SECURITIES REGULATION OUTLINE - FALL 2018

I. INTRODUCTION TO SECURITIES MARKETS AND THEIR REGULATION

1. Types of Securities Trading
· Private: Private Placements (VC’s, high net individuals, etc).
· Public Offerings (IPOs)
2. Policy Goals of Securities Regulation
· Prevent informational asymmetries between issuer/market. Outside, unsophisticated investors would benefit from access to information

· protect capital markets (and lower cost of capital) 

i. prevent pervasive fraud (e.g., lemons problem)

ii. channel investment capital to most productive uses

3. Principle Statutes for Securities Regulation

· 1933 Securities Act: Focuses on primary offerings. This is where the promoter/ company is directly contacting investors. 

· 1934 Securities Exchange Act: What happens after the issuer has sold the securities to the market. And now those securities are floating around. 

i. Has rule 10b-5. Catch-all antifraud provision. 

· “As amended”…There are amendments to the 33 and 34 act. 
i. Sarbanes-Oxley Act

ii. Dodd Frank Act

iii. JOBS Act

· SEC (Securities and Exchange Commission

i. Power to regulate securities sales comes from the 33 and 34 act. 
ii. The SEC regulates
1. Rules and Regulations

2. Releases (explanatory release to say what a rule means)

3. No-action letters (SEC is the plaintiff often in cases)

4. Enforcement actions

5. Amicus brief
4. 1933 Securities Act
· Are you offering/selling a security?

· IF SO: 

· You are subject to § 5

· Registration statement, prospectus

· Gun Jumping Rules

· Don’t follow § 5 and you may be liable: §11, §12 UNLESS…

· Exemption for issuer: 

· 4(a)(2), Rules and 506(b)/(c), 3(a)(11), Rules147 & 147A

· Secondary market transaction: 

· 4(a)(1), Rules144 & 144A, 4(a)(7)

5. 1934 Securities Exchange Act

· Are you subject to 1934 Act Periodic Disclosure Requirements?

i. Have you registered securities under 33 Act?

ii. Are you big enough/have enough shhs?

· Catch-all antifraud: Section 10(b)/Rule 10b-5
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II. THE SECURITIES ACT OF 1933 (“SECURITIES ACT”)
· Statutory Definition Securities Act §2(a)(1): The definition of what is a security. 

· When used in this subchapter, unless the context otherwise requires—
· Instruments commonly known as securities 

· Instruments known as securities (stocks, bonds…)

· Specific  instruments (e.g., fractional oil interest)

· Instruments specified by the Act to be securities

· Broad, catch-all: “investment contract”
· Howey Tewst

· a person invests his money (not consumption)
· in a common enterprise:  horizontal, vertical
· is led to expect profits 
· capital appreciation/distributions from earnings
· solely from efforts of others
· ability to control profitability (investor v. promo)
· Unless the context otherwise requires - Note that this is a Statutory List  but we must look at substance, not just label. 
· Investment Contracts and the Howey Test

· SEC v. W. J. Howey Co. (DEFINTION OF INVESTMENT CONTRACT)
· Two Howey companies. One sold orange land. One maintained orange land. Sold land in small strips to tourist investors. Howey is sued from the SEC for violating section 5 by not registering securities.

· §5(c): cannot “offer” a security unless registration statement has been filed. §5(a): cannot “sell” a security unless registration statement is in effect.

· Are they investment contracts? Maybe…Supreme Court says to focus on substance, not on form and that even if not securities individually, “package” may be (0+0=1). Court looks at the economic realities of the contracts. Not just the forms. 

· Substance vs Form – Are these two separate economic transactions? No you only really do the deals together. Making them one deal. 
· How do we apply the Howey test to the Howey facts? 
· First step: Is land specified on Section 2(a)(1).  NO. 
· Second step: Investment contract?  Yes. 
· Does it matter that the service contracts were “optional”? No. 
· what if none of the tourists signed the service agreement with Howey?.. IN this situation because the security was OFFERED.. Means there was a breach. Just because it wasn’t purchased, doesn’t meant that there wasn’t an issue. 

· what about the 15% that did not buy services from Howey? Same. 

· Marine Bank v. Weaver [UNLESS the context otherwise requires]: Bank sold a CD to consumers. It is Federally insured. The court says that a CD is not a security as a CD is more conservative. Its safer. NOTE THAT IN 2(a)(1) says that UNLESS THE CONTEXT OTEHRWISE REQUIERS. if there is a context that does not require regulation. 
· IBT v. Daniel: “…existence of this comprehensive legislation [ERISA] governing the use and terms of employee pension plans severely undercuts all arguments for extending the Securities Acts...”
· HOWEY TEST BEAKDOWN
· How we stablish when someone invests money: THIS IS WHEN SOMEONE PUTS MONEY IN TO SOMETHING, HOPEING TO REALIZE A FINANCIAL GAIN. What is MONEY? Cash is money. Other assets of value can also be considered money. Labor is often not seen as money. 
· Establishing what is a common enterprise: 
· Courts follow different tests.. 
· Horizontal commonality: 
· multiple investors pool funds or assets

· share the risks/profits of an enterprise

· NOTE: IF YOU CAN ESTABLISH HORIZONTAL COMONALITY IN ANY CIRCUIT.. THEN YOU HAVE ESTABLISHED THAT THERE IS A COMMON ENTERPRISE. 

· Vertical commonality: Fortunes of investors tied to promoter’s activities

· Narrow (Strict): connection between profits of promoter and success of investors. IN other words.. the investor and the promoter are in the same boat. Has more traction… this will satisfy the common enterprise prong. 

· Broad: some connection between efforts or expertise of promoter and success of investors (promoter needs not share risk with investors).
· Rational for Horizontal commonality: 
· Securities Act “requires promoters and issuers to make uniform disclosure to all investors, and this requirement makes sense only if the investors are obtaining the same thing, namely an undivided share in the same pool of assets and profits.”

· BUT: Horizontal commonality may be sometimes too narrow. 
· SEC v. SG Ltd. Created fake stock exchange. People were trying to pull money out and they couldn’t because it was a ponzi scheme. So they got sued for unregistered securities. Circuit Court says apply Howey. 
· person invests money

· in a common enterprise – the court adopts horizontal commonality. They said their funds were pooled and they share in the risk.

· is led to expect profits 

· solely from the efforts of others

· What about the referral fees?  Each investor had the opportunity to earn referral fees for bringing in new recruits (of up to “20%-30% of the recruit’s payments”).  What kind of commonality did the court use to characterize the referral fees? They used horizonal. They do this bc they say.. if no one is referring then no one is getting any profits
· Establishing what is expecting profits

· United Housing Foundation, Inc. v. Forman: Low income projects apartment financed partially by a deposit (that they called stock) that future renters would make to get to live in the units. Security? Section 2(a)(1) says stock is a sercuritiy. Court says that you have to look at realities tand that a stock needs to have the characteristics of stock. In this case it does not. 
· So look at the Howey test. Court then asks.. What is a profit? “Expectation of profits” requires that investors “be attracted solely” by the prospects of a return. 
· What does return mean? (i) capital appreciation (NO) or (ii) participation in earnings (weren’t present in the case). Here the point wasn’t to get a return.. it was to consume housing. 
· SEC v. Edwards: Investor was to pay phone company to buy a phone, then service the phones for 5 years and buy back. Boiled down.. this is a loan/ bond. The investor gets 82$ a month. The phone company goes bankrupt.. it was a ponzi scheme. Court says apply Howey.
· Invest money? Yes. 
· Common enterprise.. Horizontal? Yes bc all phones pooled together. 
· Expectation of profits? Tricky.. 

· Forman: profits =capital appreciation or distributions of earnings

· In this situation when the payoff is fixed.. they don’t need to know how much how profitable an enterprise will be.. because they don’t care. But in reality they were participating in the earnings.. there was just a ceiling. SO SC says: “… no reason to distinguish between promises of fixed returns and promises of variable returns…”
· Does it matter that return was guaranteed by contract?  The k can be breached.. so the judgement may be worthless. SO it doesn’t matter. 

· What is Solely from the efforts of others?
· Courts have not construed the term “solely” literally (i.e., a modicum of effort by investors should not necessarily change outcome).
· Amount of effort probably matters.
· What about type of effort? WE CARE NOT JUST ABOUT THE AMOUNT.. WE CARE INSTEAD ABOUT THE TYPE OF THE EFFORT.. Stuff that MORE RELATES.. as to how the company is managed. 
· Are Partnership investment contracts? General Partnership interests are presumed not to be securities “because a general partner typically takes an active part in managing the business and therefore does not rely solely on the efforts of others.”   (Williamson v. Tucker, 5th 1981)..
· When will a general partnership be deemed an investment contract?  When partner retains little ability to control profitability of investment.
· SEC v. Merchant Capital, LLC : Merchant is formed to raise money to buy debt. They raised the money through the individual RLLPs that fed into Merchant being the General Partner. The investors they took were not sophisticated in the game of buying bad debt. Investor didn’t know that they were part of a structure. Was this solely from the efforts of others?

· Argument here is that the partners could have taken an active role in the running of the RLLPs because they could vote. So the court looks to Williamson Factors… 
· GPs can be deemed investment contracts if:
· (1) Agreement leaves little power in partners 
· (2) Partners lack experience and knowledge 
· (3) Partners depends on a unique entrepreneurial or managerial ability of the manager 
· so they cannot easily replace him or her (i.e., exercising powers would be futile).
· SEC v. Mutual Benefits Corp.: Company was buying the value of life insurance policies for an advance. Investors were brought in after the policies were picked to buy. Work was done. Sued. Court Decides: You have to get life expectancy right… Pre-purchase efforts can matter. MBC efforts in evaluating the life expectancy of the insureds, selecting policies, bidding on policies, and paying premiums were the critical elements in the success of the venture. Disclosure of MBC’s efforts to evaluate policies would significantly benefit investors.

· RECAP OF What is a security? 
· Statutory List  - Not just labels!  Look at substance.  (Forman)
· Investment Contracts (Howey test)
· a person invests his money
· in a common enterprise (SG Ltd.)
· Horizontal & Vertical commonality
· is led to expect profits (Forman, ETS) - capital appreciation/distributions of earnings, solely from efforts of others
· ability to control profitability
· Asset Purchase Agreements: not investment contracts because they are not from the efforts of others.
· Sales of Business Doctrine: Investors who purchased an entire business do not need protection of the securities laws.  Why? Because they know what’s going on. 
· Stocks and Notes:
· Landreth Timber Company v. Landreth Company wants to sell its timber company. The mill burned down but it was fully disclosed. How does the mill do after the sale? Mill replacement was more expensive than planned. Violation of section 5? Is this a security? Court says yes and rejects the sale of business doctrine: Even transfer of 100% of stock may in some cases not transfer effective control (here seller stayed a bit as manager/advisor)
· Upshot: 
· Is act intended only to protect “passive” investors? NO
· Do we treat “active” (sophisticated) and “passive” investors the same way? NO
· What are we left with after Landreth? 
· Rejection of one test fits all for what is a security
· Notes as Securities: Not all notes are investments. Some notes are issued for consumption, commercial, or investment purposes. For ex a car loan. How do we distinguish notes of different types?
· Investment versus Commercial test
· The Investment versus Commercial test focuses on the motivations of the borrower behind the loan.  Are the notes issued in an investment context (securities) or in a commercial or consumer context (not securities)?  
· Majority 2nd Cir. Family Resemblance Approach: Every “note” is a security  unless it bears a “strong family resemblance” to:
· Consumer debt: notes delivered in consumer financing or evidencing character loan from bank
· Secured debt: notes secured by a mortgage on a home; short term notes secured by a lien on small business or secured by account receivables
· Ordinary course: notes formalizing open-account debt or evidencing loans by commercial banks for current operations
· Minority Approach (8th & DC Cir.) Apply the Howey test. 

· Reves v. Ernst & Young: Farmers union was selling notes to anyone who wanted to buy. What happens? The coop goes under. Who is getting sued now? Earnst and young who audited the financial statements. 
· Landreth: if it is labeled stock and has the characteristics of a stock, it is a 2(a)(1) stock. But not here: “we made clear…that stock was a special case explicitly limiting our holding to that type of instrument”

· “Notes” is a broader concept; used in many contexts, many of them not investment

· Adopts variation of the 2nd Cir. test:

· Presumption that every note is a security.

· Unless it bears a family resemblance to the laundry list of notes which are not securities.

· For tricky cases, examine certain factors, derived from the characteristics of the items in list.
· Here are the elements for this test: 
· Motivations of buyer/seller (lender/borrower):
· Plan of Distribution: result in common trading?  offered/sold to a broad segment of public?
· Reasonable expectation of investing public
· Alternative regulatory schemes protecting investors or other risk reducing factors 
· Overview of Public Offerings
· Regulation of the Public Offering Process 
· Underwriters as Gatekeepers: Underwriters can serve as “screeners” by bringing only “good offerings” to investors.   They’ll have an incentive to screen out the bad apples.  
· The Underwriting Process: A syndicate of underwriters will be involved in a given offering (to share/reduce risk). One bank will be the lead - negotiates with issuer, puts together syndicate, manages distribution, advises issuer through the process. Underwriting agreement, which sets number of shares, price, gross spread, overallotment option. Underwriters then sell these shares to investors (mostly institutional) at the offering price. These institutional investors will keep some of the shares and sell some to other investors.
· Underpricing Phenomenon in Firm Commitment Offerings: Generally IPOs are initiated and followed by large growth in the secondary market. This is done to ensure that the raise is succeful, IE underpricing the actual value. 
· Public Offering Disclosure: Investors need information to value securities; issuer/sellers have more info. than outsiders.  Securities law mandates disclosure of certain info. in the registration statement and prospectus.
· Registration Statement – Contents
· Part I – Prospectus
· Part II - Additional set of documents and disclosures not included in the prospectus
· Undertakings by management, auditors
· Documents that the SEC has asked, or is likely to ask for (bylaws, material contracts, etc.
· Contents of Prospectus
· Risk Factors: legal, business, operational, country, etc. – some are specific to the issuer; others more general.
· Summary of Financial Results and Management’s Discussion and Analysis (MD&A): discuss trends or differences across years in various metrics. 
· Overview of Industry: Structure of competition; regulation, etc.
· Description of the Issuer’s Business
· Financial Statements
·  Plain English Rules: Prospectus must contain language drafted in a “clear, concise and understandable” manner.
· Rule 420 - Legibility: Roman type, at least 10pt.
· Rule 421 - Presentation of Information: Follow plain English principles; use short sentences, active voice; no legal or financial mumbo-jumbo.
· Overview of the Offering Process
· Firm has to produce certain disclosure documents

· Registration Statement (filed with SEC)
· Prospectus (sent to potential investors)
· Restrict timing and content of dissemination of information to investors
· Public offering process is divided into three periods, each with different restrictions:
· Pre-filing period
· Waiting Period
· Post effective period
· §5(a) of the 1933 Act: Unless a registration statement is in effect as to a security, it shall be unlawful for any person, directly or indirectly-
· 1) to make use of any means... of communication... to sell such security...The term “sale” or “sell” shall include every contract for sale or disposition of a security, for value...
i. Sale = Offer + Acceptance
· §5(c) of the 1933 Act: It shall be unlawful for any person, directly or indirectly, to make use of any means... in interstate commerce... to offer to sell or offer to buy through the use... of any prospectus or otherwise... any security, unless a registration statement has been filed as to such security, or while the registration statement is the subject of a refusal order or stop order...
· §2(a)(3)  of the 1933 Act: 
The term “offer to sell”, “offer for sale”, or “offer” shall include every attempt or offer to dispose of, or solicitation or of an offer to buy,  a security... 
· §5(b)(1) of the 1933 Act: It shall be unlawful for any person, directly or indirectly-
· (1) to make use of any means... in interstate commerce... to carry or transmit any prospectus relating to any security with respect to which a registration statement has been filed, unless such prospectus meets the requirements of section 10….
i. (Key term: “prospectus”. What is it?
1. §2(a)(10) of the 1933 Act: The term “prospectus” means any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television, which offers any security for sale or confirms the sale of a security .
· (Note that this term is very broadly defined.

· Recap – Section 5 of ‘33 Act
· Section 5(c): cannot maker an “offer” unless registration statement has been filed.

· Section 5(b)(1): after filing registration statement, cannot transmit a “prospectus” unless it meets §10 requirements.

· Section 5(a): cannot “sell” unless registration statement is in effect

· Section 5(b)(2): cannot deliver security without a §10(a) prospectus

Gun Jumping Rules: PRE FILING PERIOD.
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(a) Overview




(i) Section 5 of the Securities Act 



(b) Pre-filing period




(i) Rules 135, 163, 163A, 168, 169 



(c) Waiting Period




(i) Rules 134, 164, 433 



(d) Post Effective Period 




(i) Rules 172, 173 

· Types of Issuers
i. Well-Known Seasoned Issuers (WKSIs) [Rule 405]:
ii. Reporting companies
iii. Eligible for Form S-3
iv. Market capitalization (public float) >$700 million
· Seasoned Issuers:
i. Reporting companies
ii. Eligible for Form S-3
· Unseasoned Issuers:
i. Reporting companies 
ii. Not eligible for Form S-3
· Non-reporting Issuers
· Pre-Filing Period
· Starts when you take your first big step. Talking to investment banks. Ends when you file your registration statement. 
· Section 5(a) prohibits all sales until the registration statement becomes effective.
· Section 5(c) bans all offers before the filing of the registration statement.
i. §5(c) of the 1933 Act: 
It shall be unlawful... to offer to sell or offer to buy through the use... of any prospectus or otherwise... any security, unless a registration statement has been filed as to such security...
· What is an offer? §2(a)(3)  of the 1933 Act: The term … “offer” shall include every attempt or offer to dispose of, or solicitation of an offer to buy, a security... [These terms] shall not include preliminary negotiations or agreements between an issuer … and underwriter or among underwriters who are or are to be in privity of contract with an issuer...
i. This prevents both ORAL AND WRITTEN OFFERS. 
ii. SEC interprests 2(a)(3) broadly. An offer is is to “condition the public mind or arouse public interest in particular securities” involve an offer to sell.
· Hypo 1: underwriter distributes a brochure with positive information on the issuer’s industry (new mineral), but without naming the issuer or the financing. Is this an offer? Yes. This is starting the sales campaign for a customer as they are planning an offering. 

· Hypo 2: press release describes company’s activities, estimates of reserves, plans; “representations, forecasts … which could not have been supported as reliable data.”  This may be an issue because SEC cares about things that is in writing because they can be disseminated.  

