards
5. 4 categories of info:
a. info bearing on the registrant

b. info about the distribution and the use of its proceeds

c. a description of the securities of the registrant

d. various exhibits and undertakings

6. the info in a-c must be in the prospectus

7. first you figure out which form to fill and then

8. you look at regulation S-K which is a detailed guide for what precisely must be disclosed with respect to each SEC form

9. info w/ respect to the registrant

a. detailed description of the business, property and management

b. info such as compensation and security information, previous high and low prices for already issued stock

c. most investors prefer the most user-friendly parts:

1) the summary section

a) item 501(c) of Reg S-K requires issuer to set forth the terms of the offer and to identify the page where risk factors are discussed

2) risk factor section

a) section governed by Item 503(c) 

b) registrant must identify the principal factors that make the offering speculative or one of high risk

c) rule 421(d) requires that both the section must be written in “plain English”

i. plain English = short sentences, everyday language, active voice, tabular presentation of complex material, no legal jargon, and no multiple negatives

d. financial statement required by regulation S-X

1) audited info!  Balance sheet, income statements, etc

10. the distribution and its proceeds

a. general terms of u/w agreement

b. expected proceeds of the offering

c. plans for the use of the proceeds

11. securities of the registrant

a. must set forth the rights, privileges, and preferences of the security being offered

b. whether there is a substantial diff between the public offering price and the price given to insiders in the past 5 yrs. 
12. exhibits and undertakings – filings like the articles of incorp, bylaws, atty’s opinion, etc.

B. Registration of the unseasoned issuer (form s-1)
1. preparing the r/s for filing

a. any issuer filing an r/s is now subject to the filing requirements of the 34 act

2. review by the SEC’s staff

C. integrated disclosure for the seasoned company

1. For issuers who qualify for the Form S-3, much of their disclosure is through referencing and integrating pas 10-K, 10-Q, and 8K forms.  

2. Form S-1 users may be able to use integrated disclosure if it has filed at least one annual report, is otherwise current w/ the “34 Act filings, and makes the incorporated info readily available on a web site

3. WKSI issuers are allowed to use the “automatic shelf registration process” (discussed in IV)
D. updating and correcting the r/s

1. SEC v. Manor Nursing p.205 - r/s went effective in a best-efforts offering (min/max offering) and there were changes to the offering but they failed to update the prospectus the SEC orders an injunction and some private lawsuits

a. analysis

1) you look at §11 – true and correct at effective date

2) then §12(a)(2) for a false and misleading prospectus

a) negligence standard – omission or misstatement of material fact

i. there are defenses that will help you avoid liability

3) §5(b)(2) – prohibits the delivery of a security after sale unless it is accompanied or proceeded by a final prospectus
a) court reasoning is that the anti-fraud provisions of the Act require that a final prospectus reflect any post-effective developments. The prospectus needs to always refer back to the effective date of the r/s.
b) because they failed to update their final prospectus, they did not meet the requirements of section 10(a) and therefore in violation of §5(b)(2) and liable under §11
b. conclusion

1) significance of the case - important b/c if you can convince a court that there is a §5 violation, then there is a SL standard

2. refusal orders and stop orders

a. if an issuer is attempting to conceal or mislead, or the u/w is uncooperative, etc then under §8(b) the SEC can proceed to a refusal order or under §8(d) for a stop order

b. refusal order – it keeps the r/s from becoming effective

1) it is of limited use b/c it reaches only patent misstatement and omissions in a filed r/s

2) refusal order must be issued before the r/s becomes effective
3) also, w/I 10 days of the notice, the SEC must have a hearing

c. stop order under 8(d)
1) can be issued if “at any time that the r/s includes any untrue statement of a material fact” ; must be at the time the r/s is effective
d. stop order under 8(e)

1) can be issued solely on the basis for the registrant’s or u/w’s failure to cooperate

2) it can be issued even after the distribution has been completely sold

3. post-effective amendments

a. correcting material inaccuracy

1) The Manor case stands for the proposition that a final prospectus must reflect the most recent information/developments in order to meet the anti-fraud provision of the Acts.  §10(a) then requires that the r/s and the prospectus must have the same information.  If the r/s is not updated, then §10(a) is violated and the issuer becomes open to §11 liability under SL. 
2) Stickered Prospectus
a) Under rule 424(b)(3) – (5), an issuer can make a nonsubstantive/material/etc addition to the prospectus w/o the need to file an amendment to the r/s

b) The stickered prospectus is filled w/ the SEC but is not considered  post-effective amendment

3) Post-effective Amendments
a) Substantive changes or additions as referred to in Rule 424(a) must be filed as post-effective amendments with the SEC

b) the issuer no longer has an effective r/s which means all selling efforts must stop until the SEC declares the post-effective amendment effective

c) This also means that §11 is carried forward and all information, included previous r/s’s that are referenced, at the time the amendment is deemed effective must be true and not misleading, etc.
b. supplementing info that is permitted to be omitted prior to effectiveness

1) according to rule 430B(f)(1), the r/s is amended as of the earlier date the newly filed prospectus was first used/first sale subsequent to filing the prospectus (resets the §11 liability clock like mentioned before)

2) However under subsection (f)(2), this only applied to issuers and underwriters.  

3) §11 liability for everyone else, like directors, etc, is based on the date the r/s initially became effective

4. undertaking to update

a. for those who have shelf registration, they are required to file a post-effective amendment (see page 214)

b. you find this in Rule 415 extracted through Item 512(a)

c. any changes that are not mentioned in Item512(a) can be stickered

5. w/drawal of the r/s – Rule 477
a. w/drawal is effective immediately unless the SEC objects w/I 15 days of the application being filed

b. rule 155 offers a safe-harbor provision for an issuer wanting to pursue an exemption, they can w/draw and wait the 30-day cooling period

6. pricing amendment

a. All that it is on file with the SEC is the r/s w/o any info regarding the price

b. Examples: If you wanted to be effective and start selling by march 30 you would request the acceleration. SEC would declare effective by the 29th. 
1) In the old days

a) You sign the underwriting agreement

b) Issuer would then file a pricing amendment on march 30th

c) You request an acceleration for the effective date to 10am

i. The SEC reviews the price amendment

ii. Then the SEC issues effective order

d) The underwriters then call up customers to complete the sales

2) Now: rule 430A

a) Changes the old process b/c it eliminates the need for a pre-effective amendment to the r/s for the sole purpose of disclosing the price info
b) But the price related info must be made available by a supplement to the prospectus w/I 15 business days of the effective date

c) If they miss the 15 day window, then they must file an amendment

i. Huge §11 liability b/c say the r/s was effective on March 30th but on April 20th they’re forced to file an amendment. The new amendment must amend any information from the march 30 r/s in order for everything to be true at the effective date.  If all information is not updated and true as of April 20th, then the issuer is open to §11 liability for false/misleading statement/omissions. 

d) Back to example:

i. SEC goes effective on march 29

ii. On March 29, everyone meets and negotiates price with the issuer

a. Underwriters have almost all the leverage in this

iii. Underwriting agreement signed

iv. The offering commences on march 30th, w/o any other filing with the SEC

v. Rule 424 prospectus w/ the pricing is then filed

a. Once it is sent in, it is deemed file and there is no required action on the part of the SEC

IV. Shelf Registration RULE 415 p.196-205

A. Regulatory concerns

1. concern was to make sure that investors had the most recent information available to them

2. this is taken care of b/c the registrant is required to file post-effective amendments to the r/s in order to preserve the effectiveness of the r/s

a. item 512(a)(1)(i) requires that the registrant must file a post-effective amendment cover any prospectus required by §10(a)(3) which means the registrant must file a post-effective amendment annually
b. any act/even representing a fundamental change is required to be disclosed by Item 512(a)(1)(iii)

1) fundamental means any major or substantial changes

c. item 512(a)(1)(iii) requires an amend for any material change w/ respect to the distribution
B. Catching the market windows

1. Rule 415(a)(1)(x) is limited to issuers qualified to use S-3.  

a. The rule has led to more competition among u/w leading to a dominance of institutional investors in capital markets and further concentration among u/w’s

C. Automatic shelf registration for WKSI

1. (note that those who are qualified under S-3/F-3 but are not WKSI can still file shelf, but they must wait until the SEC declares the r/s as effective

2. WKSI may register unspecified amounts of different specified types of securities on immediately effective form S-3 or Form F-3 registration statements

3. they have a duration of 3 yrs

4. it allows eligible issuers to add additional classes of securities and to add eligible majority-owned subsidiaries as additional registrants after an automatic shelf registrations statement is effective
5. look to page 201 for a description of items that can be left out of a base prospectus

D. Can disclosure be a bad thing?

V. Blue Sky Laws p.245-250

A. Process for registering securities w/ the state occurs under one of 3 distinct procedures: 

1. notification 

a. available for certain seasoned, quality issuers

b. used by firms that have been in operation for at least 5 years, not defaulted w/I current or preceding 3 yrs on fixed interest/dividend payments, earned at least 5% on their capital during the preceding 3 fiscal years

c. entails filing a statement demonstrating that the issuer is eligible to register, some basic info about the offering, copy of the prospectus

d. becomes effective in the afternoon of the second full day after filing

e. exemption: securities issued by financial institutions

2. coordination, and 

a. issuers that have filed a r/s w/ the SEC under the 33Act
b. entails filing a copy of the federal r/s and any amendments to the state administrator

c. becomes effective automatically when the fed r/s becomes effective

3. qualification
a. entails filing a r/s in each state where the offering will be made

b. very extensive disclosure requirements

c. they may also be given authority for merit review whereby qualification depends on satisfying the administrator on the substantive merits of the offering

VI. Wrap-up of tests:

A. Prefiling period p.168-182

1. conditioning the market
a. first question: are you “in registration”?

b. second question: was the communication made by someone other than an “issuer, u/w, or dealer”

c. third question: is this an offer to sell, sale, or conditioning of the market?