· Hypo 3: CEO presentation to analysts (soft, forward-looking information); scheduled before IPO decision. Offer? The SEC says motivation matters and if the CEO scheduled event before ipo decision its probably okay. It is also important to not give out hanouts with information… but oral forecasts are okay.
· How do we know if we are conditioning?
· motivation of the communication – for finanicing?
· whether the underwriter is mentioned by name or other foffering facts are specified.
· type of information – forward-looking information looks more like an offer.
· breadth of the distribution –broader ≈ offer.
· form of the communication – written makes it easier to reproduce so more likely to be broadly distributed;
· Info shared in the ordinary coarse of business with venders etc is not considered an offer. 
· Issuers in registration should not initiate publicity, but can respond to legitimate inquiries, limiting communications to factual information.

· advertising products/services, periodic reports to shhs, press releases about business developments, unsolicited (factual) inquiries from shhs or analysts

· Should avoid providing projections/forecasts of revenues, earnings, etc. or opinions about value. ( Focus is still on motivation, nature of information.
· Safe harbors for when offers are not being made:
· Rule 163A – statements prior to 30 days before the filing of the registration statement

· Rule 168 – regularly released factual and forward-looking information by reporting issuers

· Rule 169 – regularly released factual information by non-reporting issuers

· Rule 163 – communications prior to the filing of the registration statement by WKSIs

· Rule 135 – short notices of proposed offerings
· Rule 163A: 30+ Days Communications
· (a) Communications that took place more than 30 days before the filing of the registration statement are not offers for 5(c) purposes, provided that:
· They were made by or on behalf of issuer
· they do not refer to the offering
· the issuer takes reasonable steps to prevent the dissemination of these communications during the 30 days before the filing of the registration statement
· (c) Underwriters excluded
· Rule 168: Reporting Issuers: Communications containing factual business information or forward-looking information not deemed offers if: 
· (a)(1) By or on behalf  of an issuer that is a reporting company
· (c) Information not about the offering
· (b)(1) Factual information on issuer, financial developments, other aspects of its business; 
· (b)(2) Forward Looking Information: projections of revenues, income, dividends...; statements about management’s plans.
· (d)(1),(2) Must have previously released same type of info. in the ordinary course of business and be consistent in timing, manner and form with past releases.
· NOTE THAT (b)(3) excludes UNDERWRITERS.
· Rule 169: Non-Reporting Issuers
· Similar to Rule 168, but for non-reporting issuers (e.g., those accessing markets for first time).
· Key differences: Rules 169 does not exempt forward looking information. And d)(3) Communications may not be directed towards investors, but to customers/suppliers.
· Rule 163 - Well-Known Seasoned Issuers. Communications that are offers exempt from 5(c) if:
· Issuer is a WKSI; underwriters are excluded.
· WKSI defined in Rule 405
· Have been a reporting company under Exchange Act  for at least 12 months
· Has been timely in its filings
· Has $700 million in market value of equity held by non-affiliates 
· (b)(1)(i), (ii) Communication contains specific legend
· (b)(2)(i) Communication is filed upon the filing of the registration statement covering securities
· (a) Communication will be deemed a FWP (see Rule 405) and a prospectus under 2(a)(10)
· How about oral offers? but if its oral.. then you are fine

· Rule 135 – Notice of Proposed Registered Offerings
· Short, factual notices announcing a proposed registered offering by issuer not deemed an offer if:
· (a)(1): Ad contains legend clarifying that is not an offer
· (a)(2): Information limited to that listed in Rule:
· Name of issuer
· Title, amount and basic terms of securities
· Manner and purpose of offering (not naming u/w’s)
· Anticipated timing of the offering
· Any additional information may be deemed an offer
·  “Emerging Growth Companies” JOBS Act of 2012: JOBS created a set of issuers that are deemed to be emerging growth companies. THis is Defined in Securities Act §2(a)(19).

· If not IPO, less than 5 years since it went public (if it meets public float condition JOBS Act makes public offering process simpler (and cheaper) for these issuers.
· What is an emerging growth Company?  - Section 5(d): [A]n emerging growth company or any person authorized to act on [its ] behalf …  may engage in oral or written communications with potential investors that are qualified institutional buyers or institutions that are accredited investors…either prior to or following the date of filing of a registration statement with respect to such securities with the [SEC].

· §5(c) - Prefiling Period Checklist **IMPORTANT**
· Are we “in registration”?
· Is the communication an “offer” under § 2(a)(3)?
· conditioning the market; arouse public interest
· Does a safe harbor or exemption apply? 
· Rule 163A: 30-day exemption
· Rule 135: Offering announcement
· Rule 168/Rule 169: Regular release of factual/forward looking business information.  
· Rule 163: communications by WKSI’s
· Section 5(d): EGC communications to QIB, AI
GUN JUMPING RULES: WAITING PERIOD
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· After filing registration statement, issuer is waiting for the registration statement to become effective. 
· Issuer & U/W’s gauge market interest in offering
· Hit the road!
· Issuer revises/amends registration statement
· SEC may review registration statement
· In pre-filing period, §5(c) restricts offers (except for WKSIs).  Gauging the market is hard.
· Once we file, §5(c) no longer applies. §5(a) still applies and we now also look to §5(b)(1). [BE CAREFUL WITH PURCHASING OFFERS]
· Communicating with a Prospectus: §5(b)(1)  of the 1933 Act: It shall be unlawful for any person, directly or indirectly-... to carry or transmit any prospectus relating to any security with respect to which a registration statement has been filed, unless such prospectus meets the requirements of section 10.
· What is a prospectus? §2(a)(10) of the 1933 Act: The term “prospectus” means any prospectus, notice, circular, advertisement, letter, communication, written or by radio or television, which offers any security for sale…
· (b) a ... communication  ... shall not be deemed to be a prospectus if it states from whom a written prospectus meeting the requirements of section 10 …may be obtained and… does no more than identify the security, state the price thereof, state by whom orders will be executed, and contain such other information as the [SEC], by rules … deemed … appropriate 
· b) In addition to the [§10(a)] prospectus..., the [SEC] shall... permit the use of a prospectus for the purposes of  [§5(b)(1)] which omits in part … information in the prospectus specified in [§10(a)]
· Oral offers are okay. Written Communications that are not “offers” are ok
· Rule 134: SEC created rule 134 which allows more clarity on what is not a prospectus. 
· Implements SEC’s  § 2(a)(10) exemptive authority 
· (a) allows more info, including brief description of issuer’s business, intended use of proceeds, name of underwriters, description of marketing events & how offering will be conducted.
· (b) Mandatory information: legend, contact person to obtain prospectus; or just send §10 prospectus
· (d) may obtain indication of interests from investors (if preceded or accompanied by §10 prospectus)
· RECAP: 

· So what is allowed under section 5(b)(1)
· Oral communications
· Written communications that are not offers
· What’s an offer?; “condition the market”
· Safe Harbors: Rules 135, 168 and 169
· Certain limited notices/circulars re: offering
· Rule 134 / § 2(a)(10)(b) 
· Written offers in the form of a §10 prospectus
· i.e., that meet §10 requirements
· Rule 430- Preliminary Prosepctuses - Final prospectus but excludes price elements. 
· Rule 430 prospectuses which are okay under section 10(b).
· Preliminary prospectus can exclude:

· the offering price

· the underwriters’ discounts & commissions

· the dealers’ discounts & commissions

· other elements that relate to price
· Known as “red herring” prospectus - includes a marginal legend (in red) that cautions the securities cannot yet be sold.
· Advising a client as it gauges the market is tricky in the waiting period.  What can you authorize?
· Oral marketing efforts 
· Limited announcement of offering
· Any other written materials has to be a prospectus that complies with §10(a) or §10(b)
· NOTE, things like a PowerPoint presentations  are okay so long as you don’t give out copys. Robocalls = a broadcast
· FREE WRITING PROSCPETUSES CAN BE A PROSPECTUS UNDER SECTION 10(b)
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· Rule 433(b) – Delivery Requirements
· Non-Reporting/Unseasoned Issuers: can only use FWP after filing of registration statement and it must be accompanied (or preceded) by the most recent Section 10 prospectus.
· If FWP is an electronic communication, hyperlink is enough
· Seasoned /WKSI: don’t have to deliver prospectus; but filed registration statement must contain a Section 10 prospectus.
· WKSIs: Rule 163 also allows them to use a FWP or make oral offers prior to filing registration statement.  So WKSIs can deliver FWPs (and oral offers) throughout offering process
· Rule 163 in pre-filing
· Rules 164/433 afterwards
· Rule 433(c) – Information
· FWP may include information not included in the registration statement but such information cannot conflict with information contained in the registration statement (including any prospectus).
· Must contain legend (see Rule for text) advising readers to read the §10 prospectus and suggesting how to get it (SEC website, company’s website…).
· Rule 433(d)(1)(i) – Filing Requirements for Issuers
· FWP must be filed no later than the date of first use:
· ‘‘issuer free writing prospectuses’’: FWP prepared and distributed by (or on behalf of) the issuer, or used or referred to by the issuer [R. 433(h)(1)]
· “issuer information” contained in FWPs prepared by or on behalf of other offering participants (U/Ws)
· Rule 433(h)(2): “issuer information” = “material information about the issuer or its securities that has been provided by or on behalf of the issuer.” 
· Rule 433(d)(1)(ii) –  Filing Requirements  for Other Participants (e.g., U/Ws)
· Must file FWPs that are distributed in ‘‘a manner that was reasonably designed to achieve broad unrestricted dissemination’’ unless previously filed with the SEC.
· Rule 433(d)(3),(4) – Filing Requirements – Exceptions
· No need to file a FWP if it does not contain substantive changes from or additions to a previously filed FWP.
· Issuers don’t need to file the FWPs of another offering participant if the issuer information was already included in a previously filed prospectus or FWP that relates to the offering.
· Rule 433(g) - Record Retention: Issuers and offering participants shall retain all free writing prospectuses they have used, and that have not been filed … for three years…
· Mistakes Happen
· Rule 164(b) allows issuers to cure immaterial failure to file if they acted in good faith and took reasonable care by filing FWP after discovery. 
· Rule 164(c) allows issuer to cure defects relating to required legend. 
· Rule 164(d): covers failure to retain records. 
· Rule 433(f) – FWPs and the Media
· If issuer prepares or pays for preparation of a communication disseminated by the media, it is a FWP and must satisfy all conditions of Rule 433. 
· Otherwise, no 433(b)  requirement that FWP be accompanied by §10 prospectus, no 433(c) info. requirements, no  433(d) filing requirement.
· Issuer or other participant must file communication and include the 433(c)(2) legend within 4 business days after becoming aware of its dissemination.
· Waiting Period Recap
· 5(a): No sales allowed
· 5(b)(1): No “prospectus” unless it meets §10 req’
· Is it a prospectus?
· 2(a)(10): includes written (or broadcast) “offers” - (See rules 168, 169, and 135)
· oral communications not included (roadshow)
· 2(a)(10)(b)/ R.134 exempt “tombstone ads”
· Does it meet Section 10 requirements?
· 10(a): final statutory prospectus
· 10(b)(1)/R.430: preliminary prospectus OK
· Rule 164: FWPs meeting R.433 are 10(b), so ok
· Note that the fraud rules still apply to FWPs even if Section 5(b) does not.
· Rule 433(a) explicitly states that FWP communications are “public”. Implicates §12(a)(2) liability for prospectuses used in a public offering.
· Not part of registration statement, so no § 11 liability issues.
· What is a valid §10 prospectus? - §10 of the 1933 Act
· (a) [final statutory prospectus]
· (b) [SEC] shall... permit the use of a prospectus for the purposes of  [§5(b)(1)] which omits in part … information in the [§10(a)] prospectus …
· Rule 430: Allows a preliminary prospectus for § 5(b)(1) purposes, which can exclude: offering price, discounts & commissions of underwriters and dealers and other elements that relate to price.
· Rule 164 FWP

· TIMING of Registration Effectiveness

· How does the Registration Statement become effective? §8(a) of the 33 Act: 
“...the effective date of a registration statement shall be the twentieth day after the filing... or such earlier date as the Commission may determine...
· If any amendment... is filed... the registration statement will be deemed to have been filed when the amendment was filed…”
· Issuers don’t allows registration statement to become automatic after 20 days.  
· They file delaying amendments under Rule 473 and wait for SEC to declare it effective.  
· Rule 473 – Delaying Amendment
· Rule 473 allows issuer to state in advance wish to automatically file a delaying amendment by including the following in their initial Registration Statement:
· The registrant hereby amends this registration statement on such date or dates as may be necessary to delay its effective date until the registrant shall file a further amendment which specifically states that this registration statement shall thereafter become effective in accordance with section 8(a) of the Securities Act of 1933 or until the registration statement shall become effective on such date as the Commission acting pursuant to said section 8(a), may determine.
· Rule 461 – Acceleration Request
· In practice, the Registration Statement becomes effective once the SEC declares it effective
· Usually occurs after an issuer’s acceleration request under Rule 461.
· 8(a) gives SEC power to accelerate effective date 
· Factors considered by SEC outlined in Rule 461 as well as Rule 460
POST-EFFECTIVE PERIOD

· §5(a): Registration statement is effective, so issuer/underwriters can complete sales.
· Despite freedom to make sales, issuer and other offering participants still face §5(b) restrictions.
· §5(b)(1): Prohibition to carry a prospectus that is not a §10 prospectus still applies
· §5(b)(2): Delivery of securities must be accompanied with a §10(a) prospectus
· Prospectuses in the Post Effective World
· For §5(b)(2) always need final §10(a) prospectus.
· To comply with § 5(b)(1) you may use
· § 2(a)(10)(b)/Rule 134:“tombstone” ads, notices
· § 10(a) prospectus (R. 430 prelim won’t work)
· Rule 164/433 FWP 
· Rule 433(b): need delivery of §10(a) prospectus for unseasoned/non-reporting issuers
· § 2(a)(10)(a) allows “traditional free writing”…§ 2(a)(10)(a) – Traditional Free Writing: …"prospectus" means any …communication, written …which offers any security for sale or confirms the sale of any security; except that ...(a) a communication sent or given after the effective date … shall not be deemed a prospectus if …prior to or at the same time with such communication a written prospectus meeting the requirements of [§10(a)] at the time of  such communication was sent or given to the person to whom the communication was made,
· Prospectus Delivery
· § 5(b)(2): Need to deliver a final 10(a) prospectus along with the securities
· What if investor does not receive securities?
· § 5(b)(1)/2(a)(10): written confirmations are  deemed “prospectuses”  for § 5(b)(1) purposes
· unless accompanied with or preceded by the Section 10(a) prospectus [§ 2(a)(10)(a)].
· When does obligation to deliver prospectus end? §4 exemptions limit the duration of the prospectus delivery (and other §5) requirements.
· §4(1) exempts transactions not involving issuer, underwriter or dealer (e.g., individuals selling in secondary markets).
· §4(4) exempts brokers acting in secondary market transaction (unsolicited brokers’ transactions).
· §4(3) covers dealers…
· The provisions of §5 shall not apply to ... transactions by a dealer (including an underwriter no longer acting as underwriter...), except –

· (B) transactions … taking place prior to the expiration of forty days after the effective date of [the registration statement covering the security]...
· [BUT] if securities of the issuer have not been previously sold... the applicable period shall be ninety days… 
· [Also gives SEC power to establish shorter periods.]
· (C) transactions as to securities constituting the whole or part of an unsold allotment...
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Rule 174: Prospectus Delivery Obligation
· (b) no delivery obligation if issuer is a reporting company

· (d) if issuer is not a reporting company and security is to be listed on a national securities exchange, no prospectus need to be delivered after the expiration of twenty-five calendar days after effectiveness

· (f) explicitly excludes transactions on securities that are part of unsold allotment or subscription

How do you delivera prospectus? Rule 172 Acess Equals Delivery
If the registration statement is effective, and a §10(a) prospectus is filed with the SEC:

· Written confirmations exempt from §5(b)(1) don’t need to be accompanied by §10(a) prospectus.

· §5(b)(2) is deemed to be satisfied; no prospectus delivery required upon transfer of securities.

Rule 173 – Notice of Registration
· If there was a delivery requirement, but no prospectus was sent in reliance of  Rule 172, within 2 days, must provide purchaser final prospectus, or notice that the sale was made pursuant to a final prospectus.

· This lets purchasers know they have rights under Section 11 and 12(a)(2). 

· Compliance with Rule 173 is not a condition to use Rule 172.

C. Civil Liability under the Securities Act 

· Section 11: misstatements in the registration statement (at time it becomes effective)

· Section 12(a)(1): violation of gun jumping rules

· Section 12(a)(2): fraud relating to prospectus (at the time it is used)
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Common Law Fraud (But note getting Section 11 and 12 liability is easier to show than CL)

· Misrepresentation of a fact

· Fact is material

· Scienter

· Reliance

· Loss Causation

· Damages


1. Section 11 
(a) Standing : 
· OPTION 1: Section 11A 

· In case any part of the registration statement, when such part became effective, contained an untrue statement of a material fact …. any person acquiring such security (unless it is proved that at the time of such acquisition he knew of such untruth or omission)…may . . . sue…( “Tracing” requirement

· Potential defedents include the people lied in section 11(a)… as well as the controlling persons.. (section 15).. this is people who have the power to direct the policies.. people that have more than 50% 

· Krim v. pcOrder.com: pcOrder.com, Inc. (PCOrder) (defendant) issued two public offerings of its stock. PCOrder filed a registration statement for each offering. A group of purchasers of PCOrder stock (plaintiffs) brought suit under § 11 of the Securities Act of 1933, al eging that the registration statements contained false information. At the time of purchse 91% of the shares in the market were in the market from the IPO (there were some employee shares floating around. However to have standingto sue, there needed to be 100% traceability to all shares to the IPO. Since there was a chance that some of the shares were not traceable to the registrations tatement. No go. 
· Option 2: Section 11A
· If person “acquired the security after the issuer has made … available . . . an earning statement covering a period of at least twelve months . . . [plaintiff must prove that she] . . . acquired the security relying upon such untrue statement …”

· Statute of limitations: 

· Plaintiffs must file lawsuit within one year after finding out about fraud.

· Must file within 3 years after offering.