1) Factors to look at when figuring out “conditioning the market”

a) Timing in relationship to the filing of the r/s or in the period of registration

b) Intent at the time you accept an invitation for the speech, interview

c) What is said?  

d) Breadth of the distribution

e) Form of communication

f) Who is speaking and what is their relationship w/ the company?

g) Is there a business purpose for the information?

h) Is the info provided in a balanced way?

i) Is there reference to underwriting, selling program, date of sale, etc?


j) How specific is the information?
2. Safe harbors for communications

a. Rule 163: Communications by WKSI

b. Rule 163A: 30 day Bright-line Exclusion

c. Rule 168: factual business info and forward-looking statements for Reporting issuers

d. Rule 169: factual business info for Non-reporting issuer

e. Rule 135: Notice of Proposed Registered Offerings

3. Research Reports

a. Rule 137: reports by brokers/dealers that are not participating in an issuer’s registered distribution of securities

b. Rule 138: reports by broker/dealers about securities other than those they are distributing

c. Rule 139: focused reports and industry reports (which include projections)
1) Focused report

2) Industry report
B. Waiting Period
1. tombstone ads and identifying statements

a. tombstone ad

b. rule 134 – identifies 22 categories of info that may be included in the announcement
2. free writing

a. supplementary information is generally referred to as free writing 
b. Rule 405 - definitions

1) Free writing prospectus is any written communication that is an offer to sell/buy a security used after the r/s is filed

a) WKSI companies are allowed to use them regardless of the filing of r/s

b) All other companies must wait until filing of r/s

2) Written communication is a writing, radio, tv, or graphical communication

3) Graphical communication is the catchall for all the new technology eg audiotapes, video, fax, internet, etc

3. Rule 433 – what constitutes an FWP and what are the conditions?
a. factors to always look for:

1) issuer

2) content

3) legend

4) prospectus 

5) filing

b. FWP

1) Issuer: Rule 164 – who can use the FWP?
2) Content: Can have info that may be diff from the r/s as long as there are no conflicts

3) Legend: 433(c)(2): MUST include info to EDGAR on the SEC website, toll-free request line for a prospectus

4) Prospectus:

5) Filing requirements - 433(d)

c. Oral communication will not trigger §5(b)(1)

d. Websites – 433(e)

1) envelope theory 

2) historical information
e. road shows

1) roadshow that is not in real time is a “graphic communication”

a) rule 433(d)(8) comes in and it is now a FWP and must meet all the requirements of it

b) HOWEVER, a roadshow that is a FWP only needs to be filed if 

i. the issuer is offering an equity security, 

ii. is not a reporting company, and 

iii. has not made at least one version of the road show publicly available

f. dealing with the media – 433(f)

1) if the issuer or anyone acting on its behalf prepares, pays, or gives consideration for the preparation of the communication in the media, this is treated as a FWP and must satisfy all the conditions of rule 433

Theories of Disclosure and “Materiality” of Information
I. Materiality orthodoxy p.579-584
A. RULE 408: 33’ Act

1. requirement that any material information must be reported

2. the additional material information need not be in the r/s as long as it’s in an FWP

B. RULE 12b-20: 34’ Act

1. you must report any material info

C. “an omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote” TSC
D. “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” TSC Industries 
E. subjective test:

1. Thomas v. Duralite – court states that objective standard of materiality is necessary in situations involving “a large number of shareholders who may have had no direct or continuing contact w/ the corporation”.  Even in a single, face-to-face transaction, the court upholds the judgment under a objective “reasonable person” standard. 

2. However, for cases subsequent to Thomas, subjective test is used as a defense to Π’s case
F. Buried facts:

1. buried facts doctrine which applies to render misleading document in which all the substantive info has been set forth, but in such manner that the mosaic can only be assembled w/ great difficulty and only w/ advanced knowledge that the whole picture requires a great deal of assembly

II. Speculative info and materiality p.584-593
A. Basic v. Levinson –
1.  case regarding company who made public statements denying it was engaged in merger negotiations when in fact they were; price fluctuations caused by speculation and the statements; later Basic states that they are in fact merging; Πs are those investors who relied on teh prior statements and sold their stock thinking there would be no merger
2. in situations where an event/fact is contingent “materiality will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity”
3. factors for indicia of interest
a. board resolutions

b. instructions to investment bankers

c. actual negotiations between principals or their intermediaries

4. factors to assess magnitude

a. size of the two corporate entities

b. potential premiums over market
B. hard vs. soft info ( use of the sliding scale or balancing
C. “an omission is actionable under the securities laws only when the corporation is subject to a duty to disclose the omitted fact”
III. The “total mix” of info and market efficiency p.593-602
A. truth on the market

1. Wielgos v. Commonwealth Edison – Δ is an electric utility that operates several nuclear reactors and had more under construction; at the time of r/s they thought they would be able to finish their new reactors by a certain time, but due to new requirements and regular delays they lost about $200M; Π filed suit after Edison was denied a license for one of the new reactors but before the license ultimately got reissued
a. Court finds that information of the delays were readily available and professional investors and analysts were able to deduce what was going on; the price continually reflected new information and “Edison needn’t disclose the hazards of its business, hazards apparent to all serious observers and most casual ones…”; truth on the market means E cannot be liable
2. “truth on the market” defense – information that does not alter the mix of total information b/c it’s already out there means that even if a company misstated or omitted a fact, it has a defense to liability; the investor already knew that info/or had access to it

3. context: United Paperworks p.599 the court found that company’s statements that they were  in the “forefront in protecting the environment” were misleading b/c they failed to disclose that the company had been accused of numerous enviro offenses and pleaded guilty to felonious violation of enviro law
a. company had defense that those violations were reported in the press and their 10-ks – BUT court says that the press reports were more than 6 months before the proxy came out and the 10Ks were not distributed to investors; also the 10k were artfully worded so that investors would think they were minor violations

B. “puffery”

1. Eisenstadt v. Centel p.600 – C was a corporation that was going to sell itself through auction; the stock price rose quickly after announcement of the sale plans; C was starting to lose bids, but said publicly that the auction was “going smoothly”; later they get disappointingly low bids and decide to sell to a non-bidder; Πs bring action that statement was material and false
a. Court says that anyone trying to sell something will be optimistic; “going smoothly” was not a false statement; “mere sales puffery is not actionable under Rule 10b-5”
2. opinion statements that cannot be confirmed or denied will usually be puffery
3. if there is objective evidence that is inconsistent w/ professed opinions, then it may not be considered “puffery” and can be actionable

IV. forward-looking info p.602-621
A. soft info

1. soft info describes events or activities that will occur, if at all, at some future date

2. it is inherently uncertain and materiality should be assessed by the probability/magnitude standard 

a. in considering the test and applying it to soft info, the quality of soft info should be contrasted w/ so-called historical info: reports on events that have occurred. 
3. item 303 imposes upon management a duty to disclose trends that are likely to affect the firm’s financial performance, liquidity, or capital resources as well as the effects of inflation on operations

4. misleading forecasts are only actionable if Πs can allegel “specific facts which illustrate that the company’s predictions lacked a reasonable basis” which make them fraudulent
B. the “bespeaks caution” doctrine

1. Kaufman v. Trump’s Castle Funding – Trump case where securities were issued to fund the building of a casino in AC; project goes bankrupt and Πs sue on grounds that prorospectus was misleading
a.  Court find that the prospectus listed all the risks of the project is great detail; the cautionary language negated any materiality of an alleged misrepresentation

2. “bespeaks caution” doctrine works inside the materiality analysis and the issue of “total mix” of info

a. but be careful that it’s not generic boilerplate language

b. cautionary statements must be substantive and tailored to the specific future projections, estimates or opinions in the prospectus 

3. from other cases:

a. to warn that the untoward may occur when the event is contingent is prudent; to caution that it is only possible forhte unfavorable events to happen when they have already occurred is deceit

b. a prediction regarding the prospective oil reserves was materially misleading and not protected by cautionary statements warnings when management filed to disclose certain facts known from a test drilling that strongly suggested a much smaller amount of oil reserves

4. basically if you KNOW that something is untrue, then you lack a “reasonable basis” in which case you’re not protected and liable for fraud

C. statutory safe harbor for forward-looking statements

1. RULE 27A: 
a. must be a forward-looking statement

b. protects reporting companies and those that are releasing statements on their behalf
c. codifies the “bespeaks doctrine” 

d. the cautionary statements must convey substantive info about factors that realistically could cause results to differ matierally from those projected in the forward-looking statement

e. Π has BOP to show that the person or officer had actual knolwedge that the sttement was false or misleading
2. Asher v. Baxter p.612 – main point of the case is that the cautionary language should evolve as events take place or knowledge comes to light that changes the probabilities of risks; unfortunately, this case undercuts the protection of the safe harbor b/c now the company must go to trial and undergo expensive discovery
3. disclosure of assumptions underlying a forward-looking statement can itself prevent the statement from being misleading
a. assumptions that you know are false will render it to be misleading

b. not disclosing key assumption may itself render the forecast materially misleading

Exempt Transactions (transaction exemptions that exempt only from the registration provisions of §5)
I. basic requirements:

A. meet all the requirements of the exemption and

B. did the purchasers acquire the securities w/ a view to their distribution (ie: subterfuge for a public offering)

C. a distribution must “come to rest” 
II. §3(a)(11) Intrastate offering p. 259-274 (which pairs w/ rule 147)
A. §3(a)(11): “Any security which is a part of an issue offered and sold only to persons resident w/I a single state or territory, where the issuer of such security is a person resident and doing business w/I or, if a corporation, incorporated by and doing business w/I, such state or territory.”

B. Underlying policy –the SEC thinks maybe there’s better info exchange and it also helps for small local companies to be able to finance themselves

1. Idea behind 3(a)(11) is that it’s all local and it will be regulated by blue sky laws.  

2. Also, there is an assumption that the residents are aware of what this company does and how it runs. 

C. The scope of the exemptions:

1. SEC release no. 4434:

a. Issue concept:

1) Basic condition is that the entire issue of securities be offered and sold exclusively to residents of the state in question

2) The exemption should not be relied upon in combination w/ another exemption for the different parts of a single issue where a part is offered or sold to non-residents

3) The entire issue of securities shall be offered and sold to, and come to rest only in the hands of residents w/I the state

b. Doing business w/I the state:

1) Satisfied by the performance of substantial operational activities in the state of incorporation

2) Req is not met by functions in the particular state such as bookkeeping, stock record and similar activities

3) Exemption should not be relied upon for each of a series of corps organize in diff states where there is in fact and purpose a single business enterprise or financial venture whether or not it is planned to merge or consolidate the various corporations at a later date
c. Residence w/I the state

1) Mere presence is not sufficient
2) (secondary offering by  controlling person in the issuer’s state of incorp can be made in reliance on §3(a)(11) but the controlling person need not be a resident of the issuer’s state of incorp)

d. resales

1) exemption is applicable only if the entire issue is distributed pursuant to the statutory conditions
2) any subsequent sale to non-residents would destroy the issue as to all securities which are a part of that issue, including those sold to residents regardless of whether such sales are made directly or indirectly

e. use of mails and facilities of interstate commerce

1) securities issued under this exemption may be offered and sold w/o registration 

a) through the mails or by use of any instruments of transportation or communication in interstate commerce, 

b) may be made the subject of general newspaper advertisement (as long as it’s appropriately limited to indicate that offers to purchase are solicited only from residents of the particular state involved)and 

c) may even be delivered by means of transportation/communication used in interstate commerce
2. the use of the proceeds need to be employed in that same state Busch p.265
3. “coming to rest” – outside rule 147, a one-yr holding period establishes a presumption of investment intent

D. RULE 147 Safe Harbor
1. Requirements:

a. Issuer is resident of and doing business in the state
b. No issue can be offered or sold to nonresidents before 9 months from the date of last sale by the issuer
c. Only allowed for use by the issuer (whereas 3(a)(11) can be used by controlling person)
d. Residency determined by incorporation, principal office location or residence

e. Doing business if derived at least 80% gross revenue etc etc, 80% of net proceeds will be used in the state, principal office is located w/I the state, 80% of assets w/I the state
2. SEC Release 5450
a. “part of an issue”

1) if alleged 2 different offerings are deemed part of the same issue, then the offerings will be integrated

2) factors:
a) are the offerings part of a single plan of financing

b) do the offerings involve issuance of the same class of security

c) are the offerings made at or about the same time

d) is the same type of consideration to be received

e) are the offerings made for the same general purpose
b. “person resident w/I”
1) corporation, partnership, trust will be resident if at the time of offer and sale, it’s principal office is w/I that state/territory
2) individual if his principal residence is that state/territory

3) for corp, partnership, trust, etc formed for specific purpose of acquiring part of an issue pursuant to 147, it will only be a resident if ALL beneficial owners of the org are residents of the state/territory

c. “doing business” – look above
III. Section 4(2) private offering p.274-289
A. §4(2) exempts “transactions by an issuer not involving any public offering

B. factors of particular importance
1. the number of offerees and their relationship to each other and to the issuer

a. remember it’s number of offerees and not purchasers

b. prelim negotiations or convos w/ a substantial number of offerees will cause the offering to be public in nature

c. it is the issuers’ BOP that all offerees had the requisite access to info

1) either they are given the information

2) or they are in such a position as to have access to the info (ie: they are directors or business partners)
2. the number of units offered

a. large number of units of small denominations is an indication the issuer anticipates subsequent public trading

3. the size of the offering

a. exemption was intended to apply chiefly to small offerings

4. the manner of offering

a. direct negotiations are more likely to be private offerings

b. if you see broad distribution/advertising then it’s a tip-off to public offering
C. Ralston Purina p.276 – case involving a private sale to “key employees” of Ralston Purina
1. the policy behind the private offering exemption is the assumption that private investors can “fend for themselves” either by having access to info or having the bargaining power to demand the info as well as being sophisticated enough to analyze that information 

D. relevance of numbers:
1. Ralston suggested that an offering to not more than 25 individuals is presumably not a public offering; however, there is no bright line

2. the SEC does not use any numerical tests to assess compliance w/ these exemptions

E. sophistication and access to information:

1. privileged relationship w/ the issuer – in order to ensure that there would be access to information such that the offerees do not require the protection of registration

2. sophistication – “whether the investor can understand and evaluate the nature of the risk based upon the info supplied to him”  ABA paper

a. the sophistication of a knowledgeable and disinterested expert is imputed to an offeree she represents (rule 506)

b. the ability to bear risk may also be an important factor (if not for the courts, at least for the issuer; since ability to absorb risk means the investor will be less likely to sue)

3. access or sophistication w/o the other is no good

a. sophistication of the  purchasers is no substitute for information  Hill York Corp. v. American International Franchises p.279

b. the issuer must prequalify offerees but also keep careful records to permit later substantiation of their backgrounds

4. sophistication + 

a. disclosure, or 

1) in the absence of a relationship between the issuer and the offeree would not preclude a finding that the offering was private

b. effective access to the relevant information

1) relationship between the issuer and the offeree becomes the critical issue

2) issuer must show that the offeree could realistically have been expected to take advantage of his access to ascertain the relevant information 

3) (also assume that he had the knowledge to ask the right questions)

5. SEC v. Kenton Capital p.282 – Carter acted as middle-man to effect a private placement for Kenton; he contacted 40 investors and sent them info; later they find that he had very minimal info about their sophistication
a. Court finds that Δ fails to carry the burden of showing that the offerees were sophisticated and that they did not get close to disclosing enough info or giving any meaningful access to information

F. Resales of securities acquired in a private offering
IV. Regulation D and the limited offering exemptions p.289-320 (skip p.318 on integration)
A. Rule 501 – definitions
1. accredited investor definition at p.131

a. accredited investors are presumed to be sophisticated

b. issuer is not limited by sophistication and affirmative disclosure to accredited investors

c. there is no limitation on the number of accredited purchasers

d. who is accredited?

1) Financial institutions – banks, registered brokers/dealer, insurance companies, etc

2) Pension plans  - 

3) Venture capital firms – 
4) Corporations and other orgs exceeding a certain size

5) Insiders of the issuer

6) Natural persons w/ wealth exceeding $1M; or annual income over $200k for each of the last 2 yrs

B. Rule 502 - conditions
1. integration

a. safe harbor rule: offer/sales made more than 6 months before the start of a reg D offering or are made more than 6 months after completion of a reg D offering will not be considered part of that reg D offering as long as no offers are made (except for employee benefit plan rule 405 securities)

1) this applies to any type of offering, even if not a reg D offering

b. factors to look whether integrated:

1) single plan of financing?

2) Issuance of same class?

3) Sales made at or about the same time?

4) Type of consideration being received?

5) For the same general purpose?