(b) Statutory Defendants; Elements of the Cause of Action 

· Untrue Statement of a material Fact: If registration statement “contained an untrue statement of a material fact … or omitted to state a material fact required to be stated therein or [omitted to state a material fact] necessary to make the statement therein not misleading… any person acquiring such security (unless it is proved that at the time of such acquisition he knew of such untruth or omission) may . . . sue…”
· Opinions as actionable statements (Omnicare): Company had a public offering, said that its contracts were legal in its opiion. The allegation was that under section 11, company omitted material information. Is a sincere statement of pure opinion in a Securities and Exchange Commission registration statement an untrue statement of material fact under section 11 of the Securities Act of 1933? No. A sincere statement of pure opinion in a Securities and Exchange Commission registration statement is not an untrue statement of material fact under section 11, regardless of whether an investor can ultimately prove that the belief was objectively wrong. 
· When can an opinion of belief be an untrue statement of fact?An opinion can constitute a false statement of fact if the speaker does not honestly hold the opinion, or if the opinion contains an embedded statement of fact.
· When can someone sue under pure statements of opinion?
· if a registration statement omits material facts about the issuer’s inquiry into or knowledge concerning a statement of opinion, and if those facts conflict with what a reasonable investor would take from the statement itself, then § 11’s omissions clause creates liability”

· “investor must identify particular (and material) facts going to the basis  for the issuer’s opinion—facts about the inquiry the issuer did or did not conduct or the knowledge it did or did not have—whose omission makes the opinion statement at issue misleading to a reasonable person …”

· Parties Liable Under Section 11(a): 
· Statutory List
· (1) every person who signed the registration statement…Section 6(a): “a registration statement … shall be signed by each issuer, its principal executive officer…, its principal financial officer, … and the majority of its board of directors …”
· (2) every person who was a director of ... the issuer at the time of the filing of …registration statement

· (3) every person who … is named in the registration statement as being or about to become a director

· (4) every accountant, engineer, or appraiser, or any person …named as having prepared or certified any part [e.g., report, valuation] of the registration statement [and just as to that part]
· (5) every underwriter with respect to such security. 

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

· Rule 405 – What is control? “The term control . . . means the possession, direct or indirect, of the power to direct or cause the direction of the management and policies of a person, whether through the ownership of voting securities, by contract, or otherwise.”



(d) Defenses Under Section 11: Escott v. BarChris

· Plaintiff knew of misstatement/omission when she acquired security (§11(a)).

· Misstatement not material (note effect of public corrective disclosure) (§11(a)).

· If purchase after a year of earnings is released, plaintiff must show reliance (§11(a)).

· Statute of Limitations: 1yr after learning / but never more than 3yrs (§13).

· Due Diligence Defense (§11(b)(3), Barchris)

· [N]o person, other than the issuer, shall be liable [if they can proof that]… 

· (A) as regards any [non-expertised] part of the registration statement ... , he had, after reasonable investigation, reasonable ground to believe and did believe, at the time such part of the registration statement became effective, that the statements therein were true...

· (Section11(a)(4): experts may be liable only for those parts prepared or certified by them. 

· (B) as regards any part of the registration statement purporting to be made upon his authority as an expert . . . had, after reasonable investigation, reasonable ground to believe and did believe, . . . that the statements therein were true . . .

· (C) as regards any part of the registration statement purporting to be made on the authority of an expert (other than himself) . . .  he had no reasonable ground to believe and did not believe . . . that the statements therein were untrue . . .
· What is the reasonableness standard? See 11©: In determining… what constitutes reasonable investigation and reasonable ground for belief, the standard of reasonableness shall be that required of a prudent man in the management of his own property.
· Barchris case: Company has misstatement in its registration statement (was a bowling alley co) that misstated its debt ratio, etc. Each of the execs were personally sued. As were the experts (accoutnats.. but judges alwso wanted to hit the attorneys). 
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(e) Damages: Beecher v. Able, Eichensholtz 

- Douglas Aircraft Company, Inc. (Douglas) (defendant) sold $75 million in debentures. The plaintiff brought suit based on § 11 of the Securities Act of 1933. For purposes of calculating damages, neither party wanted to value the debentures at market value. The plaintiff argued that the value should be below the debentures’ market price due to a financial crisis Douglas was experiencing. Douglas argued that the value should be above the debentures’ market price due to Douglas’s good prospects of financial recovery. 
· -Court holds that Market price merely some evidence of value and to look at all factors. Financial crisis only “temporary” and would soon be offset by improving business. There was Evidence of panic selling from 9/26-10/14: prices declines at a faster rate than earlier , increasing volume. How did court estimate value?
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· Price Paid by the investor (but not greater than Offer Price.. if the number goes up from the initial offer.. you can only subtract the offering price) – MINUS – either the value at filing is held through end of suit, or Resale price.. if sold before suit filing.. or resale price (if sold after suit filing), but no lower than value at suit filing… 

· Provided, that if the defendant proves that any portion or all of such damages represents other than the depreciation in value of such security resulting from such part of the registration statement,...  such portion of or all such damages shall not be recoverable.  (Affirmative loss causation defense

· Who has the burden to establish the loss? **LOOK THIS Up**

· At the time attorney brings lawsuit.. the market has already absorbed the fact that there was a misstatement.. and has absorbed that information in creating the correct price… 

· Stocks are generally more reliable than bonds.. for an issuer.. the market for its stock is efficient.. and the market for its bonds is not.. 

Why would market price not be a good indicator of value?

· EMH: in an efficient market, prices reflect all publicly available information.

· Are markets efficient?

· Are investors smart?  Rational?

· Is market aware of all relevant information?

· Reliability of price depends on volume of trade:

· NYSE vs. OTC

· Reporting vs. Non-Reporting issuers

· Stocks vs. bonds

Joint and Several Liability – 11(a)(f)(1)

DEFAULT . . . [A]ll or any one or more of the persons specified in subsection (a) of this section shall be jointly and severally liable, and every person who becomes liable to make any payment under this section may recover contribution …from any person who, if sued separately, would have been liable to make the same payment . .  . 

· Joint and several liability: The default is that you can sue any of the defendants in the laundry list. And then recover you entire damages.. from whoever you choose to sue.. and then that person you sued.. will have to go after the other guys

· Exceptions: 

· §11(e) : In no event shall any underwriter . . . be liable. . .for damages in excess of the total price at which the securities underwritten by him and distributed to the public were offered…

· § 11(f)(2): Outside directors face proportionate and not joint and several liability if the outside director didn’t know of violation. 

· only liable for the portion of the damage that they caused (“percentage of responsibility”).

· Adjusting Exposure to Liability: Underwriters may try to adjust their exposure to liability via contractual arrangements.

· Indemnification

· Contribution

· Should we allow these?

Eichenholtz v Brennan:
International Thoroughbred Breeders (ITB) (defendant) sought to raise money for a racetrack through the sale of securities. First Jersey (defendant), was the underwriter for the public offering. In the underwriting agreements, ITB agreed to indemnify First Jersey from any securities liability resulting from the public offerings. The plaintiffs brought suit based on § 11 of the Securities Act of 1933. Issue: Do underwriters of public offerings have a right to indemnification under the Securities Acts of 1933 and 1934? No. Underwriters of public offerings do not have a right to indemnification under the Securities Acts of 1933 and 1934 (Acts). The intent of the Acts was to protect investors, not underwriters, as well as to encourage diligence and deter negligence. Allowing indemnification of underwriters is inconsistent with these goals. Enforcing an indemnification provision in an underwriting agreement would remove all incentive for the underwriter to fully investigate the public offering. Underwriters do, however, have an express right to contribution for liability under the Acts. 

Proportionate judgment reduction rule
· Although there is a right to contribution, court can impose a contribution bar for settling defendants to encourage settlements.  

· Proportionate judgment reduction rule

· In trial of non-settling defendants, jury assesses the relative culpability of settling and non-settling defendants.  

· The non-settling defendants then only pay a percentage of the judgment corresponding to their culpability.

Example – Proportionate Judgment Reduction Rule
· Issuer settles for $10M

· Underwriter goes to court

· Jury finds total harm to be $50M 

· Jury finds underwriter was 50% culpable.

· What would be liability of U/W?

· Can U/W seek contribution from issuer?


2. Section 12(a)(1) 

· Any person who –  offers or sells a security in violation of §5 ... shall be liable to the person purchasing such security from him ... to recover the consideration paid for such security …upon the tender of such security, or for damages if he no longer owns the security.  


(a) Standing and Defendants: Pinter v. Dahl


(b) Elements of the Cause of Action; Damages and Defenses 


3. Section 12(a)(2) 
Section 12(a)(1): Violation of Gun Jumping Rules

-12(a)(1) is different from section 11 and 12(a)(2) (which both deal with fraud).. and 12(a)(1) specifically deals with the gun jumping rules. 

Differences between 12(a)1 and 11
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Setion 12(a)(1): Any person who – 
(1) offers or sells a security in violation of §5 ... . shall be liable to the person purchasing such security from him ... to recover the consideration paid for such security …upon the tender of such security, or for damages if he no longer owns the security.  shall be liable to the person purchasing such security from him [for rescissionary damages]….

· The plaintiff is someone who sold a securitiy that was sold under section 5. 

· The defendant is whoever is offering or selling that security. 

· You can sue whoever sold you a security by means of the prospectus.. or you can sue someone who solicited the person who assisted in creating the purchase… 

Damages in 12(a)(1): If there is a breach of 12(a)(1)- there can be recision. Give the security back and get their money back.

Who can be a defendant? 

· Muppet Labs sells you shares in violation of §5.

· You sell me your Muppet Labs shares.

· Can you sue Muppet Labs under § 12(a)(1)? YES there was a violation of section 5.. there is standing. 

· Can I sue you under § 12(a)(1)?

· Assume there is a violation of §5 in resale? Here you need to look if the sale violates Section 5 or not.. If there was, then I can sue you under section 5(a)(1). 

· Can I sue Muppet Labs under § 12(a)(1)? No… because you did not buy a muppet labs under 

· What if ML helped you sell your shares to me? See pinter v dahl.. 

Pinter v. Dahl

· Pinter sells unregistered fractional interests in oil and gas leases to Dahl. Dahl tells his friends about this investment opportunity and they invest. Pinter drills for oil, finds none. Suit ensues. No possible section 11 claim bc no registration. So this is a 12(a)(1) suit.. violated section 5.. not registered. I want my money back. Pinter then sues Dahl for contribution for the people he “recruited”.. to do that need to show Dahl is also liable under 12(a)(1).. So can we make Dahl a section 12(a)(1) defendant? 

· Who can be a defendant? 
· § 12(a)(1) imposes liability on the owner who passed title of security to buyer for value.   

· Pinter sold securities for value.   He’s liable. Dahl didn’t pass title of the securities to the other investors. Is Dahl in the clear?  No.. the focus is those who OFFER or SELL under 12(a)(1).. not just those who sell. NOTE OFFER. 

· Aside: What if Pinter Oil Corp., a corporation wholly owned by Pinter was the seller? One you could try and pierce the corporate veil.. Or we look to section 15.. controlling person liability.

· § 2(a)(3) defines “offer” to include “every attempt or offer to dispose of, or solicitation of an offer to buy, a security … for value”.  [SO THE QUESTION IS IF.. THE SOLICITATION.. IF HE ACTUALLY Solicited.. THEN HE WOULD BE LIABLE UNDER 12(A)(1)]

· Set of §12(a)(1) defendants broader than just person who passes title; may include a person who successfully solicits offers to purchase securities.

· “Statutory sellers” – Folks like Dahl.. liable under 12(a)(1) even though there was no passing of title from the seller to the buyer. But they fall under the language of the statute. 

· How broad should the net be -- THE COURT THEN NOW SAYS “[§ 12(a)(1)] liability extends only to the person who (i) successfully solicits the purchase,(ii)  motivated at least in part by a desire to serve his own financial interests or those of the securities owner.”

· Had Dahl received a commission.. then it is clear that he solicited the calls to further his financial interest. He was going to get a cut. 

Brain Teasters

· Which § 11 defendants meets Pinter requirements? EVERYONE IN THIS LIST.. is doing something for their own financial interest… 

· CEO/CFO – Yes.. OFFER.. and then helps the Issuer.. 

· Directors- Not really involved in the soliciting of funds.. 

· Auditors  - Under substantial factor test maybe.. but probably not under the pinter test. 

· Underwriters - they are soliciting not to make the world a better place.. but to their own profit..

· Can someone who is not a § 11 statutory defendant be liable under § 12(a)(1)?

Defenses

· No defenses under § 12(a)(1). If you violate section 5 then you are liable. 

· If you violate § 5, you’ll be (strictly) liable.  

· Lack of defenses highlights the importance of

· certainty of the “offer” and “prospectus” definition safe harbors we studied

· most importantly: § 4 exemptions to § 5 

· § 13 statute of limitations: 1 year from discovery but not more than 3 years after offer.

· NO loss causation defense.

Remedies and Damages

Remedies under a 12(a)(1) will depend on whether plaintiff still owns the security:

· Rescission (upon tender of unsold security): (Purchase Price

· Rescissionary Damages (if security was sold): (Purchase Price  – Sales price

Hypo 7

· Two years after InterTelly’s IPO, Zoe decides that InterTelly needs to raise about $50 million to launch a new marketing campaign.  

· InterTelly will conduct the offering as a private placement exempt from §5. 
· Unfortunately, InterTelly ’s selling agent, Sesame Securities, made an impermissible general solicitation in finding investors for the private placement.  

· Assume that InterTelly does not qualify for any other exemption from § 5’s registration requirements and is liable under §12(a)(1). 

· Two friends, Bert and Ernie, are investors in the InterTelly private placement.  Bert learned of the private placement from Ernie, who routinely passes on investment tips to Bert at their weekly tennis game.  

· No money ever changes hands between the two.  

· cIT IS UNLIKELY TO SEE SINCE THEY DID THE IVNESTMENT AT THE SAME TIME.

SCENARIO THREE

· Suppose that InterTelly’s attorneys, Snuffle & Gus LLP, administered the physical mailing of InterTelly’s offering memorandum to all offerees.  

· Can InterTelly sue Snuffle & Gus under § 12(a)(1) for contribution as another statutory seller?  

· What if Snuffle & Gus included with the offering memorandum a cover letter with Snuffle & Gus’s name prominently displayed at the top of the letter?

· THIS ADMINATRATIVE THING.. WOULD BE TOO BROAD> DOES NOT APPLU. EXCEPT IN SCENARIO 2.. IF IT HELPS SELL THE SECURITIES.. 

Scenario FOUR

· Suppose U.S. economy goes into a recession right after the investors purchase the stock from the private placement?  

· InterTelly’s stock falls in value due to the recession; its failure to adhere to the registration requirements has nothing to do with the stock’s decline.  

· Can InterTelly argue that the § 12(a)(1) rescission remedy and damages should be reduced?

· NO DEFENSES UNDER 12(a)(1).. strict liability.. no causation… no loss causation.. THIS IS BASICALLY A SECTION FIVE.. if someone sues you for recision.. soon as the value goes below the purchase price.. 

Scenario FIVE

Suppose that instead of holding onto his InterTelly securities purchased from the private placement at $20 per share, Bert sold the shares at $10 per share to Kermit.  Who may Bert sue?  Who may Kermit sue?

· He can get the purchase price reduced by the 10$... that was sold to Kermit.. 

· There must be an exempt from Section 5.. then bert could be in trouble.. if there was nor registration statement filed.. 

Hypo 8

· Consider Bird, an investor in the InterTelly IPO who bought 100 shares at $20 per share.  Assume that InterTelly’s underwriters failed to send a final prospectus to Bird with her confirmation and InterTelly failed to file the final prospectus with the SEC.  If InterTelly’s share price rises to $30, will she exercise her right under § 12(a)(1) to obtain rescission?  If InterTelly’s shares drop to $10 per share, will Bird pursue her § 12(a)(1) remedy? 

· At the 30.. not going to sue. Is happy. At the 10.. yes probably.. will try and get back the 20. 

· Suppose that Rosita is another investor in the InterTelly IPO.  She did receive a final prospectus with her confirmation of sale.  Can she bring suit for § 12(a)(1) rescission for InterTelly’s failure to send Bird a final prospectus with the confirmation of sale? YES CAN STILL SUE.. Just that one section 5 as to any purchaser.. screws the whole thing up. ANY PURCHASER IN THAT PARTICULAR TRANSACTION CAN NOW SUE>… EVERYONE WHO PARTICIPAITED IN THE IPI CAN NOW BRING UNDER SECTION 12(1)(1)//

· Sesame Securities is the managing underwriter for InterTelly’s IPO.  Consider the following:

· InterTelly sells to Sesame at $18.60 per share

· Sesame Securities sells to Bird at $20 per share

· Bird sells to Kermit at $10 per share

· Suppose that a § 5 violation occurred during the Waiting Period.  What damages may Bird and Kermit obtain under § 12(a)(1)?

· Issuer is a statutory seller.

· Seasame os the person who is in privity with bitd.. 

REMEMBER AN UNDERWRITER THEN.. IS JUST AS LIABLE.. AS THE MAIN. IT’S THE FIRST LINE.. 

· In a typical IPO, the price shoots up at the IPO date and eventually stock price start to decline.  Consider the following series of transactions:

· InterTelly sells to Sesame at $18.60 per share

· Sesame Securities sells to Bird at $20 per share

· Bird sells to Kermit at $30 per share (flipping his IPO share to the secondary market)

· Kermit sells to Roosevelt at $10 per share

Risk Factors in the Prospectus

What happens when you screw up? Release a press release you shouldn’t have.. you go to a show and say something wrong. 

· What you may do.. you may disclose.. in your prospectus are risk factors.. stuff that can go wrong.. material risks.. this company.. c

· Item 3 of Form S-1

· Furnish information required by Item 503 of Regulation S-K

· Item 503(c) of Regulation S-K

· Where appropriate, provide under the caption “Risk Factors” a discussion of the most significant factors that make the offering speculative or risky. …Explain how the risk affects the issuer or the securities being offered. Set forth each risk factor under a subcaption that adequately describes the risk.

NETWORKING PARTNERS INC.

· We have allowed a "cooling off" period to pass so that the effect of these press releases would be dissipated. It is uncertain whether our press releases could be held to be a violation of Section 5 of the Securities Act of 1933. If our involvement or such activities were held by a court to be in violation of the Securities Act, we could be required to repurchase the shares sold to purchasers in this offering at the original purchase price for a period of one year following the date of the violation. We would contest vigorously any claim that a violation of the Securities Act occurred…

· THE IT IS ONE YEAR FROM DISCOVERY.. ONE YEAR FROM WHEN YOU ARE LEARNING…. 

 Who can be a s 12©(2) Defendant? 

· Actual sellers (those who pass title)

· Statutory Sellers: Pinter test

· Will this include issuers in a firm commitment offering?  In a best efforts offering?

· Rule 159A: issuer is a “seller” in firm commitment underwritings (for initial distribution) – Even if the issuer does not do anything in the ordering process. 

· IPO investor can sue issuer even if there is no privity and issuer did not solicit for U/W.

· So both the issuer and the underwriter are on the hook for 12(a)(2).. 

[image: image9.png]The “Footprint” of Liability (§ 11)

Issuer.
1
Underwriters

1

o

In‘“’}; Strikethrough

Who can they sue?





 [image: image10.png]The “Footprint” of Liability (§ 12(a)(1))

Issuer

!

Underwriters

1

Can sue the underwriter in .
Investor #1
wn e

Investor #2 Cannot sue underwriters or issuer
since not in privity.
Cannot sue other secondary market
Investor #3 investors after public offering

because of §4(1).



 [image: image11.png]Issuer “Footprint” of Liability (§ 12(a)(2))
1

Underwriters

! Can sue the underwriter in privity.
Investor #1 Could sue issuer under Rule 159A.
! Cannot sue underwriters or issuer
Investor #2 . P 5
since not in privity (and assuming no
dircet solicitations).
Investor #3 Cannot sue other secondary market
investors after public offering because
of§4(a)(1) - but note dealers.




Under 12(a)(1).. cannot sue underwriters or issuer since no privity.. unless they were the first purchaser. Investor #1 generally cant sue the issuer… so they have to establish that the issuer is a statutory seller.. to get that.. if a passive issuer.. no good.. 

For  12(a)(2).. investor 2 and 3.. wont be able to sue the issuer or the underwriter.. Cannot sue underwriters or issuer since not in privity (and assuming no direct solicitations). 

Cannot sue other secondary market investors after public offering because of § 4(a)(1) – but note dealers. This said.. investor #1 can sue the seller an the issuer under rule 159(a). 

The Elements of 12(a)(2)

· Plaintiff must prove material misstatement or omission contained in prospectus.

· Don’t have to show scienter or loss causation.

· But defendants will have a defense (later). 

· Section 12(a)(2) does not mention reliance.

· What does “by means of” imply?? Is the equivalent of reliance? Does the plaintiff have to show that he read the prospectus.. if he didn’t receive i.. ro read it.. puts a little bit of burden with plaintiffs.. but they didn’t do it.. its not interpreted as such…. NO reliance requirement thus. 

Damages un 12(a)2 – remedies are different from 12(a)(2) and section 11… These are recessionary.. 

Remedies are the same as under 12(a)(1)

· Rescission (upon tender of the security) if the security has not been sold:

· Purchase Price

· Rescissionary Damages (if security sold):

· Purchase Price – Sales price

What is the scope of 12(a)(2).. not clear on what the definition of a prospectus is.. 

· Section 12(a)(2) covers fraud committed “by means of a prospectus or oral communication”.

· How should we define prospectus here?

· Any prospectus meeting the broad definition of prospectus in 2(a)(10). NO

· Only the prospectus forming Part I of the registration statement (§ 10(a) prospectus). . THIS IS WHAT WE GO WITH. But slightly expanded. It does not have to be a final prospectus. Can be an earlier draft as well. 

· Definition of prospectus for this section is.. per Gsstafson

· Written documents of wide dissemination

· Used to attract purchasers 

· In a public offering of securities
Gustafson v Alloyd Co, inc.. 

· Business stock.. still is governed by the securities act… KPMG audited the company that was getting  .. focus is financial information.. data is for this year.. they got estimates.. of what the year was going to look at.. Price: Based on preliminary financials.. Reps & Warranties re: financials were baked in to the stock purchase agreement.. The numbers were crappy.. so then they said you were expecting 100M in sales.. only 75m.. that’s life.. here is the money I owe you under the stock purchase agreement.. wind point partners is pissed.. they want to rescind the agreement.. whatever they are getting back is not enough.. According to wind point partners.. the prospectus.. is a purchase agreement.. There was no registration statement to speak of so the 12(a)(2) applies to the purchase agreement.. the PURCHASE agreement is the prospectus the plaintiffs say. 
· Prospectus of 2(a)(10).. it is a written document used to excite people of a company.. but Not a document that was publicly distributed .. from one person to another.. so not going to do it.. doesn’t help windpoint partners.. 
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Who can sue under 12(a)(2)

· The purchaser.. based on the prospectus.. and then also the people who sue

· To what extent should investors who buy in the secondary market around the time of a public offering have standing in a 12(a)(2) suit? 

· After all, disclosures in the prospectus may affect prices in secondary market trading.

· Can they sue the issuer? If not, what other actions could they bring against the issuer?

· Feiner case deals with this.  Let’s do an example.

Who has standing under §12(a)(2)?

· Investor 1 bought from A.B. in the initial distribution  (i.e., bought at IPO).  Standing? Yes.. also under rule 159a a investor 1 has a claim against section 11.. 

· Assume all IPO shares sold by U/Ws on IPO day.  Shares listed and trade at the Nasdaq. 

· Two weeks after the IPO investor 2 buys shares from  A.B.  How can this be?  This is possibl ebc they just bought back on the secondary market… and now they are back selling. Standing? Yes.. there is a 25 day period.. when does the obligation to deliver a prospectus end.. this is 25 days from the offering.. dealers.. brokers are subject to section 5.. alec brown had the duty to deliver the prospectus under section 5… this means that this sale was made by means of the prospectus.. but not bc alec brown was an underwriter in the IPO.. here alec brown is wearing a different hat.. no longer an underwriter.. there he was wearing his dealer hat. … 

· UNDERWRITERS HOWRVER ARE SUBJET TO SECTION 5 FOREVER.. JUST AS AN FYI. 

· Four weeks after IPO investor 3 buys shares from A.B. Standing? No standing.. 28 days.. more than 25… no obligation to deliver a prospectus… 

· Two weeks after IPO, Investor 4 bought from LLS Dealers.  Can Investor D sue A.B.?  LLS?  Issuer?

· Sue AB.. no.. other than a pinter scenario.. 

· Sue LLS.. yes.. dealer.. within 25 days.. 

· Issuer.. cannot sue the issuer.. 

· LLS they didn’t know… they would raise that defense.. I had no ide.. I didn’t know and I couldn’t know.. it happens.. But.. if you did the drafting of the prospectus, perhaps AB rebuys.. and then sues. That wont help.. 

Defenses Under 12(a)(2)

· Section 13 statute of limitations.

· Materiality

· Reasonable care defense in §12(a)(2): defendant “did not know, and in the exercise of reasonable care could not have known . . . ”  -- 

THIS IS A LOW STANDARD.. NO REQUIERMENT THAT YOU ACTULL CONDUCT… 
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Section 12(a)(2).. The other defense is to say.. the purchaser knew that that there was an untuth.. 

Defenses under 12(a)(2)

· Section 13 statute of limitations.

· Materiality

· Reasonable care defense in §12(a)(2): defendant “did not know, and in the exercise of reasonable care could not have known . . . ” 

· Show plaintiff knew truth (12(a)(2)).

Hypo #9.. 

· InterTelly does a seasoned public offering two years after its IPO for an additional 1 million shares of common stock at $30 per share.  

· InterTelly makes a number of misleading and material misstatements in the MD&A section of the prospectus and registration statement.  

· Consider the following purchasers …

Bird buys directly from the seasoned offering after reading the final prospectus.
· Under section 11.. yes.. need tracing.. clear that the security.. is coming from the faulty registration… against whom..? Issuer.. underwriter.. director..? CFO.. CEO… cast of characters… 

· How about a section 12(a)(2) lawsuits.. Yes.. bc bought in the offering.. They can sue either the underwriter or the issuer.. was a firm commitment offering.. issuer.. under 159a.. best efforts offering.. underwriters bc they are the statutory seller.. 

Ernie.. Ernie buys directly from the seasoned offering without reading the final prospectus (but he receives a copy).
· Can he bring section 11.. tracing requirement only. Same at bird. 

· 12(a)(2).. if he didn’t read the prospectus can the sale have happened.. that’s an interesting question.. but we dont care.. he was entitled to receive the prospectus.. mucht he way but was… 

Rosita buys shares from Bird after the offering, two months after reading the final prospectus (which she got from Ernie).
· Cannot sue bird or earnie… but can sue everyone else under section 11.. 

· If bird is an individual.. not a dealer.. there is no requirement to send a prospectus… if bird was a dealer.. then 2 months would have been helpful.. but int his case it didn’t matter… 

Defenses under 12(a)(2)… is Loss Causation.. 

YES.. you lost money.. but the loss is not due to the fraud… something else happened to your company that is independent to this issue…. Loss causation… 

· Section 13 statute of limitations.

· Information note material

· Reasonable care defense in §12(a)(2): defendant “did not know, and in the exercise of reasonable care could not have known . . . ” 

· Show plaintiff knew truth (12(a)(2)).

Show absence of loss causation under 12(b)

Section 12(b) Loss Causation… 

· In ... subsection (a)(2), if the person who offered or sold such security proves that any portion ... of the amount recoverable ... represents other than the depreciation in value  ... from such [materially misleading] part of the prospectus or oral communication, with respect to which the liability ... is asserted ... , ... such portion ... shall not be recoverable.
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· Low trading volume.. covered by one analyst… Panic selling.. only a few people selling.. they panicked.. has nothing todo with changing in value.. they freeked out.. 

· This ends civil liability … 

· Attorneys.. not to comply with section 5.. 
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D. Exemptions to Section 5 of the Securities Act 

1. Exempt Offerings 

Next topic: Avoiding Public Offerings. 

(a) Overview & Section 4(2) Offerings (including Ralston Purina, Doran)

· Are you offering/selling a security?

· IF SO: 

· You are subject to § 5

· Don’t follow § 5 and you may be liable..

· UNLESS…

· It is not a “public offering” or otherwise exempt

· Issuer or “underwriter” not involved
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Why avoid a public offering?

· Public Offering Process is Costly and Burdensome

· Lawyers, Accountants, Time

· Disclosure; Registration Statement; Prospectus

· Gun Jumping Rules

· Heightened liability under 1933 Securities Act

· Ongoing Costs of being public

· Disclosure/Compliance with Exchange Act

· Securities Litigation; Liability

· Sarbanes Oxley, Dodd-Frank, etc.

How can you get out of section 5?

· Section 3 exemptions:

· 3(a)(11): intrastate offerings – Everything happens within the state of california. We don’t get federal securities laws involved. 

· 3(b)(1): offerings w/ aggregate amount<$5M

· 3(b)(2): offerings w/ aggregate amount<$50M

· Section 4(a) exemptions:

· (1) transactions by any person other than an issuer, underwriter, or dealer. – Secondary Market Exemption-- 

· (2) transactions by an issuer not involving any public offering. – This is what an issuer can use. 

Section 4(a)(2) says: The provisions of section 5 shall not apply to ….transactions by an issuer not involving any public offering.

( Private is defined as not public.  (Private = NOT PUBLIC)


(How do we define public offering? 

The policy Rationales for Securities Laws

· informational asymmetries (issuer vs. investor)

· unsophisticated investors

· collective action problems makes it difficult and costly for investors to negotiate for information. If only one or two investors however, then it is not hard to get the correct information.. 

· dispersed investors

· protect capital markets  

General Counsel Opinion from the SEC as to 4(2) Factors that determines if the offer is public or private. 

Section 4(2) factors:

· number of offerees

· relationship of offerees to each other and issuer

· number of units offered (Are the high number of units going to = two people.. and giving them a lot of units… only $10.. tomorrow hwho knows how many).. point of this is not to get around section 5… 

· size of the offering

· manner of the offering

( How clear is this?  Anything missing?

SEC v. Ralston Purina Co. 

· What security transaction took place? Sold securities to employees.  Would offer to all employees be a public offering? Yes.. bc Ralston is big enough… issuer is not disputing that… but that’s not what they did.  How did Ralston Purina restrict the offer? Sent it to some people only. How many employees got offers?  Who were they? Sent to key employees (Ambitious, promotable, etc).. took the initiative to inquire about the stock.. 500 out of 7k emplyees.. some employees were doing things that didn’t require a deep understanding of the company.. Did the offering qualify for § 4(a)(2) exemption? No. How do we determine the scope of § 4(a)(2)? Big q is if the investors need protection. 

· Which investors do not need protection? COURT SAYS TWO PRONGS

· Sophistication.. how much do you understand.. 

· But also need to have access to information.. 
Ralston Purina Questions

· Under the Court’s interpretation, can we say definitively that an offering to ten is private?  No.. Or that an offering to 1,000 is public? Going through the Ralston Purina approach.. if all sophisticated.. and all have access to information.. why get involved?

· Who bears the burden of proof to  show whether an exemption to § 5 applies? THE PERSON CLAIMING THE EXEMPTION! It is the issuer who has to prove that the transaction is excempt. 

Doran v. Petroleum Mgmt Corp

· Doran buys $125K of unregistered shares in a limited partnership formed to drill for oil. What is Doran trying to accomplish with lawsuit? Get his money back… By saying this is a section 5 violation.. wait a second I can sue you under 12(a)(1).. you sold me unregistered.. you didn’t.. I bought from you.. 

· How many purchasers? Only 1… How many offerees?   8.. total, Was Doran sophisticated? Yes.. has an engineering degree.. plus he had money.. invested in these type of properties before.. and has a degree in petroleum engineering.. Does it matter whether the other offerees were sophisticated?  YES.. All offerees MATTER.. If the other 7 oferees were not sophisticated, then the issuer is screwed.  Is sophistication enough by itself? No.. also need access to information. 
So the litany of figuring out if something is private is: 

· Look to the SEC General Opinion

· Then look to Ralston Purina

Information Requirement

· Sophistication not enough.  Why? .. need to have info to make decisions. 

· What type of information do they need? Financial information.. information about the issuer… type of info in a registration statement… 

· How can issuer make this information “available” to all offerees?  … What are two ways? (1) Disclosure… just give it to them.. or (2) access… I don’t want to give you documents.. just come and tlak to me.. spend a day with us.

· Is availability of information a sufficient condition for 4(a)(2) exemption? Not by itself need sophistication as well to know what to ask for. REMEMBER THIS NEEDS TO BE ALL OFFERREES.. not just the purchasers…  How about relationship to issuer? It helps if there is a preexisting relationship. It is not necessary.. but it will help. 

What is the point then? 

· If a private placement under § 4(a)(2) requires making available the same type of information as the registration statement, what advantage does a private placement provide over a public offering? – NOT SUBJECT TO SECTION 11… Need to not give as thorough of information… doesn’t have to be exactly the same type! It is an easier quicker process than a public offering. 

Why do we need Safe Harbors

· 1935 SEC Opinion and Doran/Ralston Purina factors are vague and tricky.

· Burden of proof is on the issuer - while offerees may claim they were not sophisticated.

· If impermissible offers are made to some, the entire offering loses the exemption. 

· Without  exemption, issuer will be violating §5.

· If things go bad, buyers can sue under §12(a)(1). 



 (b)Regulation D
There are additional exemptions that carve out specific scenarios when an offering is not public: 

· Regulation D provides two exemptions in addition to 4(a)(2)

· Rule 504 (§3(b)(1))

· not available for Exchange Act Reporting issuers

· Rule 506 (§4(a)(2))

· Some requirements are applicable to all three…

· Rule 501 (definitions)

· Rule 502 (common requirements)

· Rule 503 (Form D filing)

OVERALL differences between 504 and 506. 
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Aggregate Offering Price

· Rule 504 offerings were  limited to an aggregate offering price of $5 million (Rule 504(b)(2)).

· Look back 12 months when computing cap. 

· Could you just do two $5 Million Rule 504 offerings by spacing them over 8 months?

· Rule 506 has no limit.
Rule 504(b)(2): Limitation on Aggregate Offering Price

· The aggregate offering price for an ]offering of securities under [Rule 504] shall not exceed $5,000,000, less the aggregate offering price for all securities sold within the twelve months before the start of and during the offering of securities under [Rule 504] or in violation of section 5(a) of the Securities Act. 

Number of Purchasers

· Rule 504: No limit on number of purchasers
· Rule 506: 35 or fewer unaccredited purchasers (506(b)(2)(i)) (infinite accredited)
· Still these securities aren’t going to be freely transferrable. SO some investors will be deterred by the lack of liquidity.

· But note! Rule 506(b)(2)(ii):  Each purchaser who is not an accredited investor … has such knowledge and experience in financial and business matters that he is capable of evaluating the merits and risks of the prospective investment, or the issuer reasonably believes immediately prior to making any sale that such purchaser comes within this description.

· How can issuer assess sophistication? Schooling.  Work history.
As noted above, infinite number of investors, but only 25 accredited. Rule 501(e): calculating number of purchasers

· Rule 501(e): Number of purchasers: Following (among others) are excluded from count:

· Relative, spouse …of purchaser (501)(e)(1)(i)).

· Any accredited investor (501)(e)(1)(iv)).

· Subject to certain conditions, corporations and  partnerships treated as one purchaser (501(e)(2)).

·  What is an accredited investor?
· Rule 501(a): Accredited Investor

· Various financial institutions [(a)(1)]

· Directors, executive officers, GP’s of issuer [(a)(4)]

· executive officer means president, vice-president in charge of a principal business unit... (R. 501(f))

· Natural persons who at time of purchase [(a)(4),(5)]:

· have a “net worth” exceeding $1 million, or
· have income of $200K ($300K jointly w/ spouse)

· Certain corporations, partnership with total assets in excess of $5M [(a)(3)]

· Entity in which all equity owners are AI’s [(a)(8)]

How do you find accredited investors?

· Issuers hire placement agents to provide access to prescreened pools of accredited investors. 

· People in the pool have filled a “suitability questionnaire.” 

· What if an investor lies or makes a mistake on the questionnaire? Is issuer in trouble? Under rule 506(b) investor seld reports and its on them. Under 506(c), there must be reasonable steps taken by the company. 
Hypo 2: 

Scene 1

· Trendy decides to do a Reg D offering to raise capital for its contemplated expansion of the marketing and distribution of its Lean Green drink. 

· Scenario 1:  Suppose Trendy raises $1 million per month over a five-month period from January 2015 to May 2015.  Sales are made to 25 unsophisticated purchasers.  Do any of the Regulation D offering types exempt Trendy from § 5? Rule 504 is okay. 506 is no good  if not accredited. IF accredited good to go. 