2. information requirement:

a. under rule 505 and 506, issuer must provide info to any purchase who is not accredited

b. reasonable time prior to sale

3. manner of offering

a. does not apply to those offerings that occur

1) exclusively in one or more states providing for the registration of securities and requiring the filing and use of a substantive disclosure document

2) in one or more states that have no provision for the registration of securities or the use of a disclosure doc provided that the securities are registered in at least one state having these requirements and the disclosure document is delivered before sale to all purchaser, or
3) exclusively under state law exemptions that permit general solicitation and advertising as long as sales are made only to accredited investors. 

b. issuer nor any person acting on its behalf shall offer/sell by any form of general solicitation or general advertising

1) no ads, articles, notices, or other communications

2) any seminar or meeting whose attendees have been invited by any general solicitation/advertising

c. SEC letters consistently emphasize the importance of a pre-existing relationship between the issuer and the offeree
1) If an issuer uses a broker/dealer, then the pre-existing relationship between broker/dealer and offeree will suffice to render communication “limited” under rule 502(c)

d. Kenman p.301 – 2 diff securities offered to unknown number of persons from 6 sources; people who participated in prior offerings, names of exec officers of fortune 500 companies, people previously invested $10k or more in real estate by other issuers; list of physicians in VA and managerial engineers employed by Hughes, presidents of certain listed companies in Morris County, NJ; sold to 39 and 25 investors. 
1) Court finds that it was a general solicitation and did not meet the req of rule 506

4. aggregate offering price (rule 501(c))

a. if securities are offered for cash and non-cash consideration, the aggregate offering price will be determined ont eh basis of the price at which the securities are offered for cash
b. if securities are not offered for cash, the aggregate offering price is on the basis of the value of the consideration as determined by bona fide sales made w/I a reasonable time, or if there are no sales, “fair value as determined by an accepted standard.”

5. limitations on resale

a. all reg D securities are restricted stock

1) except for a few under rule 504
b. factors to indicate reasonable care (not exclusive):

1) inquiry that purchaser intends it as investment

2) written disclosure to purchasers that they are buying restricted stock

3) legend on the certificate stating that it is not registered and listing the restrictions on transferability

C. Rule 503 – filing 
1. file with the SEC 5 copies of a notice on Form D no later than 15 days after the first sale of securities

2. signed

3. if a 505 transaction, undertaking by the issuer to furnish the SEC, upon written request, the info given to a  nonaccredited purchaser

a. non accredited investors in a Rule 505/506 offering must be given specified info “a reasonable time prior to sale”

b. nonaccredited investors must be given any  material written info concerning the offering that has been provided by the issuer to any accredited investor

c. nature of disclosures depends upon the size of the offering and the nature of the issuer (p. 315)

d. even small offerings require financial statements that include balance sheets that are audited and dated w/I 120 days of the start of the offering

4. amendments only report info in part c and any material change

D. Rule 504 – Maximum aggregate of $1M

1. not available for reporting companies or investment companies

2. no limitations on the # of purchasers

3. no affirmative disclosure obligation

4. resale of securities restricted except under limited circumstances
a. only allowed for offerings that occur
1) exclusively in  states providing for the registration of securities and requiring the filing and use of a substantive disclosure doc

2) in states that have no provision for the registration of securities or the use of a disclosure doc provided tha the securities are registered in at least one state having these requirements and the disclosure doc is delivered before sale o tall purchasers, or

3) exclusively under state law exemptions that permit general solicitation and advertising provided that sales are made only to accredited investors
5. aggregation 
a. important time periods:

1) 12 month time period preceding the state of the offering

2) the period of time during the offering of the securities under the applicable rule

b. #2 is important b/c you don’t want to commence another § 3(b) offering until the first one is completed

1) ex: You have offering under 504 starting April 1 and by June 1, $1M securities have been sold and the offer is finished.  you don’t have any §3(b) sales in the 1) prior 12 months nor 2) between April 1 and June 1.  After June 1, you can start a Rule 505 offering w/ a max of $4M.  If you go to $5M, then the 505 sale is improper but the prior 504 will be fine.
E. Rule 505 – max aggregate of $5M

1. no more than 35 purchasers (look at 501(e) p.133 supp)
a. excluded from the number:
1) accredited investors

2) trusts or estates in which purchasers have beneficial interests exceeding 50%

3) spouses and certain relatives or purchasers

4) corporations or other orgs in which purchasers are at least 50% beneficial owners

b. corporations – 

1) corp/partnership/etc shall be counted as one purchaser

2) nonaccredited corp counted as a single purchaser unless it was formed for the purpose of purchasing securities

3) how can issuer determine the purpose of the corp?

a) the existence, duration, and nature of prior activities by the entity

b) the structure of the entity

c) the proposed activities of the entity

d) the size ofo the entity’s capitalization in relation to its investment in the rule 505/506 offering

e) the extent to which all equity owners will participate in all of the entity’s investments

4) if the entity is organized for purpose of acquiring and is not accredited, then each beneficial owner of securities in the entity shall count as a separate purchaser for all provisions of reg D except to the extent provided in (e)(1)
2. certain classes of individuals, including accredited investors, not counted in computing the number of purchasers

3. affirmative disclosure obligations applicable when there are nonaccredited investors

4. resales restricted
5. aggregation 
a. important time periods:

1) 12 month time period preceding the state of the offering

2) the period of time during the offering of the securities under the applicable rule

b. #2 is important b/c you don’t want to commence another offering until the first one is completed

1) ex: You have offering under 504 starting April 1 and by June 1, $1M securities have been sold and the offer is finished.  you don’t have any §3(b) sales in the 1) prior 12 months nor 2) between April 1 and June 1.  After June 1, you can start a Rule 505 offering w/ a max of $4M.  If you go to $5M, then the 505 sale is improper but the prior 504 will be fine.

F. Rule 506 – no limit on max aggregate offering price

1. no more than 35 purchasers

2. certain classes of individuals, including accredited investors, not counted in computing the number of purchasers

3. nonaccredited investors or their representatives must meet sophistication standards

a. Mark v. FSC Securities  p.295 – issuer needs to obtain info from the offerees to make sure they are offering the securities to only those that meet the sophistication standards
b. Requirement:

1) Each purchaser who is not an accredited investors, alone or w/ a representative, have such knowledge and experience in financial and business matters to be able to evaluate the merits and risks of the prospective investment; or

2) The issuer reasonably believe this is the case
4. resale of securities is restricted
G. Rule 508 – “substantial compliance” or “I and I” rule
1. failure to complay w/ a term/condition/requirement of Reg D would not cause a loss of the exemption for any offer/sale to a particular individual if the person relying on the exemption were to demonstrate that 
a. the term/condition/req violated was not directly intended to protect the complaining party

b. the failure to comply was insignificant to the offering as a while and 

c. a good faith and reasonable attempt was made to comply w/ all of the reg’s terms

2. however, any failure would be actionable by the SEC (ie: no private cases against you, but SEC still can)
V. Employee benefit plans  p.322-326
A. Rule 701 – employee benefit plans and contracts relating to compensation

1. For growing companies, it’s important to be able to issue stock options to the employees.  A stock option is a security and the company must comply w/ §5. 

2. only available to non-reporting company

a. to company’s employees, officers, directors, partners, trustees, consultants and advisors

b. may not exceed the greatest of 
1) $1M or 
2) limits to 15% of the issuer’s total assets measure at the end of the issuer’s last fiscal year
3) no more than 15% of the outstanding securities of the class being offered

3. requires the issuer to provide specific disclosure to each purchaser of securities if more than $5M worth of securities are to be sold

4. do not count offers for purposes of calculating the available exempted amounts

5. harmonize the definition of consultants and advisors permitted to use the exemption to the narrower definition of form S-8

6. securities sold under rule 701 are not aggregated w/ price limitations for other offerings; and are not integrated as provided by 701(f) – they are “deemed to be part of a single, discrete offering and are not subject to integration w/ any other offers or sales”

7. amend rule 701 to codify current and more flexible interpretations and 

8. simplify the rule by recasting it in plain English

9. Why not use some of the exceptions we’ve learned if you’re a small company?

a. Rule 504 – you don’t want to waste your cap on employees if it’s limited to $1M

b. Rule 505 – you will probably need more that 35 employees – same problem for 506

c. 506 – you need to meet the sophistication standard

10. public companies get a benefit b/c they can fill out an s-8 which is a short form for issuer employee stock options

11. 701 – one of two exemptions that the SEC has promulgated under the National Securities Market Improvement Act of 1966

a. §28 of the 33 act – allows the SEC to have the authority to come up w/ any exemption that they want

b. 701 is available only to non-public companies and allows them to issue securities as part of a compensation plan

c. there are certain limits to how much $ you can raise. If you raise more than $5M then you need to file a disclosure document (very specific and not like the other disclosure requirements). 

1) Specifics of the plan

2) Risk of investment

3) Certain financial statements

12. Resale limitation may be an issue -- §4(2), reg D are all restricted stock

a. 701 stock is restricted, but once you go public, there are rules that allow you to freely trade the stock
VI. Regulation A offerings p.327-331
A. intro

1. Promulgated under § 3(b)
2. Exempt from registration if the aggregate offering price does nto exceed $5M 

a. Only other offerings under Reg A w/I the previous 12 months need to be aggregated

3. Shares are unrestricted and available for primary or secondary offerings

a. Available for secondary offerings (sales by existing securities holders) up to $1.5M
4. integration

a. 251(c) provides that Reg A offerings will not be integrated with either

1) any prior offerings or 

2) later offerings that are registered, made in reliance upon rule 701, made in reliance upon reg s, or made more than 6 months AFTER the reg A offering

b. it offers 2-sided integration protection

5. filing:

a. 252 reuqires filing of an offering statement (form I-A) before a Reg A offering may commence

b. like a mini-registration

1) simpler than r/s and financial statements need not be audited

c. offering circular to offering statement is analogous to a prospectus to r/s

6. testing the waters

a. 254 allows issuers to “test the water” by soliciting interest form prospective investors prior to filing offering statements

b. need a 30-day cooling off period if you decide you want to abandon the Reg A offering and do a public offering instead

c. if you want to do another exempt offering, the issuer would need to look at the more general integration provisions of 251(c)

VII. Integration of Offerings p.332-341, 312
A. Intro

1. integration in the context of rule 147 and reg d offerings , oboth of which have 6 month safe harbors against integration

B. Single plan of financing

1. sometimes reference to the presence or absence of the other four factors listed 
2. purpose of the offering? Intent of ht eissuer?