Scene 2

· After raising $5 million from January 2015 to May 2015, suppose that on February 1, 2016, Trendy decides to engage in a new round of financing.  Trendy seeks to raise an additional $5 million quickly in an exempt offering to twenty unsophisticated purchasers.  

· Can Trendy sell securities under either of the Regulation D exemptions? 506 is okay. Not 504 bc of the $5M cap. 

Scene 3

· Suppose that earlier in June 2014, Trendy had sold $10 million of common stock attempting to use § 4(a)(2).  Trendy made the mistake of selling to 25 investors without providing either information or access.  

· How does this earlier offering affect Trendy’s January to May, 2015 sale of securities in Scenario One? Look back 12 mo. Any money you’ve raised goes against the cap. THis wont work bc of the cap. 

Hypo 3:

· Trendy decides to do a Regulation D offering under Rule 506 to raise capital for its contemplated expansion of the marketing and distribution of Trendy’s Lean Green drink.  

· Suppose that Trendy raises $1 million per month over a five-month period from January 2015 to May 2015.  Sales are made to 35 unaccredited but sophisticated purchasers.  Trendy also makes sales to the following investors.  Do these additional sales create any problems under Regulation D? 

 Scene 1

· Trendy sells securities in the offering to all of its executive vice presidents, including to Alan, the VP for drink research and Laura, the VP for human resources. These are technically accredited. So should be okay, but HR and drink research may not be accredited bc its not a business unit. Need to ask with the VPs.. its fuzzy. Discuss. 

Scene 2

· Trendy sells securities in the offering to Dale.  

· Dale is a retiree who has a stock portfolio of $1.1 million; the entire portfolio is invested in index funds and Dale has no other significant assets or debts.  Dale lives off the dividends from the portfolio to pay for monthly expenses (Dale lives in San Francisco where monthly rents can run up to $3,000 per month for a one-bedroom apartment.)  Dale has no other source of money. Hes an accredited investor. Good to go. 

Scene 3

· Trendy sells securities to Beth.  

· Beth has a Ph.D. in financial economics from Berkeley.  Beth worked only one year for Morgan Stanley before being fired for insider trading.  During that year, however, Beth made $2,000,000 from her trading efforts and has a net worth today of $700,000 (after paying stiff civil penalties to the SEC).  Beth now froths milk for cappuccinos and makes $7.00 an hour. Not accredited. No good. 

Scene 4

· Suppose Beth shares an apartment with Andrei, one of the 35 sophisticated non-accredited purchasers in the offering.  

· If Beth and Andrei are simply good friends (but nothing more), does Beth count as a purchaser, thereby increasing the total to 36 purchasers? Counts. 

· What if Beth and Andrei were married? Does not count. Spouse or relative. 

Scene 5

· Trendy sells securities to the Trendy Investment Partnership.  TIP was formed a month prior to Trendy’s offering and consists of 50 partners.  None of the partners, individually, is an accredited investor.  TIP’s total net assets are $1 million. 

· Is this one person or 50? If its for the purpose of investing only.. count as 50. If not.. then 1. 

· Is this acceptable accredited investor? No./ Not 5M in assets. And not AIs as the owners. 

Hypo 4

Scene 1

· Trendy decides to raise $20 million through a common stock offering under Rule 506 of Regulation D.  Among purchasers who buy the stock is Howard, who is not an accredited investor.   

· Howard spent a year and a half in business school studying the financial markets (before dropping out).  Howard presently sells cool drinks from a street side vending stand in Washington Square Park in NYC.  

· Do Howard’s purchases jeopardize a Rule 506 exemption? Need to fgure out if there is room for the 25 cap. And if so, also needs to be sophisticated. 

Scene 2

· Suppose that Howard turns to his friend Nicole (an investment banker) to make investment decisions.  Do Howard’s purchases jeopardize the Rule 506 exemption? Even if Howard s not sophisticated.. the fact that Nicole is helping might make a difference. Rule 501 has the definition for a representative. If you are an unaccredited investor.. you can have an advisor who is sophisticated. 

Scene 3

· What if Nicole, Howard’s potential purchaser representative, is also a director of Trendy? Could not be a purchaser representative. Its someone who is interested. 

Rule 502(c) – General Solicitation

· Except as provided in [Rule 504(b)(1) or Rule 506(c)], neither the issuer nor any person acting on its behalf shall offer or sell the  securities by any form of general solicitation or general advertising….

In re Kenman: Sales of unregistered securities in two limited partnerships structured to meet §4(a)(2) and Rule 506 of Regulation D.  Kenman mailed out materials on the private placement to a wide variety of investors. Issue:  Whether Kenman ran afoul of the general solicitation ban under Regulation D and thus lost the exemption (and violated § 5 as a result).  How did Kenman restrict the offer?He limited them to people who were known to invest, doctors, and Executives of fortune 500 companies. 

· How does SEC define general solicitation? Basically when you make offers to a person with whom you do not have a prexsisting relationship. Without the prexsisting relationship, there is no way to ascess the sophisitication of the offeree. 

· Did solicitations comply with Rule 502(c)?

· Will statutory §4(a)(2) exemption work? You also lose this if you conduct general solicitation. 

 Mineral Lands No Action Letter (1985)

· Issuer sought to raise $500,000.  An officer of the issuer, who was also an insurance broker, was going to offer securities to his clientele. ML: We are contacting a limited number of people (600) with whom officer had pre-existing business relationship  (as insurance clients).  Most of the clientele would not qualify as accredited investors.  

Problem? A preexsisting relationship has to be the right type to ascess the sophistication of an individual. It cant just me a random person.. or a broker for someone would have that type of information about his clients. 

Rule 502(c) – General Solicitation

· In re Kenman: Pre-existing relationship is an important factor in distinguishing between general solicitation and targeted solicitation.

· Mineral: of a kind enabling  issuer “to be aware of the financial circumstances or sophistication of the persons with whom the relationship exists or that otherwise are of some substance and duration.”

· What if you have no friends? You can buy friends through hiring someone who does have a pre exsisting relationship. 

· What if you make a mistake? If there is an accidental mistake.. contact you shouldn’t have. As long as you are structured in a way that you did know before hand. Then you are good… 
· “…the question of whether or not particular activities constitute a general solicitation must always be determined in the context of the particular facts and circumstances of each case.  Thus, for example, if an offering is structured so that only persons with whom the issuer and its agents have had a prior relationship are solicited, the fact that one potential investor with whom there is no such prior relationship is called may not necessarily result in a general solicitation…”

JOBS Act §201(a)(1)  (2012)

· SEC to adopt rules removing the prohibition against general solicitation and general advertising for Rule 506 offerings sold solely to accredited investors.

· Under rules, issuers to take “reasonable steps” to verify that the purchasers are in fact accredited investors. 

· These are Rule 506(c) offerings.

· Those including non-accredited are Rule 506(b)

Securities Act §4(b) [NOT PUBLIC OFFERINGS]: Offers and sales exempt under [Rule 506(c)] shall not be deemed public offerings under the Federal securities laws as a result of general advertising or general solicitation.

Rule 506(c): Conditions to be met in offerings using general solicitation / advertising

(1) General conditions. To qualify for exemption under this section, sales must satisfy all the terms and conditions of Rule 501 and Rules 502(a) and (d).

(2) Specific conditions.


(i) All purchasers of securities sold in any offering under this Rule 506(c) are accredited investors.


(ii) The issuer shall take reasonable steps to verify that purchasers of securities sold in any offering under this Rule 506(c) are accredited investors.

NOTE: Under 506(b).. reasonable belief… for a 506(c).. there needs to be reasonable steps taken… can I see your bank statement.. your tax forms.. etc… But the benefit is .. you can engage in general solicitation

ALOS NOTE THAT UNDER 506©… the solicitations can reach unaccredited investors.. but anyone that purchases..they need to be accredited.. 

Chairwoman White at the 43rd Annual Securities Regulation Institute (Jan. 2016)

· 506(c) is “not being used perhaps as much as some would have thought it might be.”

· From 2013, when 506(c) became effective, through 2015, “you had about a $2.8 trillion sized market for 506(b) and about a $71 billion market for 506(c).”

· Evidence that “size of the 506(c) offerings are getting bigger by size. Not in numbers, but in size.”

Rule 504(b)(1)

R.502 (c) and (d) do not apply to R. 504 offering if:

· Offering made just in states that provide for registration of the securities, and require public filing and delivery to investors of a disclosure document;

· Securities have been registered in at least one state that provides for such registration, public filing and delivery before sale, offers and sales are made and the disclosure document is delivered before sale to all purchasers; or

· Offering made exclusively according to state law exemptions from registration that permit general solicitation so long as sales are made only to “accredited investors”.

Hypo 5

· Trendy moves forward with a Rule 506 offering to raise $10 million for its expansion campaign for the Lean Green drink.  Eager to find investors for the offering, Kim, the CEO of Trendy, employs West Securities to help sell the offering.  Mark, the managing partner of West Securities, is working to sell the securities.  Are these sales practices permissible under Rule 502(c)?

Scene 1

· Mark walks up and down his alma mater’s health club locker room, the Yale Club in New York, telling everyone about his offering, passing out offering circulars, and collecting purchase requests.  Assume that Mark knows everyone in the health club on a first-name basis.

· Probably not a substantive relationship.. the question is if he is engaging in general solicitation. But not clear that the preexsisting relationship has any substance. So this is probably engaging in general solitcation… 

· If it’s a 506©.. this is an engagement in general solication.. 

Scene 2

· Suppose Trendy tells West Securities that it will reduce its offering down to $5 million in order to fit within Rule 504.  Mark again goes to solicit interest from among his friends at the health club. 

· Have to file in a case that requires a disclosure statement… then the ban does not apply to them… 

Scene 3
· Mark goes to the financial district in Boston and drops in unannounced at the offices of large mutual fund managers for Fidelity, Scudder, Dreyfus, and other prominent mutual funds (all very sophisticated investors).  Mark again passes out offering circulars and collects purchase requests.  Assume that Mark only knows of the mutual fund managers by reputation, having seen their names repeatedly in the Wall Street Journal. 

· This is an example of when you do NOT need to establish a preexsisting relationship… because the reputation presceeds them. Very unlikely to be deemed a general solication or advertisement. Having a preexsisting relationship is not a necessary requirement to show that you did tno engage in a general solicitation. 

Scene 4.

· Trendy completes a Rule 506(b) offering on January 1 for $10 million in common stock, selling to ten accredited investors and twenty sophisticated purchasers.  

· Later in the year, Trendy makes a Rule 504 offering for $4 million of common stock from July 1 to July 30, selling to 30 unsophisticated purchasers.  

· Trendy makes another Rule 504 offering for $1 million of common stock from December 1 to December 15 of the same year, selling to five unsophisticated purchasers.  

· If Trendy engaged in general solicitation in all three offerings, is Trendy able to qualify for Rule 504 for the latter two offerings. (Assume no integration).

· This seems okay. The 504 offerings sum 1 M. the 10M falls under thte 506. 

· They lose the 506 exemption for sure.. general solicitation.. and then the 504… so then Rule 504.. 

· So then since the 506 is no good.. the 10M counts under the 504 cap.. because you raised 10M. 

· So the DEFINITION… for the 10M… is that they need to loop in any securitiy sales that were not otherwise exempt… 

Rule 502(b)(1) – Information Requirements

· If the issuer sells securities under Rule 506 to any purchaser that is not an accredited investor, the issuer shall furnish the information specified in paragraph (b)(2) of this section to such purchaser a reasonable time prior to sale.  The issuer is not required to furnish the specified information to purchasers when it sells securities under Rule 504, or to any accredited investor.

506(b)(1) Infor requirements 

· For Rule 504 offerings: no mandated disclosure.

· But watch out for blue sky laws (no preemption)

· For Rule 506 offerings:

· For accredited investors - no mandated disclosure.

· For non-accredited investors you need to disclose certain  information, depending on:

· Type of issuer

· Size of the offering

· Rule 502(b) – non-accredited investors must receive notice of information given to accredited investors.
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Limitations on resales - 502(d) – Cannot turn around and resell securities right away. 

· “Securities acquired... under Regulation D... shall have the status of securities acquired under section 4(2) of the Act and cannot be resold without registration under the Act or an exemption there from.”

· For Rule 504 transactions, there is no limit on resales if offering complies with state law registration requirements (Rule 504(b)(1)). – if offering a 504 offering.. and offering complies with state registration requirement. Then ivnestors can freely reell the securities. May be difficult for investors to find purchasers.

Limitations on resales - 502(d): The issuer must take steps to figure out that they are not underwriters.. people buying with the view to resell those securities. 

· Issuer must show reasonable care that purchasers are not “underwriters”  by, for example:

· inquiry that purchaser acquires securities for himself and with investment intent

· written disclosure of the limitation to resell

· placement of a legend on the certificate or document (stating conditions; opinion)

· stop transfer order to stock transfer agent

INTEGRATION

· There are many ways to recharacterize offerings to “game” the Regulation D rules/conditions.

· Integration Doctorine—putting multiple offerings together as one offering. 

· Factors relevant in determining whether separate offers and sales should be integrated:

1. single plan of financing – are these two financings planned at the same time. 

2. same general purpose – 

3. same class of securities- is it the same type of securities. Is it Common stock and common stock, or common stock and bonds?

4. same type of consideration 

5. same time period – MOST IMPORTANT.. 

· 6 mo’s: rebuttable presumption  .. one more than 6 mo.. presumption hat they are separate and tha the offerings should not be integrated. 

· 12 mo’ s: conclusive presumption – after 12 mo.. that’s a conclusive presumption… regardless of the other factors… 
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Rule 152 -  Subsequent Public Offers

· The phrase “transactions by an issuer not involving any public offering” in Section 4(a)(2) 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 registration statement…

Rule 155(b) – Integration of Abandoned Offerings - Abandoned private offering followed by a registered offering

· A private offering will not be considered part of an offering for which the issuer later files a registration statement if (among other):

· No securities were sold in the private offering

· All offering activity in the private offering is terminated before filing registration statement;

· Issuer does not file registration statement until at least 30 days after termination of all offering activity in the private offering (unless only accredited investors or sophisticated investors were involved)

Rule 155(c) – Integration of Abandoned Offerings - Abandoned registered offering followed by a private offering

· An offering for which  issuer filed a registration statement will not be considered part of a later commenced private offering if (among other):

· No securities were sold in the registered offering

· Issuer withdraws the registration statemen

· Wait 30 calendar days after withdrawal of registration statement

Hypo 8, Scene 1

· Trendy is contemplating a private placement to raise $10M to fund its Lean Green drink expansion campaign.  Trendy wants to raise money by:

· sales using a broker-dealer that has contacts with 35 individual investors (non-accredited but sophisticated) who want to purchase about $5m of common stock.

· cold calls to 35 individual investors (assume all accredited) to sell the remaining $5M.

· If there were no integration doctrine, how could Trendy structure its transactions within Regulation D, allowing it to raise all this money in the next month? 

· How would the integration doctrine factors apply to these three offerings? Strongly suggest.. tht there has been a structured finance.. a single plan to raise 10M… something to do with energy drinks.. 

Hypo 8, Scene 2

· Trendy instead decides to do the following two offerings: 

· On January 1, Trendy conducts a Rule 504 offering of preferred stock sold through its brokers to investors with whom the company has a pre-existing relationship.  The offering raises $5 million and the proceeds are used to expand its Lean Green production facilities.  Thirty purchasers (non-accredited) are involved in the offering.   

· Two years later, Trendy’s new marketing consultant engages in a new marketing campaign for Lean Green.  To fund the campaign, Trendy conducts a private placement under Rule 506 for $10 million of bonds to 10 purchasers (non-accredited) in return for the purchasers’ marketing efforts. 

· Just because you are within 6 months of time doesn’t mean you automoatically integrate… you still argue that other other factors point… even if you had 5 months in between…. 

Rule 508- Insignificant deviations – if you don’t comply with a termt hats not significant.. then you will be fine. But.. going over the maximum offering amounts.. this is a significant violation… 

· Failure to comply with a term will not lead to the loss of the exemption if:

· the term does not protect the complaining party

· failure was insignificant with respect to offering

· good faith and reasonable attempt to comply

· Violations of certain terms are not insignificant:

· maximum offering amounts

· number of purchasers.. also a significant violation..  (but “reasonably believes…”)

· prohibition of general solicitation (but Rel. No. 6825)

· Shield against 12(a)(1); SEC can bring enforcement action.

Release No. 6825 (Mar. 14, 1989)

· “…the question of whether or not particular activities constitute a general solicitation must always be determined in the context of the particular facts and  circumstances of each case.  Thus, for example, if an offering is structured so that only persons with whom the issuer and its agents have had a prior relationship are solicited, the fact that one potential investor with whom there is no such prior relationship is called may not necessarily result in a general solicitation.”

Form D- Rule 503

· Issuers conducting an offering under Rule 504, 505 or 506 file a Form D with the SEC within fifteen days of the start of the offering.

· Form D contains very basic information:

· Names of the promoters of the offer; 10% owners; executive officers, directors

· Broker dealers assisting, their commission

· Minimum investment amount, offering price, number of investors

· Use of proceeds, expenses

Rule 506(d)- Bad Actors

· (1) No exemption under this section shall be available for a sale of securities if the issuer, any director, executive officer, other officer participating in the offering…; any beneficial owner of 20% or more of the issuer's outstanding voting equity securities…; any person that has been or will be paid (directly or indirectly) remuneration for solicitation of purchasers in connection with such sale of securities…




(c) Regulation A



Regulation A – Basics (pre-JOBS Act)

· Pre JOBS act. Reg A was not that interesting because you could only raise $5M. But does have a lot of benefits. Securities that were issued under Reg A.. were not restricted like Reg D securities. 

· Section 3(b) small “public offering” exemption for non-Exchange Act reporting companies issuing debt and equity securities

· $5 million in any 12-mo period (just count Reg A). 

· Reg. A securities are not restricted (can be resold).

· No Exchange Act reporting obligations after the offering (unless it is a “public” company).

· File offering statement with SEC; provide investors offering circular (no §11 liability; BUT §12(a)(2)- this was an open question) – This is lilke a mini mini mini public offering. 

· Can test the waters in pre-filing period. This allows you to make offers before filing the offering statement. Any point in time during the process. 

· Must comply with state law – this is technically a minus of Reg A. No State law premetion. 
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JOBS Act & Section 3(b)(2) – JOBS act made some changes to Reg A. Added an exemption similar to Reg A. 

· SEC to add an exemption similar to Regulation A:

· Securities may be offered and sold publicly.

· Securities sold are not restricted.

· Issuer may solicit interest prior to filing any offering statement (conditions to be set by SEC).

· But: 

· Aggregate offering amount limit for 12 month period is $50,000,000. (This is10x the prior limir)

· Section 12(a)(2) liability applies (explicitly) .. here is was explicit that section 12(a)(2) applied. 

REGULATION A+ - Rule 251 – Intended for small companies to raise capital. 

· “Tier 1”: like pre-JOBS Reg. A, but up to $20m

· “Tier 2”: up to $50M (12 months)

· audited financials

· ongoing reports (annual, semi, current)

· investment limitations for non-accredited’s

· no need to comply with state securities laws – State law is prempted. 

· New provisions applicable for Tier 1 and Tier 2

· test waters before/after filing

· submit confidential draft

Rule 251(c) – Integration

Offers or sales made in reliance on Regulation A will not be integrated with: 

· Prior offers or sales of securities; or

· Subsequent offers or sales of securities that are:

· Registered under the Securities Act

· Exempt from registration under §4(a)(6) 

· Made more than 6 months after the completion of the Regulation A offering

· NOTE THAT.. if there is more than 6 months. The presumption is no integration. But even taking this off the table, the above.. are never going to integratie. These are essentially registered offerings.. and rowed funding. 



(e) Intrastate Offerings 

INTRASTTE OFFERINGS

Section 3(a)(11) – Intrastate Offerings - Construed narrowly by SEC and the courts
. . . [t]he provisions of this title shall not apply to any of the following classes of securities:

11.
Any security which is a part of an issue offered and sold only to persons resident within a single State or Territory, where the issuer of such security is a person resident and doing business within or, if a corporation, incorporated by and doing business within, such State or Territory. 

- Potentially no disclosure requierements. So they can be sold freely instate..

COMPLETE LIST OF SECTION 5 EXEMPTIONS

· Section 4(2)

· Regulation D  (Rules 504, 505 and 506)

· Small/Mini Public Offerings (Reg A; 3(b)(2))

· Crowdfunding (Section 4(a)(6))

· 3(a)(11) Intrastate Offerings & Rule 147

Securities Act Release 4434 (1961)  - 

· Basic prerequisites for instrastate offering:

· Local investors (e.g., integration (you can have Reg D offerings integrate into an offering.. so then youll get screwed…. Need to keep in mind f there are only pepeople from within a state), coming to rest(if someone buys in CA and then sells immediately to someone form Oregon, then you lose the exmption. The securities did not come to rest on Californias.)

· Local companies (e.g., resident, doing business)

· Local Financing (e.g., use of proceeds (cannot plan to use the funds in a different state. Needs to be within California))

· Section 12(a)(2) liability (?) (Gustafson) .. Yes. To the extent that you use a written document to attract thr interest … if the manner is public in nature.. then you can end up with section 12(a)(2) liability. 
· Rule 10b-5 liability – All exemptions have this liability!!!!!!!!!!!! Still have 10b-5

· No disclosure requirements 

· Offers to out of staters

· No ban on general advertising (but beware!) .. offers to out of state may ruin exemption. 

· No resale restrictions (but beware!) .. must settle in CA> 

· No dollar limit (but beware!) .. the more you raise.. the more likely it is that someone is going to screw you up. Sell to the wrong person.. etc… 

Busch v. Carpenter (10th 1987)

· Here sonic incorporates in Utah. Then not long after that it issued 500k in securities. Do so under theitnerested exemption. A few months pass, and the company is couted for a merger. Company was going to start to drill gas. At that point they had not done anything. Proud Utah companies.. and then they are looking for resources to exploit in Utah. Time passes.. and then.. they merge.. with the illinoise company. Illinoise merger though.. the only real assets.. was the capital… soon after the merger, you have resales.. to out of state investors..ruining exemption. 

· Argument is that sonic could not rely on the 3(a)(11) offering… the first is the resales… by sonic investors.. to out od state investors… did that distroly the 3(a)(11)…?

· Does issuer have burden of showing investment intent of each initial purchaser in Utah offering? What does the issuer have to prove?? Burden of prrof is on the issuer… the issuer has to show that only in state bought the securities. But then the plaintiff hsas to show that there was a lack o investment intent from those who bought it. 

· Issuer bears initial burden of making prima facie case that only in-state persons bought securities. Plaintiffs has to show a lack of investment intent on the part of purchasers. Here no evidence shown either way – so since burden is on plaintiffs, they lose on this issue.  

· What may have driven resales? .. the merger.. mabybe some people realized that the company is crappy. Another is.. I invested in a Utah Company.. now someone in Illinoise is playing with my money.. when there is a change of circumstance like that.. the fact that you resell.. it becomes less clear if you did not have investment intent. Someone says you couldn’t hold on for 6 mo.. But then there is a change of circumstances.. but something happened.. and you got out. 

What does it meant o do business in a state?

· Proceeds used in that state.

· Was Sonic “doing business” in Utah? – I was soliciting investors in Utah. Paying rent in Utah. Had accountant in Utah. It is tricky because sonic is a new company.. all income producing activity.. should be.. for Utah.. for more mature company.. the focus is on.. WHERE IS YOUR INCOEM EARNED.. Not where your CEO plays golf or where you books are. 

·  require “predominant” amount of income-producing activity

· bookkeeping, etc., not income producing   

Did use of proceeds out of state result in loss of § 3(a)(11) exemption?

· Is fact that most of proceeds were ultimately not used in Utah determinative? Not inself determative… Its about the intent at the time of the offering.. the issuer should have intended.. 

· Proceeds must be intended for use in-state. 

· Court seems to focus on the intent at the time of the offering, not what actually happened. 

· Question of fact re: intent for the use of proceeds precludes summary judgment. SOME POSSIBLE LEADS… did they try to find.. any opportunieis. Did you go around.. looking for other investment opportunities.. if nothing to show..

· So what happens after time the money is invested is not as important. But what is important is the issuer. 

Need for safe harbor (again)…re: When one is doing business. 

· How to determine if issuer is doing business in state?  Not clear. So we need a safe harbor. 

· How do we know when sales to in-state investors “come to rest” (so can be resold out of state)? Often measured by the passage of time. Expose to the financial risk of investing in that business.

· How about integration?  When will sales to investors outside the state be integrated?  

· If you are using the integration.. is there a concern.. that sales to out of state investors could destroy your intrastate offering exemption. 

· NOTE: Rule 502(a) only applies to protect Reg D offerings against integration with other offers.

· So basically 502(a) protects Reg D from having non accredited investor integrated in. but what it does not do, is protect an itnerastate from being integrated with a Reg D. 

Rule 147 and Rule 147A  Safe Harbors

· Rule 147 safe harbor – if you meet requirements your offering qualifies under §3(a)(11). 

· Rule 147A provides an independent exemption from § 5 (it’s based on SEC’s 28 authority). No based on section 3(a)(11)… 

· Generally more flexible than Rule 147

Rule 147(c) -Nature of Issuer

· Issuer “resident: in a state: 

· Incorporated/ organized under state law SEE Rule 147A©
· Has principla place of doing in a state

· Issuer doing business in a state if… 

· 80% of gross revenues come fromt hat state. 

· 80% assets int hat states. 

· Most of employees. 

· 80% of net proceeds to be..
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Rule 147(d)- Offerees Residence

· Offers and sales only to residents of stare or those who issuer reasonably believes are residents of the satate. Reasonable belief needs to bemore than signing a contract. Must be signing a utility bill, etc. 

· Individuals is deemed to be a residence of the state if his principle in the state… 

· Dor corps and partnerhsips act as investors.. their residence is determined by the location of the principle office… when they are acting as investors… 

· Can’t circumvent by organizing a corporation domiciled in state to purchase securities; look through to beneficial owners in that case. 

· NOTE: For 147(a) offerings.. we don’t require that offers only be to state residents. Only sales… because its hard to make sure you are not making offers to oyt of stators. 

· SO NOTE.// 147 trcks 3(a)(11).. 147 is its OWN beast… 

Rule 147/147A (b),(e), (f) & Misc.

· Resales limited to in-state until they come to rest

· Otherwise, not restricted

· Securities deemed to come to rest after 6 months

· Issuer precautions against out of state offers/sales

· e.g., include a legend, transfer restrictions

· doesn’t lose exemption if “bad” resale occurs (new)

· No (federal) disclosure requirements

· No ban on general solicitation/advertisement

· Rule 10b-5 liability; possible Section 12(a)(2)

Rules 147(g), 147A(g) – Integration

Rule 147/147A offers not integrated with…

· Offers or sales made prior to the commencement of offers and sales under Rule 147/147A

· Offers or sales made more than 6 months after offering conducted under Rule 147/147A

· For some offerings, no need to wait 6 months

· Registered offering

· Reg A offerings

· Crowdfundings

Hypo 20, Scene 1

· Trendy sells $20 million of common stock in an intrastate offering solely to California residents.  

· Incorporated and headquartered in California, Trendy plans on using the proceeds to finance additional drink-related research and development at its lab located in Berkeley, CA.  

· Research expenditures typically include purchasing a large amount of raw materials from around the globe (e.g., exotic plant roots, etc. to use in formulating new drinks).  Assume that at least 50% of the proceeds will be used to purchase these raw materials for use in the Berkeley lab.  

· Does the offering comply with Rule 147 or 147A? The issue here is.. were the funds used in California.. or not… Sometimes your need to ipiort stuff where you build stuff.. and we care about where you build stuff. 

· What if Trendy, in conducting the $20 million intrastate offering, circulates an offering memorandum rife with inaccuracies relating to the background of Trendy’s officers and directors? HERE there is potential 10-b-5 liability.. bc antifraud provisions still apply. Also potentially 12(a)(2).

Hypo 20 Scene 4

· Mitu, a purchaser of the securities in Trendy’s California intrastate offering, suddenly finds out that he needs a new car three months after making his investment.  Mitu liquidates his Trendy holdings (his only liquid asset) to purchase the car, selling the securities to his brother-in-law in New York.

· Problem? Yes.. coming to rest.. or not.. here there is only 3 months… then the 6 months harbor… so that’s a poteontial problem.. A cople thigns to note.. the issuer is not responcible in the sense.. we will discuss this more in the coming class… just because he sells within3  months.. doesn’t mean that someone does not have investment intent.. but something unexpected happened..  and then he had to sell them. Having to buy a new car usually doesn’t qULIFY THOUGH.. 

Hypo 20 Scene 5

· In conducting an intrastate offering under Rule 147, Trendy makes a mistake.  It fails to check for the residency of one out of 500 investors in its offerings.  As it turns out, the one investor recently moved to Arizona.  Does Trendy’s offering still qualify under Rule 147/147A?

· What if the investor moved to Arizona one week after the purchase?

· NEEDS TO HAVE A REASONABLE BELIEF.. MAUBE THEY HAD SOME DOCUMENTS FROM THIS GUY.. THE ANSWER IS NOT CLEAR.. A FEW YEARS AGO.. IT SUCKS TO BE TRENDY… IF INVESTOR MOVES ONE WEEK AFTER THE PURCHASE.. THEN THERE IS NOT AN ISSUE… 

HYPO 6. 147A offering. Then a mo later a 506 offering. Basically.. the safe harbor does not protect.. bc of integration. This does not mean you automatically integrate.. but you look at the integration factod.. what securities.. was purpose…. Whats the purpose.. may be different purposes.. manering is also different. 


2. Secondary Market Transactions 


(a)The Definition of Underwriter (including Gilligan, Chinese Consolidated) 

RESALE OF SECURITIES

1933 Securities Act

· Are you offering/selling a security?

· IF SO: 

· You are subject to § 5

· Don’t follow § 5 and you may be liable

· UNLESS…

· Exemption for issuer: 4(2), Reg D, 3(a)(11)/R147

· Secondary market transaction (not issuer): 4(1)

· Secondary trading vs. secondary distribution

· Restricted securities resales

· Control person resales

· When an investors sells they need to comply with section 5. Or there needs to be exemptions. If there are no exemptions then the purchaser can sue the seller under 12(a)(5). 

· Having a purchaser sell a security you may disrupt integration. If the buyer is unaccredited or unsophisticated. SO the issuer can be hurt. Integration asks if the resale is part of the initial offering. Which can screw up a safe harbor. 

· Transactions end when the securities issued in a transaction come to rest. What happens after that, its another set of transactions. Securities comes to rest when the investor had investment intent. And investment intent can be shown by holding the securities. 

Section 4(a)(1)
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IF YOU ARE DEEMED AN underwriter.. then you are not deemed to fall under the 4(a)(1) protection. 

WHO IS AN UNDERWRITER? It is tricky to figure out who is an underwriter. Underwriters can be moret han just underwriters that act in the offering like the bank.. its more broad. 

Underwriters – Section 2(a)(11)

The term "underwriter" means any person who has purchased from an issuer with a view to … the distribution of any security…This is like goldman sachs. 

Gilligan, Will & Co. v. SEC (2nd 1959)

· Crowell-Collier issues convertible debentures.  August 1955: Gilligan purchased some of these-- was told that Crowell-Collier had “turned a corner” and would be heading into profitability. sent letter representing that was purchasing with investment intent (had no intent to distribute). May 1956: After noticing that advertising revenues were falling, Gilligan converted the debentures into common stock and sold stock on AMEX.

· Was the sale of stock registered?  Had the stock been previously sold in a registered offering? No. These were not registered. 

· What exemption from § 5 is Gilligan trying to use? Trying to 4(a)(1). 

· Who has burden of proof that § 4(a)(1) applies? WHOEVER WANTS TO RELYI ON THE EXEMPTION HAS THE BURDEN OF PROOF. 

· What does person need to prove? THAT THEY ARE NOT AN ISSUE, DEALER, OR UNDERWRITER. TO show not an underwriter need to show that I didn’t buy with a view to distribute. 

· As an aside: Case is about Gilligan resale of stock, but how about the conversion itself (trade of debenture for stock)?  Did Crower Collier violate Section 5 in effecting such exchange?

· Section 3(a)(9) Exchange Offers “[T]he provisions of this subchapter shall not apply to any of the following classes of securities:….. “any security exchanged by the issuer with its existing security holders exclusively where no commission or other remuneration is paid or given directly or indirectly for soliciting such exchange.”

· Note: excludes bankruptcy recapitalizations

· Was Gilligan an underwriter?
“View to”

· Were securities held for investment purpose?  If so, then they were not purchased “with a view to”.

· So they would have “come to rest” on Gilligan. Look at the behavior. If you sell after just a few months, its not a very long time. If for 5 years, then they resold. 

· Is buying securities with the intent of retaining them only if issuer continues to operate profitably “purchasing with view” to resell? Yes. You need to ride the wave good or bad. That is invest ment intent. 

· How about investor’s changed circumstances? Potentially… but the SEC does not like it. People who invest in exempt offerings.. if the most liquid that the person has.. the person does not have enough money but its unlikely. Or second it has to be a catastrophic event. 

· How about passage of time? Yes. If you hold for 3 years.. ou can resell them. If you hold more than two years, then we presume investment intent. If you sell shorter than 2 years, then distribution is presumed. 

HOW LONG MUST ONE HOLD A SECURITY TO VIEW IT AS HAVING COME TO REST
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Why does passage of time matter? The information advantage fuzzy had… over the folks that did not participait in the 506b offering.. its gone by year two.. that info is stale.. 6 mos you worry….. SO… the deal is.. the informational advantage disappears over time that the purchaser had.. to the repurchase. 

Need both:

· “view to” (investment intent; not for resale)
· “distribution” (public offering, Ralston Purina )
If someone sells without it coming to rest.. if there is a quick sale.. this may still make an issue for the issuer because that.. 

· Most of the time time its okay.. usually investors are accredited… 

Gilligan Hypo

Suppose Gilligan resold his shares to Wentworth Investments, a Wall Street investment bank, within days of purchasing them from Crowell-Collier.  Wentworth signs a letter stipulating that “said debentures are being purchased for investment and the undersigned has no present intention of distributing the same.”  

· Has Gilligan violated § 5? Yes there is the exemption under 4(a)(1).. where he is not an underwriter.. even though he did have a view to distribute.. but it wasn’t a distribution.. 

· Could Wentworth turn around and sell them? .. no.. they still need to find an exemption.. Gilligan could do offer 4(a)(1)… Still need to find a rich person to send to.. 

· Takeaway.. Gilligan can use 4a1// can do so.. bc it’s a private sale… Gilligan is off the hook. But muppet labs has to worry bc wentworth becomes part of the offering. Probably okay.. wentworth can play abll. The securities are still restricted from Wentwroth

Was Gilligan was an underwriter?
“Distribute”

· What is a distribution? Distribution is not defined in the act… so courts get to then defin distribution…. 

· Which definition do we use? A distribution is focused on.. what the investor reselling is doing… A public offering***** What type of investors. Do they have access to information. Does he have a preexsisting relationship Borrow fro the prior week. 

· Was there a distribution here? Yes. This was a slam dunk. When you sell to the public, it’s a distribution. 

Wearing our counsel hats…

· Issuer does not want a resale to destroy the exemption it used to offer the securities.   What can it do? 

· Ex-ante: Verify that people are buying with investment intent (i.e., not with a “view to”). Signing a document is one thing.. but also look at their finances.

· Ex-post: restrict purchaser’s ability to resell in a manner that would be deemed a distribution. .. can tell them before secutiries.. need to contact them first… Spooky investory… then you lose control. 

· Investors want to avoid facing excessive burdens on their ability to resell in the future.  How can they protect themselves?

· Binding company to provide information in the future or having registration rights agreements.

Some loose ends…

· What if an investor buys shares directly from an underwriter during a registered public offering and then resells almost immediately to a number of unsophisticated investors? Nothing happens. They are unrestricted securities. 

· What if investor uses a broker to assist in transaction – would presence of broker destroy exemption? If the broker is just a transaction agent, then its no big deal.. unsolicited transaction. Stamping and mailing stuff.. 

Section 2(a)(11) – U/W Definition

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

(So underwriter definition extends beyond those who purchase with view to distribute…

SEC v. Chinese Consolidated Benevolent Association (2nd 1941)

· Why is China issuing $500M in bonds?  TO raise money. To fight Japan. Who is CCBA?  What are they doing? These are Chinese people.. trying to get the people to help China. Did CCBA have any ties with Chinese government?  Were they compensated for their actions? China doesn’t know that these people exist.. not aware about the benevolent association is selling bonds.. tries to tell people. They need the money.. what else do they do… The CCBA was part of the transaction.. they were acting as an underwriter.. this is the only roll that they can have. Argument is.. we are not getting paid.. no understanding or contract with china… 

· According to the court.. all of that stuff is not going to matter The court says.. they were engaged in solicitation.. they were contacting investors to arouse interest. To the benefit of the issuer. IT was to benefit China.