C. Same class of security

1. generally debt instruments will not be integrated w/ an offering of common stock
D. Timing of the offering


1. 6-month lapse creates rebuttable presumption against integration

2. 1yr lapse may create irrebuttable presumption

E. Type of consideration

1. most common form of consideration is cash, so just b/c both are cash transactions, doesn’t mean integration

2. however, noncash consideration of a similar type increases the possibility that multiple offerings will be integrated

F. Same general purpose

G. Rule 152 - Private followed by public offering

1. 4(a) shall be deemed to apply to transactions not involving any public offering at the time of said transactions although subsequently thereto the issuer decides to make a public offering and/or files a r/s

2. SEC concluded the filing of a r/s is subsequent to a first offering for purposes of rule 152 if the purchasers in the first offering are unconditionally bound, “subject only to the satisfaction of specified conditions” tha twill not be w/I their control

3. rule 152 may not be available if there is any renegotiation of the terms of the first offering after the r/s for the second offering has been filed

VIII. State exceptions p.341-344
Secondary Distributions

I. §4(1) exemption overview:

A. anyone who purchases from issuer with view towards distribution. (like firm commitment u/w.)

1. was it a distribution?
2. did they purchase with view to distribution?

a. length of time

1) if they hold security for more than 2 years then don’t find this.

a) less than 6 mos def. not
b. change in seller’s (but not issuer’s) circumstances.

1) important factor is foreseeability of the change

2) Note the SEC doesn’t allow this at all (even if change in seller’s) but court still might.

3) cases

a) Gilligan Will case

B. anyone who offers or sells security for issuer, in connection with distribution.

1. cases 

a. Chinese consolidated case 

II. Statutory Underwriter Theory p.345
A. intro:

1. the focus is now on sales of securities by non-issuers w/I the reach of §5

2. issuer sales are “primary offerings” and sales by others are referred to as either “trading transactions” or “secondary distributions”

3. §5 requires that every sale be either registered or exempt

a. there is a burden on all who sell or offer to sell a security to prove compliance w/ §5

4. start the analysis at section 4(1) ( transaction exemption for everyone except transactions by an “issuer, underwriter or dealer”

a. find the definition of “underwriter” in §2(a)(11) and “dealer” in §2(a)(12)
5. problems

a. resales of nonexempt securities will offer problems and the critical inquiry is whether from the surrounding circumstances one can conclude that the issuer’s offering had “come to rest”
b. “control persons” – the SEC regulates “control persons” just like public offerings

1) ex: A is a control person of BCo and wants to sell shares she acquired 5 yrs ago. B/c A is a control person, the proposed sales will trigger §5 if those sales are deemed a distribution.  Someone like A will try to rely on the safe harbor in Rule 144. 
c. Middle person – the broker is considered a dealer and thus not exempt from §5

6. Rule 144 applies to resales of restricted securities and to sales of securities on behalf of control persons

a. There is a separate definition of “restricted securities” in rule 144

B. underwriter concept and sales for an issuer 

1. the text of the definition of “underwriter”

a. any person who purchases form an issuer w/ a view to the distribution of the security, or

b. any person who offers/sells for an issuer in connection w/ a distribution, or

c. any person who participates or has a direct or indirect participation in the activities covered by 1 or 2 above, or

d. any person who participates or has a participation in the direct or indirect underwriting of any such undertaking

e. excluded: members of a public offering’s selling group are expressly excluded

2. other reasons, aside from §4(1), as to why the definition is important:

a. underwriters may enter into prelim negotiations

b. special disclosure in the /s must be made w/ respect to arrangements and the compensation of u/w

c. and u/w are among those privileged to be Δs under §11(a) if the r/s is misleading

3. SEC v. Chinese Consolidated  p.348 – case about Bank of China who acts as agent for the Chinese gov’t in selling their bonds; the Δs claim that b/c they were not compensated and had no k w/ the C gov’t, they are not “underwriters”
a. The court stresses that the policy behind the SEC Acts is for information availability to investors.  It defeats the purpose of the Acts if they accept Δs arguments. 
1) To “sell for an issuer in cnxn w/ a distribution” is read as covering continual solicitations

b. Even aside from BofC, the transaction involves the issuer itself and therefore the transaction does not fall w/I the exemption of 4(1)

4. Participation theory - §4(1) and §5(a)(1) focuses on the transaction and not the individual participants.  A participant in a non-exempt distribution is still implicated in the transaction even though they may not meet the definition of “issuer, underwriter, and dealer”.  To allow a piece-meal application would defeat the purpose of the SEC Acts.  
a. “participates in an underwriting” – a Δ who performed due diligence on another i/b’s securities was found be “participating” for the purposes of §2(a)(11) 
C. Purchase from an issuer:

1. Was it “with a view to distribution”?
a. Length of time:

1) 2yr presumption – an investor who holds a security for at least 2 yrs is presumed to have investment intent
2) Gilligan – investor sought an exemption under §4(1) for his resale of unregistered debentures purchased 10 months earlier; G argued that the sales were made only after a change in the issuer’s circumstances; court rejects G’s change in circumstances argument b/c the change must be at the investor level, not the issuer level
b. change in circumstances doctrine  

1) cuts in favor of investment intent by showing a change in circumstances of the purchaser led to the sale of the security (ie: he actually had investment intent but something happened)

2) the SEC doesn’t like this, but courts may fall back on old case law to allow

3) not a change in circumstance:

a) the price went up/ the price went down

b) change in finances/ management etc at the issuer level

4) valid change:
a) purchaser is going bankrupt

b) natural disaster hits the purchaser and he is in need of $, etc…

2. Was it a “distribution”?

a. Distribution is not defined in the securities act but 

1) in Ralston “A distribution exists if there are sales to those who cannot fend for themselves” 
2) in Gilligan “engaged in a distribution by selling unregistered securities not only through ASE, but also to a few investors who were not provided nor had access to information

3) buyer sophistication is emphasized in the meaning of “distribution” 

b. ex: if issuer C sells to A under an intrastate exemption of §3(a)(11), A is still allowed to flip the stock to someone still w/I her state.  However, if A sells to someone outsider her state, then she is outside of the exemption and the sale/purchase is now a “distribution”.  A has destroyed C’s exemption.

III. Control Persons: Distribution vs. Trading Transactions

A. one who purchases from a control person, or sells for a control person, or otherwise participates, directly or indirectly, in a distribution of the control person’s securities is an underwriter

1. control person is only treated as an issuer for the purposes of finding “underwriter” in §4(1) 
2. the control person is not treated as an issuer for the purposes of the Act itself and cannot take advantage of the issuer-based exemptions in §4(2) or 4(6), reg D or rule 147

B. who is a control person?

1. Narrow definition: (Congress’ view) someone who can compel the issuer to file a r/s

2. Broad definition: (Modern SEC view) someone who has the power to sway business decisions

C. factors to look at:

1. whether you have power over the board of directors

2. whether you are a board member or officer

3. the % of stock you own (depends on the amount of outstanding shares, and can be as low as 1%)

D. 2 areas of same treatment:

1. holder of an exempt security is holder of exempt security regardless of position

2. the control person’s resale of an unregistered security may occur under circumstances that are consistent w/ the criteria of the exemption from §5 that the issuer sought

a. ie: issuer used private offering exemption…then control person can sell to anyone that meets the Ralston Purina standards since the exemption is a transaction exemption.  It will cover anyone as long as the transaction requirements are met.