CCBA Hypo


What if the Wall Street Journal’s editorial page opines that the bonds are not only a good investment but also a good way of showing America’s support for China?  Not really for the benefit of China.. it’s a good investment.. Would the editorial page be considered an underwriter or part of the issuer’s transaction? NO. 

CCBA “Review” Question

· Assume that shortly after buying the Bonds, some of the U.S. purchasers sue the CCBA under section 12(a)(1) of the Securities Act, seeking to recover the amounts they paid for the bonds. 

· THIS IS PINTER SELLERS… this is for the benefit.. need to establish.. what the CCBA did.. they did for the benefit not of the CCBA necessarily.. but they did so for the financial benefit of the underwriter…….

· Would the CCBA would be liable to them. (You may assume that the bond issue was neither registered nor exempt from registration.)

Hypo 1 - 648


Suppose that Desert Tours Inc., a competitor of Island Tours, has yet to go public.  Instead, Desert Tours has raised capital exclusively through private placements of common stock to accredited investors.  Consider the following resales by those accredited investors.

Scene 1

· Gilligan purchased 2,000 shares of Desert Tours for a total of $200,000 in one of the private placements.  

· At the time of the offering, Gilligan believed that Desert Tours was a highly speculative investment.  

· Over the first few months after private placement, Desert Tours made far greater profits than expected. 

· 6 months after his purchase, Gilligan is sure his stock is now worth a lot more than what he paid for it.  

· Can he cash in by reselling his shares to retail investors in the secondary market? Is he an underwriter… we need to ask if there is investment intent.. but what he can argue.. is that the issuer did better than they thought they would.. but that doesn’t work here.. in the crowell case.. crapier than expected.. issuer is better than expected.. still the same answer… 

Hypo 1, Scene 1½

· Same facts, but instead of reselling to retail investors, Gilligan resells the securities to Warren, a highly sophisticated investor from Omaha?  

· Assume Desert Tours supplied Warren with an up-to-date offering circular containing the same information as a formal registration statement.

· Say Warren purchases the securities from Gilligan.  Can he turn around and freely resell to anyone?

· Still no investment intent.. but now not engaged in a distribution… hes gaining lots of information.. not a distribution.. in this case Gilligan can sell.. bc.. in this scenarios no. Not registered……



(b) Control Person Resales (including Wolfson)

HYPO 1 Scene 3

· Mary Ann purchased 2,000 shares of Desert Tours for $200,000.  Assume that she obtained an offering circular at the time of the private placement giving detailed information on Desert Tour’s business and finances.  

· Three years have passed since Mary Ann purchased shares in the private placement.  She would now like to resell her shares in the secondary market.  

· Desert Tours – a highly secretive company – has made no disclosures since the private placement.  

· Can Mary Ann sell?  She is not an underwriter because she had investment inten. Its irrelevant, she didn’t buy with the view to resell, long enough. We allow for this amount of time because the informational difficiency from the offering has passed. 

· What if she was an officer of Desert Tours? IN this situation then she has an information advantage of other investors in the market. THUS we treat control persons a little bit differently. 
Underwriters under Section 2(a)(11)

The term "underwriter" means any person who has purchased from an issuer with a view to, or offers or sells for an issuer in connection with, the distribution of any security. . .As used in this paragraph, the term “issuer” shall include . . . any person directly or indirectly controlling or controlled by the issuer…

SO WHO IS AN UDNERWRITER? 

· Any person who purchases securities from an issuer with a view towards distribution (Gilligan)

· Any person who offers or sells for an issuer in connection with a distribution (CCBA)
· Section 2(a)(11) Any person who (i) purchases from or (ii) offers or sells for a control person when such purchase or assistance is a part of a distribution by control person
· Who ever is helping the person sell the securities int his scenario, like a broker, could be seen as an underwriter. 

Resales by control persons

· Why do we restrict resale of securities sold in a private offering?  TO prevent informational adisatvantage of investors. 

· Why should we be more strict with control persons? Because they have an information advantage. 

Rule 405 – Definition of Control 

· The term control …means the possession, direct or indirect, of the power to direct or cause the direction of the management and policies of a person, whether through the ownership of voting securities, by contract, or otherwise. [includes ceo or cfo..]

· Another definition (from House records back in 1930s) : can compel issuer to obtain signatures necessary to file a registration statement covering the control person securities.  [probably too narrow—would need a lot of control to do this since it requires a lot of signoff]

Two types of underwriter

· Underwriter for the uissuer, but also an underwriter for the control person. 

Hypo 2, Scene 1
· Skipper is the CEO of Island Tours and owns 40% of the outstanding common stock. Skipper is also the Chairman of the board. 

· Suppose that Skipper decides to resell 1 million of his own Island Tours’ shares on the Nasdaq.  Skipper plans to sell the shares in many transactions over time to reduce the negative impact on the stock price from such a large amount of shares entering the market.

· Do Skipper’s sales raise concerns for public investors? 

· If I’m in the market buying securities, I don’t want to know who you are. But if I buying from a control person but because I would want to know. Because you draw certain inferences from that. So we make it so that people can sell their stock if they are controlling person.. but you need to disclose that you are a controlling person. 

Hypo 2, Scene 2

· Howell has 2% of the outstanding common stock of Island Tours.  Suppose that Howell sits on the board of directors of Island Tours.  Howell’s board position affords him access to many internal details about Island Tours.  Howell decides to sell 10,000 shares of Island Tours on the Nasdaq. 

· Is Howell a control person? Yes.. because he is a member of the board!!!!!! 

· Does Howell’s sale raise concerns for public investors? 

US v. Wolfson

· Wolfson & friends own 40% of shares of Continental. Is  Wolfson a control person? Yes. He made all decisions. Wolfson (and others) sold shares through six brokerage houses in the over-the-counter market.  How much did they sell? 400k shares. Was a registration statement in effect? NO. Did Wolfson enjoy an informational advantage over secondary market purchasers? YES. Sales were unsolicited.  Would purchaser like to know Wolfson is the seller? Yes.

· Can Wolfson rely on 4(a)(1)? ONLY IF THERE IS NO ISESUER, UNDERWRITER, OR DEALER? Is Wolfson an issuer, underwriter or dealer?  Not an underwriter. Not viewing to distributing. If not a control person this would be an esay case. But olson is a control person… In this situation the BROKER is the underwriter… This is what does him in.. its that the brokers assisting him as a control person ARE THE UDNERWRITERS. 

Wolfson Hypo

· What if  Wolfson had simply sold 400,000 shares in a negotiated transaction with Warren a sophisticated (and extremely successful) investor from Omaha, Nebraska?  Assume that the negotiation and sale is all done without the assistance of a third party. IN this situation there is no one assisting the control person now. So no underwriters. No issuers. And no dealer. 

Section 4(a)(1½) Exemption

· If the control person is selling to a sophisticated investor who can fend for himself, then there is no “distribution”…

· So control person is not an U/W

· No one else can be a U/W for control person

· Presence of a broker/dealer will not destroy this exemption for privately negotiated transactions.

· Share purchased from control person under Section 4(1½) are restricted securities.

Hypo 3

· Suppose that Skipper, the CEO and majority shareholder of Island Tours, purchases 100,000 additional shares of Island Tours directly from the company at a price of $10 per share as part of a broader Rule 506 private placement.  

· Skipper himself is an accredited investor.  In the Rule 506 offering, Island Tours sold to ten other accredited investors and 35 sophisticated non-accredited purchasers.  

Scene 1

· One month after purchasing his shares in the private placement Skipper wants to resell the 100,000 shares to five individual investors.  

· Each investor has a Ph.D. in finance (specializing in the valuation of island tour companies). 

· Skipper provides each investor with detailed information on Island Tours.  None of the five individual investors, however, qualifies as an accredited investor under Reg D.  Skipper takes care to ensure that no third party assists him in the sales. 

· SO the first question is.. Is skipper an underwriting.. 

Scene 2

· Suppose after holding onto the 100,000 shares for four years, Skipper decides to sell the stock to a large number of retail investors using unsolicited brokers’ transactions through his broker, Minnow Financial.

· Underwriter Is the brokers… destroy the 4a1 exemption.. 

Scene 2.5

· Same as Scenario 2 but instead of selling to retail investors Skipper resells to Warren, a sophisticated investor able to fend for himself.  The resale is a one-on-one transaction with no third party assistance.  Warren turns around and sells the securities to retail investors after one day.  Any problems for Skipper?

· In this situation, the underwriter is now warren.. 

Scene 3

· Suppose that Skipper holds on to the shares he purchased in the private placement.  He also buys 50,000 more shares in the open secondary market (assume these shares can be traced back to Island Tour’s initial public offering).  A week after the secondary market purchase, Skipper has a change of heart and instructs Minnow Financial to resell those share on the Nasdaq.

· IN this scenario

So we have this issue that there is a high hurdle.. for controlling persons.. so we get Rule 144

(c) Rule 144

Rule 144

If a sale of securities complies with Rule 144:

·  Affiliate or other person who sells restricted securities will be deemed not to be engaged in a distribution and therefore not be an underwriter;

· Person who sells securities on behalf of an affiliate of the issuer will be deemed not to be engaged in a distribution and therefore not an underwriter; and

· Purchaser in such transaction will receive securities that are not restricted securities (cleansing).

Rule 144 Requirements

· General (Rule 144(b)(1) and (2))

· Holding Period (Rule 144(d))

· Current Public Information (Rule 144(c)) 

· Affiliate Only (Rule 144(b)(2))

· Volume Limit (Rule 144(e))

· Manner of Sale Limitation (Rule 144(f),(g))

· Notice Requirement (Rule 144(h))

One of the first questions you ask.. is if the person trying to resell securities is an affiliate, then the person has to comply with all these affiliate requirements.

Rule 144(a)(1) – Affiliate


An affiliate of an issuer is a person that directly, or indirectly through one or more intermediaries, controls, or is controlled by, or is under common control with, such issuer.

Rule 144(a)(3) – Restricted Securities

· Securities acquired directly or indirectly from the issuer, or from an affiliate of the issuer, in a transaction or chain of transactions not involving any public (i.e., registered) offering
· Securities acquired from the issuer that are subject to the resale limitations of Rule 502(d) under Regulation D.

· Securities acquired in a transaction or chain of transactions meeting requirements of Rule 144A
What are not restricted securities then? Securities that are registered in a public transaction. Coming to rest.. there are not restricted. And then additionally rules that have gone through the 144 process. 

Rule 144(d) – Holding Period

· Requirement applies only to restricted securities:

· (i) Reporting companies: six months
· (ii) Non-reporting companies: one year
· For unrestricted securities, no holding period.

· Relevant for control persons (affiliates) trying to dispose of registered securities.  Why? 

· If they comply with Rule144, can sell these with assistance (w/o helpers being deemed u/w’s)

“Tacking on”

· Holding period runs from the later of the acquisition of the securities from (1) the issuer; or (2) an affiliate of the issuer. 

· Allows subsequent non-affiliate holders to “tack” on the holding period of the initial acquirer.

· If securities are acquired from issuer solely in exchange for other securities of the same issuer, the newly acquired securities may tack onto the holding period of the surrendered securities.

Information Period (when 144(c) applies) – require that there be some information available about the issuer.. how much we require.. to be out there.. is depending on weather the seller are addiliate.. and how much time has passed… how long has the golden period been. 

· Non-Affiliate Sellers (of restricted securities):

· Exchange Act Reporting Issuer: 1-year information period (144(b)(1)(i))

·  Non-Exchange Act Reporting Issuer: No information requirement (144(b)(1)(ii))

· But note 1 year holding period

· Affiliates: Must always satisfy the Rule 144(c) information requirement

Rule 144(d) – Holding Period

· Requirement applies only to restricted securities:

· (i) Reporting companies: six months
· (ii) Non-reporting companies: one year
· For unrestricted securities, no holding period.

· Relevant for control persons (affiliates) trying to dispose of registered securities.  Why? 

· If they comply with Rule144, can sell these with assistance (w/o helpers being deemed u/w’s)
· Note that subsequent non-affiliate holders can “tack” on the holding period of the initial acquirer. 
Information Period (when 144(c) applies)

· Non-Affiliate Sellers (of restricted securities):

· Exchange Act Reporting Issuer: 1-year information period (144(b)(1)(i))

· 6 Month holding period. 

· Not an Exchange Act Reporting Issuer: No information requirement (144(b)(1)(ii))

· But note 1 year holding period

· Affiliates: Must always satisfy the Rule 144(c) information requirement

· For exchange act reporting.. holding is 6 mo. 

· But the info requierement is always available. 

· For unrestricted securities.. there is a holding period.. and we know that control persons.. affiliates are always subject to the control requirement. 

Rule 144(c) – What is Adequate Current Public Information?  -- Issuer a Reporting Company

· Information deemed available if (i) issuer is, and has been for . . . at least 90 days immediately before the sale, subject to [Exchange Act] reporting requirements . . . and (ii) has filed all required reports under . . . the Exchange Act . . . during the 12 months preceding such sale… other than Form 8–K reports…

· Seller may rely on issuer’s written representation regarding current filings (on reports or by letter).

Rule 144(c) – What is Adequate Current Public Information?  - Issuer not a Reporting Company

Information listed in Rule 15c2-11:

· name of the issuer; state of incorporation 

· title and class of the security; number outstanding 

· nature of issuer’s business, products or services

· CEO and members of the board of directors 

· most recent balance sheet and profit and loss and retained earnings statements 

· similar financial information for such part of the 2 preceding fiscal years

Hypo 4 (page 663)

· Island Tours has been an Exchange Act reporting company since going public three years ago.  

· To raise additional capital, Island Tours recently sold an additional $5 million of stock through a Reg D private placement to several accredited investors.  

· In the private placement, Skipper, the CEO, purchased 100,000 shares at $10 per share and Mary Ann, an outside investor with no other affiliation with Island Tours, also purchased 100,000 shares.  

· Does Rule 144 permit the following resales?

Scene 1

· Suppose Mary Ann wants to resell on Nasdaq the 100,000 shares three months after the private placement.  Can she do this? 

· THis is restricted securities since this is a private placement. 

· Mary Ann is not an affiliate. Must be at the point of time that you are using rule 144… 

Scene 2

· Mary Ann wants to resell her 100,000 shares thirteen months after the private placement.  Assume that Island Tours has not filed its latest Form 10-K with the SEC.

· Holding period is the same as before. 6 MO. 13 mo.. THis is good. 

· Is the information requirement met? For transactions involving securities.. are the issuers timely filed.. here the issuer is not.. 

· SHes a non affiliate—so she is only subject to the affiliate.. shes not subject to an information requirement. Had she been sellin 11 months.. then it would be different.. wasn’t subject to the information requirement. 

Scene 3

· Assume Mary Ann purchased her 100,000 shares from the private placement five months ago.  Mary Ann gives the shares to her friend, Gilligan to help him pay for the repairs to his beach house.  Gilligan sells the shares two months later. 

· - Can Gilligan use 144… Yes.. giving a gift. 5(a) only prevents the SALE of securities. If it is a true gift… then you can just give.. section 5 is not going to regulate… original transfer is fine.. 

· And then yes Gilligan can sell.. beause their 2 months tacks on to the 4 months…. 

· Had Mary Ann been an affiliate.. then gilligans holding period would only be 2 months.. would not be able to tack on the affiliates holding time. 

Scene 4

· After holding the 100,000 shares he purchased is Island Tours’ private placement for 14 months, Skipper resells them to Professor, an outside investor, through unsolicited broker’s transactions.  

· Island Tours is late and has not yet filed its latest Form 10-K.  Is the sale valid under Rule 144?

· Holding period is only 6 mo. 

· But the information period goes on forever. If it was Maryanne the information requirement would not be subject. But since he is an affiliate, he is subject to the information requirement. 

Scene 5

· After holding the 100,000 shares he purchased is Island Tours’ private placement for fourteen months, Skipper resells them to Professor, an outside investor, through unsolicited broker’s transactions.   Island Tours is current in all its SEC filings.  

· What if, one month later, Professor resells the securities to other outside investors on Nasdaq?

· In a pre 144 world, professor could be deemed to be an underwriter. Now its okay. 

Scene 6

· Skipper purchases 1,000 shares of Island Tours on Nasdaq.  One week later, Skipper has second thoughts about the purchase and resells them through an unsolicited broker’s transaction (via Minnow Financial) back into the secondary market.  Assume that Island Tours is current in all its Exchange Act reporting filings. 

· In this situation the securities are affiliate securities not bot restricted technically. Because he purchased from the Nasdaq.. there is no holding period.. but he is always subject to the information requirement bc he’s an affiliate. 

Additional Requirement for Affiliates

· The holding period and information requirements apply to sales by affiliates and non-affiliates.

· For affiliates we impose additional requirements:

· Limitation on amount of securities sold (144(e)) – If they are selling a lot, this looks like a distributions.. Aka dumping securities on the market. 

· Manner of sale (144(f), (g))


· Solicitation by broker – This seems like a distribution. THis is a placement agent of some sort. This is not okay. 

· Compensation of broker- 

· Notice of proposed sale (144(h), Form 144)

Note that WE HAVE TO LOOK AT THE DIFFERENCE BETWEEN TRADING TRANSACTIONS OR DISTRIBUTIONS. 

Rule 144(e)(1) – Volume Limitation (Cap on a 3 month period.. only for affiliates)

· All sales of securities of same class by an affiliate of the issuer within in a three-month period, shall not exceed the greatest of
· One percent of the class outstanding

· Average weekly trading volume on all national securities exchanges during prior four weeks

· Includes restricted and unrestricted securities.

Rule 144(e)(2) – Volume Limitation


If the securities sold are debt securities, then the amount of debt securities sold . . . shall not exceed the greater of the limitation set forth in paragraph (e)(1) . . . or, together with all sales of securities of the same tranche . . . sold . . . within the preceding three months, ten percent of the principal amount of the tranche . . .

· Debt securities that are issued today will be different then they will be later. 

· So when you are involved with debt securitirs, you look at the vintage. 

· Cap is at 10% of the principle amount of the vintage. Fairly lieniant. 

· Investors generally don’t invest.. more sophisticated.. most folks do not invest in debt securities. 