1) Or you can think of it as if the issuer’s sales and the resales of others in combination satisfy the criteria of the exemption sought by the issuer, then all such sales are protected

3. HOWEVER, a control person is not protected by investment intent.

IV. Rule 144 Safe Harbor 
A. rule 144

1. underwriter is defined broadly in §2(11) and they want to provide a safe harbor for people who want to sell but not be caught in that broad definition

2. policy:

a. Act is to protect investors and ensure that there is adequate current info concerning the issuer; you want to look for level playing field regarding information

b. The purchasers should have assumed the economic risks of investment and is not acting as conduit for sale to the public of unregistered securities, directly or indirectly, on behalf of an issuer

c. Concern for the impact of the transaction on the trading markets; a person selling securities under §4(1) of the act must sell the securities in such limited quantities and in such a manner as not to disrupt the trading markets

1) Solicitation of buy orders, or 

2) Payment of extra compensation are not permitted by the rule
3. requirements
a. current public info through either condition:
1) filing of reports 

a) b/c issuer has securities registered through §12, and §13 for at least 90 days immediately preceding the sale of securities 

b) filed all reports during the 12 months preceding the sale

c) etc (see p.47 supp)

2) other public info concerning the issuer meeting certain requirements/rules

a) this includes info like the exact name of the issuer, the address of the its principal executive offices, the exact title and class of the security, the number of shares or total amount of the security outstanding, the nature and extent of the issuer’s facilities and the product or service offered, and financial info concerning the issuer including its most recent balance sheet and profit and loss statement 

3) note: the seller or the broker is entitled to rely upon the issuer’s statement in the latest such report that all required reports have been filed unless he knows or has reason to believe that the issuer has not complied w/ such requirements
b. holding period for restricted security:

1) general rule: at least 1 year

2) promissory notes: full payment only if the note:

a) provides for full recourse

b) is secured by sufficient collateral

c) been discharged by full payment prior to the sale of the securities

3) holding period:

a) certain securities acquired in connection with, or as a result of, ownership or acquisition of other securities, are deemed to have been acquired when such other securities were acquired. These include stock dividends, stock splits, stock acquired in recaps, conversions or contingent issuances
b) note: the fungibility doctrine holds that, when an investor has purchased both restricted and nonrestricted securities of the same class, as an economic matter it is impossible to distinguish between the shares.  For the purpose of the holding period criterion, all share of that same class are treated as restricted, so that all share owned are viewed as having been acquired when the last restricted shares were purchased. 

c. limitation on amount of security sold:

1) sale by affiliates restricted by the greater of the following formulas:
a) 1% of the shares as shown on the most recent report/statement

b) ave weekly reported volume of trading in such securities on all the national exchanges, etc.

c) average weekly volume of trading in such securities reported thru the consolidated transaction reporting system

d) note: there is an aggregation rule which applies to sales by affiliates (which does not apply to nonaffiliates)

2) sale by non-affiliates:

a) the amount of restricted securities sold for the account w/I the preceding 3 months not to exceed the greater of the above formulas unless condition (k) is satisfied
d. manner of sale:

1) must be a brokers’ transaction
a) no solicitation of orders to buy

b) no additional compensation for the sale
e. brokers’ transactions:

1) no additional compensation

2) no solicitation of buy orders

a) inquiries by other broker/dealers who indicated unsolicited interest w/I the preceding 60 days

b) inquiries to his customers who indicated unsolicited interest w/I the preceding 10 biz days

c) bid and ask quotations (???)

3) reasonable inquiry (to make sure that seller is not trying to get around the rules and distribute securities) and know/have on file

a) length of time the securities were held

b) nature of the transaction in which the securities were acquired

c) amount of securities of the same class sold during the past 3 months

d) whether seller intends to sell additional securities of the same class thru any other means

e) whether seller has solicited

f) whether seller has paid any extra consideration to any other person

g) number of shares outstanding or the relevant trading volume

4) note: a broker who wishes itself to sell restricted securities from tis inventory would be acting as a dealer and needs to have another broker sell for him in order to meet rule 144

5) also 144 will not apply to a privately negotiated transaction not involving a broker
f. notice:

1) if during any period of three months it exceeds 500 share or has an aggregate sale price over $10k, then they must file 3 copies of form 144 with the SEC

g. bona fide intention to sell:
1) requirement to avoid people trying to file notice of offering “for the shelf”
B. adoption of rule, SEC release p. 366-375
1. control person: the control person is never defined as an “underwriter” and the broker transaction helps exempt the transaction from the rules.  The safe harbor is encouraging control people to sell through a broker. However, like in Wolfson, there are other rules that you must meet to take advantage of the exemption.
2. note that 147 securities may not be “restricted” in the sense which would allow them to take advantage of 144
V. Section 4(1½) Exemption p.384-390

A. Basics:
1. for those that cannot meet all the conditions of rule 144, there is the § 4(1½) exemption

2. usually you will have a control person selling directly in a private placement and you are trying to figure out if they are an “underwriter” for the purposes of 2(a)(11):

a. did the seller purchase with a “view to distribution”?  

1) holding requirements

2) change in circumstances

b. was there an intermediary?

1) if there is an intermediary, then you have someone selling on behalf of a control person and therefore it becomes an “underwriter”

2) note that if there is no intermediary, then there is no underwriter and as long as the investor purchased w/ to invest and meets Ralston Purina, it meets the §4(1) exemption 

a) idea is that someone selling directly to a buyer is probably selling only a very small number of shares which would not affect the market

c. was the resale made “for an issuer in connection with” a “distribution”?

1) For the purposes of defining what is a “distribution”, a control person is treated as an issuer

2) (if the sale was not by a control person, then as long as the shares “came to rest” then there is no distribution either and therefore no violation of §5)

d. Was it a public offering/distribution? 
1) can the buyer “fend for himself”; sophisticated investor standard from Purina Ralston
2) other relevant factors for some guidance, but courts do not require strict compliance: number of offerees, manner of solicitation, and disclosure or access to information

a) broad solicitation and advertising are generally believed to be inconsistent w/ the 4 (1½) exemption unless it is for the purchase of a large block of stock to be sold to a single purchaser

3. the analysis is:

a. those who buy from or sell for a control person are involved in an underwriting transaction IF they are involved in a distribution

b. if there is no distribution, then there is no underwriter for the purposes of §2(a)(11) and ( no violation of §5

c. the stocks purchased under 4 (1½) will be viewed as restricted shares
B. Ackerberg v. Johnson p.384 – example of the 4 (1½) analysis
VI. Rule 144A Offerings p.377-383

A. General:

1. Safe harbor which relates solely to §5

2. Allows resales of restricted securities to “qualified institutional buyers” by people other than the issuer of the security
3. Each transaction is assessed as to whether it is a private transaction

4. Those who meet the conditions of this rules will not be considered an “underwriter” for purposes of Reg D

a. basically issuer can sell under Reg D and not worry about buyers turning around and selling under Rule 144A

B. eligible securities
1. rule usually used for debt transactions

2. rule does not extend to securities, when issued, were of the same class as securities listed on a national securities exchange registered under §6 of the Exchange Act or quoted in an automated inter-dealer quotation system

3. privately place securities that, at the time of their issuance, were fungible w/ securities trading on a US exchange or quoted in Nasdaq would not be eligible for resale under the rule

C. eligible purchasers

1. types of institutions covered: “qualified institutional buyer” an institution must in the aggregate own and invest on a discretionary basis at least $100M in securities of issuer that are not affiliated w/ the institution
2. banks and savings and loan associations: 
a. owning and investing at least $100M in securities, and 
b. have a net worth of at least $25M

3. registered broker-dealers

a. broker/dealers registered and invests on a discretionary basis at least $10M in securities of issuers that are not affiliated w/ the broker/dealer 

b. and those acting as principals for identified qualified institutional buyers are also qualified institutional buyers

4. others

a. any corp/partnership which meets the $100M in securities

b. entities formed solely for the purpose of acquiring restricted securities are okay too (as long as they meet the req)

D. information requirement

1. holder or prospective purchase holds right to request info from the issuer or

a. brief statement of the nature of the issuer’s business and of its products and services offered

b. most recent balance sheet and profit/loss and retained earnings statements

c. similar financial statements for such part of the two proceeding fiscal years as it has been in operation

1) should be audited to the extent audited financial statements are reasonably available

2. issuer files periodic reports under the Exchange Act

Liability under the Securities Act

I. Section 11 of 1933 Act p.481-516

A.  If you file r/s then you potentially have liability under §11 and it covers:

1. civil liabilities

2. from untrue statement or omission of material fact

3. in a r/s

4. when it becomes effective!!
B. Basics:

1. Materiality - Same standard that we’ve been discussing 

2. Reliance

a. No reliance necessary

b. Note that if the issuer makes an earning statement covering at least 12 months beginning after the effective date, and the person acquired the share after that, then the Π must prove that the person acquired the security in reliance of the untrue statement in the r/s but reliance can be established w/o proof of the reading of the r/s.
1) All u/w agreements will make sure that the issuer will make an earnings statement covering at least 12 months beginning after the effective date to make sure to trigger this reliance requirement

3. Causation

a. No need to show causation to establish a case

b. But there is a type of causation requirement when measuring the damages.  §11(e) states that if the Δ can prove that the depreciation is caused by something other than the omission of the material statement, then the damages are adjusted (lower!) to take into account the other factors

c. Note: causation is inherently tied into the definition of “materiality” but note that there can be many causes of prices dropping

4. Potential Πs
a. Anyone who bought a security that can be traced to that r/s

b. Π can not have been aware of the truth at the time he bought the securities
c. This is hard to show when the issuers are already trading that stock on the market. 

d. Policy: they limit the potential Πs b/c the issue was to earn $X and the point is to deter misstatements/omissions and not to bankrupt a company.  Note that damages are limited by §11(g) so you would want to distribute those damages only to those that bought the shares which can be traced to the r/s.  It’s more fair. 
5. Potential Δs
a. §11(a) lists out all potential Δs
1) the signatories of the r/s

2) CEO and CFO

3) the directors of the issuer at the time of filing, as well as persons named as about to become directors

4) the accountants and other experts named in the r/s who have prepared certain materials that from the basis of some part of the statement

b. accountant, engineer, appraiser, etc ( only for those portions where their expertise gives them authority to certify 

c. lawyer ( general due diligence for the unexpertised portions

d. issuer/u/w’s and post-effective amendments ( effective dates move forward to post-effective amendments for §11 liability only for the issuer and u/w’s (rule 430B(f)(2)) 

6. SOL

a. 1 yr after the omission/misstatement is found

b. at no more than 3yrs after the security is sold to the public
7. Level of culpability

a. Under 10b-5, Π must show that the Δ acted w/ intentional conduct or acted recklessly

b. SL for the issuer (under §11(b) they provide defenses for everyone except for the issuer)

c. Others have a defense of “due diligence” to avoid liability

8. Due diligence defense available to anyone but the issuer
9. Measure of damages – 
a. Damages shall represent the difference between the amount paid for the security (not exceeding the price at which the security was offered to the public) and

1) The value of the security at the time the suit is brought

2) The price at which the security shall have disposed of in the market before the suit, or 

3) The price at which such security shall have been disposed of after the suit but before judgment if such damages shall be less than the damages representing the difference between the amount paid for the security and the value thereof as of the time such suit was brought

b. Damages lessened if Δ can show loss causation
c. Joint and several liability

1) However, no u/w may be liable for damages in excess of the total price at which the securities underwritten by it and distributed to the public were offered to the public

d. Outside directors: have limited liability assessed by proportionate fault

e. §11(g) limits damages b/c the policy is not to punish the issuer but to deter bad behavior and the limits are the amount of money that the issuer raised using the r/s

C. Hertzberg v. Dignity Partners, Inc. p.482
D. BarChris p.487

1. facts

a. the co is involved in the bowling business

b. founded by Italian immigrants who built up the business

c. they had about 3% of the industry

d. the business itself

1) the industry was capital intensive and front loaded

2) many times the company would provide financing from the buyers

3) they would accept a note from the buyers 

4) company then sells the note to a “factor” who would buy the note at a discount

a) factor is someone who buys and sells debt for a discount (ie: lender)

5) this creates the cashflow for the company

6) they could also build up the interior of the bowling alley, sell it to the factor

e. they go public in 1961 but file for bankruptcy in 1962 

2. the issue is “misrepresentations and omissions” and the “due diligence” of all the players

a. they overstated their sales

b. their balance sheet was overstated

c. misrepresented the backlog on sales

d. loans to insiders that weren’t disclosed

e. misrepresented how the proceeds from the offering would be used

3. if the company is bankrupt, who do you sue?

a. You go down the line: officers, directors, accountants

b. Everyone is jointly and severally liable
1) However, outside directors are apportioned an amount of the liability according to how they acted on the r/s (ie: if you had done some research, but just not enough…then the allocation to that outside director would be smaller)
4. the players

a. Russo – CEO

1) CEO signs the r/s and therefore subject to §11 liability

2) He would have had a “due diligence” defense on the nonexpertised portions

a) For the expertised person – if you are not the expert, you had no reasonable grounds to believe that the expertised portions were incorrect

3) He did not meet the BOP of the defense

4) He knew all relevant facts

a) This means he even knew facts that made the expertised portions untrue

5) He could not have believed that there were no untrue statements or material omission

6) It will be very hard for any CEO to sustain the due diligence defense

b. Kircher – treasurer

1) You’re not an expert unless you’re the one who certifies it
2) Similar grounds for liability like the CEO 
a) He knew enough about the nonexpertised and expertised portions
c. Birnbaum – in-house lawyer

1) He is a director and general counsel 

a) He is allowed to have a reasonable reliance on the experts and the CEO, CFO 

b) Idea is that he doesn’t know all the relevant

2) On the expertised portions, he is entitled to rely upon the experts

a) He had no reasonable belief to think that the expertised portions were incorrect

3) As for the nonexpertised portions, he needed to make a reasonable investigation of the other portions of the prospectus

4) HOWEVER, he made NO effort to investigate and therefore is liable

5) Say you have 2 directors: one is a lawyer and one is not -> the lawyer is held to a higher standard

a) Note: a lawyer is only an expert if he gives a certified opinion
b) Why not the entire r/s?  
i. fears that it may chill the free flow of info between the atty and the firm
ii. perverse incentive for others to rely on the lawyer only and not actually do their due diligence
d. Auslander – outside director

1) On the expertised portions, he’s fine

2) On the nonexpertised portions, it doesn’t matter how new of a director he is

a) He did not investigation.  He only relied on everyone else

3) He is now jointly and severally liable, but will be apportioned damages according to their actions during registration

4) Jackson case on outside directors is a better case

a) Outside directors can be in the middle of the spectrum

i. So long as the r/s was consistent w/ the knowledge that the director had developed in his role, then he is allowed to rely on representations by management
e. Grant – director (his law firm was counsel to BC)

1) He honestly believed that the r/s was true

2) BUT he never discovered any of the errors that would have been easily verifiable

a) He had access to all the documents

b) He had been there for a while

c) And he was a lawyer

d) Cut and paste is never a good thing

3) On the spectrum of investigation, he has an elevated duty around 4ish (higher that the outside director)

f. U/w and Drexel

1) Drexel is the managing u/w

2) Drexel had their own law firm representing them, but if the law firm fails, then Drexel fails and all the u/w’s go down.

a) The liability transfers to everyone in the chain

3) What is the level for u/w?

a) On the spectrum, the u/w should be “a reasonable attempt to verify the data submitted to them” which is pretty much the HIGHEST standard

b) The u/w’s lend credibility to the issuer that investor’s rely on

c) The u/w’s are not contractually obligated until right before the r/s

4) D did more than anyone else, but it still wasn’t enough

g. Coleman

1) Was w/ Drexel and was also on the board of directors (outside director)

2) b/c of his role, he pretty much has the same level as required for u/w

3) he is liable on the nonexpertised portions of the r/s

h. Peat, Marwick – accounting firm

1) Is responsible for the expertised portions

2) They do not meet the due diligence for this portion

II. Section 12 of 1933 Act p.516-537

III. §12(a)(1) 
A. Π’s BOP:

1. liability for anyone who offer or sells in violation of §5

2. strict liability (eg: no defense)

3. the facilities of interstate commerce were involved in the offer/sale to the Π
4. Π has made adequate tender of the security if it is still owned
5. it is brought w/I the SOL

B. remedy is recission (less whatever received upon sale if sold)
C. courts apply this literally, and an illegal offer creates a right of rescission, even though the subsequent sale is lawful

IV. Applicable to both §12(a)(1) and (a)(2)

A. “shall be sued by the person who purchased from him…” – solicitation requirement

1. privity requirement – you sue the person that you purchase the security from

2. the person who transfers the security, but the “seller” has be defined more broadly

a. case law developed that the agent of the seller may also be liable under §12 (Murphy case)

b. different tests: 

1) participation test (2nd circuit test that was widely used)

a) anyone who had significant participation in a distribution

b) not just the seller and agent, but other participants in the transactions like lawyers, accountants, etc.

2) proximate cause test

a) did the Δs action turn into the prox cause for the Π buying the stocks?
3) Substantial factor 

3. Pinter – P raising money through private placement and Dahl was one of the investors; investors bring an action after the investment goes down; they bring a 12(a)(1) action; Pinter sues D for indemnification under the theory that D was a seller b/c he was a participant in the transaction

a. Court acknowledges that someone who transfers title is a “seller”; textual analysis of sale or seller, etc is very broad and solicitation efforts come w/I that definition of sale; even if the Δ is not an actual owner/seller, §12 still applies to those who are soliciting b/c it is one of the most critical stages of an offer; the issue is how to determine which type of solicitation should trigger liability; 

b. comes up with new test b/c they think the substantial factor test is too broad

c. you need to focus on the purchaser and the seller and not the transaction on the whole 

B. Modern test: it covers someone who transfers title, and if not one who transfers title:

1. The activities of the potential Δ involved a solicitation, and

2. That solicitation was motivated by financial interest of the solicitor or the issuer

3. compare this to §11 exposure which ignores the solicitation aspect when assigning liability

a. directors/officers, u/w’s, auditors – only those that solicit (maybe u/w’s) will be liable 

b. the point of §12 is to cast a broader net – not a list of players, but a general idea of who is liable

4. what is solicitation?

a. SCOTUS says that the solicitation must be successful (kinda ties into the old prox cause test)

b. There must be some actual affect on the purchaser

c. Split jdx as to personal contact requirement

d. There is case law out there that say simple ministerial acts will not trigger liability

5. what is the financial interest?

a. Difficult when the “seller” is receiving an indirect benefit and courts have been somewhat broad


b. Benefit to an owner?  Depends on the facts of the case as to whether the seller is acting under the direction of the issuer; commission would be an easy case; an officer/director going out to solicit would indicate that they are the “seller” b/c of the relationship between the officer and the issuer

6. hypo: you have issuer who has a firm commitment and sells to the managing u/s and the u/w down to the selling group and then to the public

a. issuer is selling to the managing u/w b/c they are transferring title; the syndicate and selling group sells to the public and they are the ones transferring title to the public

1) in a strict transfer of title, the issuer is liable to the u/w; the syndicates are liable to the public

2) issuer seems to only have liability to the u/w

b. should the issuer be seller even though they are not the ones transferring title to the public?

1) SEC in rule 159A said for the purposes of §12, the issuer is a seller

c. But is the u/w a seller?

1) u/w’s take an allocation but maybe got 0 retention and that particular u/w did not actually sell share to the public ( that u/w would be subject to §11 liability but not §12

V. § 12(a)(2) p.522
A. imposes civil liability arising in connection w/ a false or misleading or a material omission in a prospectus

B. does not apply to issuer transactions not involving public offerings (such as private placements)

C. gives recission remedy

1. interest or dividends paid are expressly deducted form the recovery

2. less the amount received on tender
3. loss causation -  only applies to 12(a)(2)
a. it is more appropriate b/c in a 12(a)(1) case it’s pretty cut and dry as to whether you violate §5; but in §12(a)(2) it deals w/ misstatements or material omissions and there is no bright-line.  Loss causation makes the damages more proportional to the violation. 
D. no need to show reliance on the falsity or omission

E. however, there is a minimal showing of causation required

1. the prospectus/oral communication as opposed to the misstatement or omission itself played a role in the purchase

2. a misstatement made after Π decided to purchase would not be actionable
F. gives a defense to the Δ to show that he did not know, and in the exercise of reasonable care could not have known, of such untruth or omission

1. SEC amicus brief argued the § 12(a)(2) does not require the same level of diligence that is imposed under §11

a. Congressional policy determined that in certain circumstances registration is not necessary, it wouldn’t make sense to require the same amount of due diligence

2. SCOTUS said that underwriter can reasonably rely on the expertised portions unless there was a reasonable ground to not believe it was true; they don’t need to independently investigate the accuracy and completeness of the certified financial statements

G. by means of a “prospectus or oral communication”
1. Gustafson v. Alloyd p.522 – issue is whether a contract for sale is considered a “prospectus” for purposes of 12(a)(2)

a. Court finds that the word “prospectus” is a term of art referring to a doc that describes a public offering of securities by an issuer or controlling shareholder.  The k of sale, and its recitations, were not held out to the public and were not a prospectus as the term is used in the 1933 act. 

b. Basically saying that 12(a)(2) does not apply to secondary sales (sales by people who are already holding the stock); only applies to primary sales or sales by controlling persons in a “public offering” 
2. note that post-Gustafson decisions have concluded that only original purchasers in the public offering may assert section 12(a)(2) claims (this is not true about §11 and r/s, but remember there is a tracing requirement)

a. for private offerings the purchasers from a secondary sale need to bring a claim under 10b-5

b. there is ambiguity whether intrastate offerings are public or not ( if it’s public w/ general solicitation, then you are opening up to §12 liability

3. oral communications are actionable under 12(a)(2) but only if the oral statements related to a prospectus

4. Rule 433(a) and FWP’s
a. FWP “will be deemed to be public, w/o regard to its method of use or distribution, b/c it is related to the public offering of securities that are the subject of a filed r/s”  

b. “public” brings it w/I the scope of §12(a)(2) and FWP’s are now subject to fraud provisions

5. Rule 159
a. Evaluating the quality of disclosures, info conveyed to the investor after a k of sale has been formed will not be considered

b. The proposal is limited to liability under §12(a)(2) and §17(a)(2) and address post-sale information contained in a final prospectus supplement

6. Rule 159A – definitions for purposes of § 12(a)(2) of the Act
a. An issuer is a seller for the purposes of §12 and will be liable 

b. An u/w who does not prepare or use an FWP will not be considered to have offered securities by means of the free writing, which effectively limits the u/w’s liability for defects in a FWP not prepared or used by the u/w

VI. Section 17(a) p. 537-544 (basically the fraud provision)
A. Section scienters:

1. (a)(1) – intent

2. (a)(2) and (3) – negligence is enough

B. §17 and Rule 10b-5 are basically the same thing.  10b-5 was modeled after §17. 
1. what is the point of §17?  If you had a choice between 17 and 10b-5, you’d go for 17 since it’s much easier to show negligence, as opposed to intent
C. Aaron v. SEC p.537 – basically stating that the language of §17(a)(1) requires a showing of scienter while (a)(2) and (a)(3) have no such requirement and it’s a negligence standard

D. In re Washington Public Power Supply System Securities Litigation p.540 – the court goes through the Cort-Ash factors and basically, there is no private action/remedy available through §17
1. there is no congressional intent, legi history to allow for a private right of action

2. the SEC, under §20, has powers to bring injunctive and admin actions through §17
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3B.
Prefiling period p.168-182


31.
conditioning the market


32.
safe harbors for permissible communications


3c.
Rule 163: Communications by WKSI


3d.
Rule 163A: 30 day Bright-line Exclusion


3e.
Rule 168: factual business info and forward-looking statements for Reporting issuers


3f.
Rule 169: factual business info for Non-reporting issuer


3g.
Rule 135: Notice of Proposed Registered Offerings


33.
Research Reports


3a.
Rule 137: reports by brokers/dealers that are not participating in an issuer’s registered distribution of securities


3b.
Rule 138: reports by broker/dealers about securities other than those they are distributing


3c.
Rule 139: focused reports and industry reports


3C.
Waiting period p.182-190


32.
prelim and summary prospectus


33.
tombstone ads and identifying statements


34.
free writing


35.
Rule 433 – what constitutes an FWP and what are the conditions?


36.
selling practices during the waiting period


3D.
Post effective period p.192-195


33.
Rule 172: Confirmations and notices of allocations


34.
Rule 173: notice of registration


36.
Duration of §5 requirements:


3III.
Registration Process p.145-168, 205-215


3A.
Panoramic view of the r/s


3B.
Registration of the unseasoned issuer (form s-1)


3C.
integrated disclosure for the seasoned company


3D.
updating and correcting the r/s


3IV.
Shelf Registration RULE 415 p.196-205


3C.
Automatic shelf registration for WKSI


3V.
Blue Sky Laws p.245-250


3VI.
Wrap-up of tests:


3Theories of Disclosure and “Materiality” of Information


3I.
Materiality orthodoxy p.579-584


3A.
RULE 408: 33’ Act


3B.
RULE 12b-20: 34’ Act


3C.
“an omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote” TSC


3D.
“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” TSC Industries


3F.
Buried facts:


3II.
Speculative info and materiality p.584-593


3A.
Basic v. Levinson –


33.
factors for indicia of interest


34.
factors to assess magnitude


3III.
The “total mix” of info and market efficiency p.593-602


3A.
truth on the market


32.
“truth on the market” defense – information that does not alter the mix of total information b/c it’s already out there means that even if a company misstated or omitted a fact, it has a defense to liability; the investor already knew that info/or had access to it


3B.
“puffery”


3IV.
forward-looking info p.602-621


3A.
soft info


3B.
the “bespeaks caution” doctrine


3C.
statutory safe harbor for forward-looking statements


31.
RULE 27A:


3Exempt Transactions (transaction exemptions that exempt only from the registration provisions of §5)


3I.
basic requirements:


3II.
§3(a)(11) Intrastate offering p. 259-274 (which pairs w/ rule 147)


3C.
The scope of the exemptions:


3a.
Issue concept:


3b.
Doing business w/I the state:


3c.
Residence w/I the state


3d.
resales


3e.
use of mails and facilities of interstate commerce


3D.
RULE 147 Safe Harbor


31.
Requirements:


3III.
Section 4(2) private offering p.274-289


3A.
§4(2) exempts “transactions by an issuer not involving any public offering


3B.
factors of particular importance


3IV.
Regulation D and the limited offering exemptions p.289-320 (skip p.318 on integration)


3A.
Rule 501 – definitions


3B.
Rule 502 - conditions


3C.
Rule 503 – filing


3D.
Rule 504 – Maximum aggregate of $1M


3E.
Rule 505 – max aggregate of $5M


3F.
Rule 506 – no limit on max aggregate offering price


3G.
Rule 508 – “substantial compliance” or “I and I” rule


3V.
Employee benefit plans  p.322-326


3A.
Rule 701 – employee benefit plans and contracts relating to compensation


3VI.
Regulation A offerings p.327-331


3VII.
Integration of Offerings p.332-341, 312


3VIII.
State exceptions p.341-344


3Secondary Distributions


3I.
§4(1) exemption overview:


3II.
Statutory Underwriter Theory p.345


3B.
underwriter concept and sales for an issuer


3C.
Purchase from an issuer:


3III.
Control Persons: Distribution vs. Trading Transactions


3IV.
Rule 144 Safe Harbor


33.
requirements


3V.
Section 4(1½) Exemption p.384-390


3VI.
Rule 144A Offerings p.377-383


3Liability under the Securities Act


3I.
Section 11 of 1933 Act p.481-516


3II.
Section 12 of 1933 Act p.516-537


3III.
§12(a)(1)


3IV.
Applicable to both §12(a)(1) and (a)(2)


3V.
§ 12(a)(2) p.522


3VI.
Section 17(a) p. 537-544 (basically the fraud provision)