Rule 144(e)(3)(vii) – Volume Limitation

· Includes restricted and unrestricted securities. 

·  Following sales of securities need not be included in determining the amount of securities sold:

· securities sold pursuant to an effective registration statement 

· securities sold in a transaction exempt pursuant to Section 4 … and not involving any public offering  

·  Securities sold under Rule 144A are included

Order of operations: FIRST DETERMINE WHAT IS THE CAP. The cap will depend on the number of shares outstanding and weekly trading volume.  Then we need to look at.. how much of the cap has the control person used up. 

Hypo 5 (pg 6-6)

· Island tours sold $5 million of common stock through a Regulation D private placement six months after its public offering.
· Island tours now has 10 million shares of common stock outstanding.

· Assume that the average weekly trading volume of Island tours has consistently been around 125,000 shares at about $10 per share.

· In this scenario the greater of the outstanding or the trading volume.. so the cap is going to be 125k. 

Scene 1

· Skipper purchased 100,000 shares in Island Tours’ recent private placement.  

· Suppose that along with the shares in the private placement, Skipper also purchased 100,000 unrestricted shares on Nasdaq.  

· Skipper now proposes reselling all 200,000 into the market through unsolicited broker transactions using Minnow financial.

· He cant do this.. because this is greter than 125k shares… 

Scene 2

· Same facts, except now Skipper decides to resell only his 100,000 restricted shares through unsolicited brokers’ transactions on the Nasdaq.  

· At about the same time, he resells the 100,000 unrestricted shares to Howell, a member of the board and 2% shareholder of Island Tours.  In the sale, Skipper relies on the assistance of Minnow Financial to solicit and negotiate with Howell.

· - You can argue that the shares selling to Howell is exempt under 4a1/5… this will nto count towards a 144 cap. 144 is not exclusive. Don’t have to use it when reselling.. If you do so here, then the 100k shares will not count. Then the first transaction will now be okay under rule 144.. 

Rule 144(f) – Manner of Sale

· Securities must be sold in “brokers' transactions”

· The person selling the securities can’t:

· Solicit or arrange for the solicitation of orders to buy . . . in connection with such transaction

· Make any payment in connection with the offer or sale … to any person other than the broker or dealer who executes the order to sell.

Rule 144(g) – Broker Transaction: The term "brokers' transactions" . . . shall . . . be deemed to include transactions by a broker in which such broker--
· Does no more than execute the order or orders to sell the securities as agent for [seller];

· Receives no more than the usual and customary broker's commission;

· Neither solicits nor arranges for the solicitation of customers' orders to buy the securities … in connection with the transaction ... .

THE BROKER CANNOT GO AROUND TRYING TO ASK INVESTORS IF THEY WANT TO BUY OR NOT. THAT WOULD BE A SOLICITATION. And.. the BROKER CAN ONLY RECEIVE the usual and customary brokers commission. These ar generally not linearly related to the amount of securities you sell. 

Rule 144(h) – Form 144

· Affiliates using Rule 144 must generally file a Form 144 with the SEC.   

· Includes information on relationship to issuer, nature of the securities, how were they acquired and the proposed amounts of securities to be sold.

· No need not file if, for any given three month period, seller does not exceed 5,000 shares or an aggregate sale price less than or equal to $50,000.

Rule 144A – Some General Points

· If conditions are met, then the offer or sale of securities will not constitute a “distribution”; so seller is not an underwriter.

· Any person, other than issuer, can use Rule 144A.

· So what is a Rule 144A offering?  

· Fact that person buying from issuer intends to immediately resell those securities under R. 144A doesn’t affect issuer’s 4(a)(2) or Reg D exemption.

· Securities acquired under R. 144A are restricted.

· Recall that R. 144 cleansed them

Rule 144A(d)(1) – Offers/Sales to QIBs

· All sales must be made only to “Qualified Institutional Buyers” (QIBs).  

· Seller may engage in general solicitation and advertisement in effort to contact QIBs 

· Offers may be made to non-QIBs

· BUT only QIBs can buy

· No need for pre-existing relationship

· Pre-JOBS world was trickier – offers only to those you reasonably believed to be QIBs – THis means you were restricted in how you approach potential buyers. 

· QUIBS are institutional buyers who have a lot of money and are in the business of buying securities. 



(d) Rule 144A 

Rule 144A – Some General Points

· If conditions are met, then the offer or sale of securities will not constitute a “distribution”; so seller is not an underwriter.

· Any person, other than issuer, can use Rule 144A.

· So what is a Rule 144A offering?  

· Fact that person buying from issuer intends to immediately resell those securities under R. 144A doesn’t affect issuer’s 4(a)(2) or Reg D exemption.

· Securities acquired under R. 144A are restricted.

· Recall that R. 144 cleansed them

· Note Rulle 144(a) Does not CLEANSE SECURITIES. Still restricted securities. 

Rule 144A(d)(1) – Offers/Sales to QIBs (Conditions on 144A)

· All sales must be made only to “Qualified Institutional Buyers” (QIBs). Note you do not have to be a quib to use 144A. but youc an always sell to QIBS.  

· Seller may engage in general solicitation and advertisement in effort to contact QIBs 

· Offers may be made to non-QIBs

· BUT only QIBs can buy

· No need for pre-existing relationship

· Pre-JOBS world was trickier – offers only to those you reasonably believed to be QIBs

What is a QIB? Rule 144A(a)(1) – QIB Definition


 [Q]ualified institutional buyer shall mean:


(i) Any of the following entities . .. that in the aggregate owns and invests on a discretionary basis at least $100 million in securities of issuers that are not affiliated with the entity…[insurance company, employee benefit plan …]


(ii),(iii) [Dealers]


(iv) [Investment companies]


(vi) [Banks]

Note: People are NOT QIBs. 

Rule 144A(d)(2)

· Seller must take reasonable steps to ensure that purchaser knows that sale is made in reliance on Rule 144A.  How?

· legend on securities indicating restricted status and that they can only be sold with registration statement or in an exempted transaction

· private placement memorandum will also include statements making this clear

Rule 144A(d)(3) – Fungibility

· Exemption does not cover securities of the same class as securities listed on a national securities exchange. [Exclusdes classes od securities not issuers] [NOT ON THE EXAM]

· Convertible bond example

· Issue Price = Face value = $100

· Conversion Price = $50 (can get 2 shares)

· If price of share > $45: fungible – if the price of micorosft stock is 45 you will not use your bond. 

· If price of share < $45: not fungible.. if its lower, then we say its not fungible because we feel more comoftable that you are going to have to wait a long time to convert these bonds. 

Rule 144A(d)(4) – Disclosure

· No disclosure requirement for Exchange Act reporting issuers. Anyone can go to SEC.gov to see the reports that the company has filed. 

· For non-reporting issuers, holder and prospective purchaser have right to request certain information from issuer: 

· nature of business,  products and services; most recent balance sheet and certain financial statements for two preceding fiscal years.

· Information must be “reasonably current”.

Rule 144A(e) – Non-Integration Provision

· Offers and sales of securities pursuant to this rule shall be deemed not to affect the availability of any exemption or safe harbor relating to any previous or subsequent offer or sale of such securities by the issuer or any prior or subsequent holder thereof.

Resales by QIBs

· Securities sold under Rule 144A continue to classified as restricted securities.  What can a QIB who bought in a Rule 144A transaction do?

· Sell to another QIB (can do this immediately).

· Use Rule 144 (have to wait a bit). How much will depend on factors.

· Sell to public in registered offering (under Registration Rights Agreement, for example). TO do this there will have to be registration rights agreements. Or the issuer will have to file the registration statement. 
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Hypo 7 (page 672)

· Island Tours wants to raise additional capital to expand its operations internationally to provide tours in Aruba and the Maldives.  

· Island Tours’ common stock has traded on Nasdaq since its IPO three years ago.  Skipper, the CEO of Island Tours, does not want to expose the company to potential § 11 liability from the offering.  

· Island Tours turns to you for advice.  Consider the following possible scenarios: 

Scene 1: 

· Island Tours proposes to sell $50M of a new class of preferred stock to about ten large mutual funds (assume all are QIBs).  

· Island Tours cold calls 100 mutual funds as potential purchasers and provides each mutual fund with some basic information on Island Tours and  three years worth of audited financials.  

· Can Island Tours sell to these funds under R. 144A? No.. Island tours cannot use 144A because issuers cannot use the exemption. 

Scene 2: 

· Island Tours proposes to sell $50 million of a new class of preferred stock. THIS IS GOOD BC IT’S A DIFFERENT TYPE OF STOCK. SO NOT FUNGIBLE. 

·  Island Tours first sells preferred stock to Wentworth Investments, a large Wall Street investment bank (assume an accredited investor) under Rule 506.   GOOD. 

· Wentworth turns around and resells the shares almost immediately to 50 large mutual funds (all are QIBs).  ALL QIBS GOOD. 

· Wentworth doesn’t have pre-existing relationship with each QIB.  Each mutual fund is informed of R. 144A. NO NEED FOR PRE EXSISTING. 

· Can Island Tours sell to the mutual funds through Wentworth? Yes good to go. 

· Imagine instead they do common stock instead of the preferred stock? THis derails the whole thing. Because of fungibility. 

Hypo 8 (Pg 675)

· Island Tours, an Exchange Act reporting issuer, wants to raise additional capital to expand its operations.   Stock has traded on Nasdaq since its IPO 3 years ago. 

· Island Tours hires Wentworth to act as its selling agent. Through Wentworth, Island Tours sells $50 million of a new class of preferred shares to 10 accredited investors under Rule 506. 

· Lovey, an accredited purchaser, bought $1million in the offering (Lovey has a net worth of $1 billion). 

· Consider the following possible scenarios:

Scene 1

· Two days after the offering, Lovey cold calls Jonas Capital (a qualified institutional buyer) and Jonas Capital agrees to purchase all of her preferred shares in Island Tours. Is this okay?

· IN this situation.. cant use 144 because you bought with a view to resell. You are an underwriter. But you can argue that its not a distribution. True that they resold right away.. but I did not distribute. I only sold to one sophisticated purchaser. 

· Yes.. bc person can sell to a quib. Anyone besides an issuer. The fungibility is okay. 

Scene 2

· Lovey sells to Jonas Capital three months after she purchases the securities from Island Tours.  

· Jonas Capital in turn sells the securities to Grumpy Insurance (also a QIB) the next week.  

· Any problem? 

· No does not satisfy 144A. You can have a string of QIBs. That is fine. 

Scene 3

· Same as Scenario Two.  

· Suppose Jonas Capital sells the securities instead to the Professor, an academic earning $50,000 a year with a net worth of $900,000 (i.e., not an accredited investor), the next day.  

· Any problems? Jonas cant use 144A. Jonas can maybe say I’m not distributing.. then you have to ask does this effect the issuer exemption or not… 

Hypo 8, Scene 4

· Suppose Island Tours goes ahead instead with a Rule 506 offering of $10M of its common stock to ten accredited investors (including Lovey). FUNGIBILITY Issue again. 

·  Can Lovey sell $1 million of the common stock purchased in the Rule 506 offering to Fidelity (a QIB) under Rule 144A?

Section 4(a)(7) – Additional exemption from section 5 certain resales of securities of accredited investors. Has a taste of 144A more or less. Essentially codifies 4(a)1/1/2)

· Exempts from registration (i.e., § 5) certain resales of securities to accredited investors. 

· Provides a third safe harbor under which to resell “restricted” securities received in private transactions (in addition to Rules 144 and 144A).

· Codifies existing market use of § 4(a)(1½) 

· But has certain limitations relative to § 4(a)(1½)

· It’s non-exclusive, so § 4(a)(1½) still available

Section 4(a)(7) Requirements

· All purchasers must be accredited investors (“AIs”).

· No general solicitation or advertising may be used by the seller or anyone acting on the seller’s behalf. [different than 144a.. but similar to 4a1.5. 

· Information delivery requirement (by issuer to buyer)) A little more strict than 144A.

· For non-reporting companies, required info. includes, among others items, “reasonably current” financial information prepared in accordance with GAAP but which need not be audited or reviewed.

· Affiliate disclosure requirement – brief statement about nature of relationship to seller. But affilaits have to come clean about their requierment

Some notes on §4(a)(7)

· §4(a)(7) useful for private resales to natural person AIs, because it avoids the need to assess investors’ sophistication, familiarity with the issuer and ability to “fend for themselves.”

· Market may require issuer in a private offering to covenant to make information required by §4(a)(7) available to sellers on request (similar to covenant to make information available to a prospective investor required by Rule 144A(d)(4)).

· Affiliates may use as well.

· §4(a)(7) useful for private resales to natural person AIs, because it avoids the need to assess investors’ sophistication, familiarity with the issuer and ability to “fend for themselves.”

· Market may require issuer in a private offering to covenant to make information required by §4(a)(7) available to sellers on request (similar to covenant to make information available to a prospective investor required by Rule 144A(d)(4)).

· Affiliates may use as well. 

1933 Securities Act

· Are you offering/selling a security?

· IF SO: 

· You are subject to § 5

· Don’t follow § 5 and you may be liable: §11, §12

· UNLESS…

· Exemption for issuer: 4(2), Reg D, 3(a)(11)/R147

· Secondary market transaction: 4(1), R144, R144A

1934 ACT

1934 Securities Exchange Act

· Are you a public company?

· If so you are subject to mandatory periodic disclosure requirements.

· And maybe other requirements as well.

· Rule 10b-5 

· Catch all antifraud provision

· Additional anti-fraud protection important…

· in private offerings 

· for information disclosed periodically

· secondary market transactions
Mandatory disclosure under Exchange Act

· Mandatory disclosure under Exchange Act is triggered when firm becomes a “public company”.

· SEC decides which information must be disclosed.

· How do we ensure information is accurate?

· Public Enforcement (SEC, DOJ)

· Private enforcement

Paths to being a “Public Company” – There are three ways

· Filing registration statement under ‘33 Act (§ 15(d)). THis is a public registered offering. Stock, bonds, preferred etcok, etc. 

· Listing security on a national exchange (§ 12(a),(b)). You list your securities on a national exchange so investors can trade,t hen you are a public company. 

· Over the counter stocks (§ 12(g)(1)(A))

· total assets exceeding $10 million and
· equity securities held of record by at least 2,000 persons (or 500 who are not accredited investors)

· Need to check all 3 routes to becoming a  public company…
Consequences of becoming “public”

· Issuer becomes subject to various requirements:

· Section 13: Reporting Requirements

· Section 14: Proxy \ Tender Offer Rules

· Section 16: Short Swing Profit Rules

· ( If you are “public” just under 15(d), only need to worry about periodic reporting requirement

Terminating Public Company Status – Going dark. 
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Section 12(g)(5) (from JOBS Act) – What needs to be disclosed?

· For purposes of determining whether an issuer is required to register a security with the Commission pursuant to paragraph (1), the definition of ‘held of record’ shall not include securities held by persons who received the securities pursuant to an employee compensation plan in transactions exempted from the registration requirements of section 5 of the Securities Act of 1933.
What needs to be disclosed?

· Three principal forms required for public companies: 

· 8-K - reports certain material developments or extraordinary events

· 10-Q - quarterly report

· 10-K -  annual report

· You only need to disclose the items required in form. Only have to disclose what the rules require you to disclose. If you do say more, just make sure that you don’t make a misstatement. 

· Forms refer you to Regulations S-K and S-X

· No need to disclose all material information

· But if you say something, don’t lie

Form 10-K Disclosure Requirement

· Business; Properties; Risk Factors; Legal Proceedings

· Management Discussion and Analysis of Financial Condition and Results of Operation (MD&A)

· Include “known trends and uncertainties” that issuer “reasonably expects” to affect  liquidity, revenues, etc., in the future.

· Directors and Officers; Executive Compensation

· Security Ownership of Certain Owners / Management

· Certain Relationships and Related Transactions

· Audited Financial Statements.

Emerging Growth Companies JOBS Act of 2012

· Issuers with annual gross revenues of less than $1 billion during most recently fiscal year [among other requirements, as defined in §2(a)(19)] 

· We saw advantages during public offering process.

·  JOBS Act reduces the ongoing obligations imposed on newly public companies that qualify as emerging growth companies. 

· executive comp., financials 

Rule 10b-5 of the 34 Exchange Act

· Applies to any transaction hat involves the sale of a security. Covers Private offerings, and public offerings. Its an antifraud protection. 

Section 10 of the Exchange Act [ This gives the SEC the authority to promulgate a rule that is to punish fraud]. 

· It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange—

· (b)  To use or employ, in connection with the purchase or sale of any security. . . any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the [SEC] may prescribe….

Three parts to 10b-5

1. Jurisdictional Nexus

a. It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange—[this is fairly easy to do as there is almost always an interstate channel when trading securities (check, panying with a bank, using an exchance).. thus this is ALWAYS MET.]

2. Three Prohibitions

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

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

c. (c)  To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person . .

3. Transactional Nexus

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

More lineient than common law fraud, but less lienet than section 12. 
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Herman & Maclean v. Huddleston (US 1983)

· Conduct actionable under §11 is also actionable under Rule 10b-5. 

· Ex misstatement in a registration statement. Investors inthis situation can do a section 11.. or 12(a)(2).. or a 10b-5. 

· Why would plaintiff prefer § 11? Strict liability. But yhis has tracing.. this is harder to do. 

· Why would plaintiff prefer Rule 10b-5? Has a longer statute of limitations. Then two years from when someone should have learned. 

OVERVIEW—WHO HAS STANDING

Blue Chip Stamps Co: People could collect stamps and then trade them in. Once you get a given number you could cash in stamps for prizes. Safeway essentially crated a monopoly in the stamps, and beat out the stamp competitors. So the DOJ said this was wrong, and then Blue Chip stamps was forced to sell some of its shares to the public. 

· Several customers who did not purchase shares brought suit two years later under Rule 10b-5.  The company didn’t want to sell the shares. And they wanted to sell them to people they trusted. They wanted to select who was going to be co shareholders. SO they made the shares seem less appealing by downplaying their value. 

· Why not sue under Section 11?? Because Section 11 and section 12.. they lack standing.. they did not actually buy the shares. 

· Supreme court says: Only purchasers and sellers can sue for damages under 10b-5. 

· What about? Investors who choose not to purchase due to fraud- out of luck. You didn’t buy. Not part of the transactional nexus. 

· Out of luck.  Why?

· Fear of “vexatious” litigation. Too many lawsuits. 

· Evidentiary issues. 

· Procedural issues. 

Rule 10b-5 Transactional Nexus

· Plaintiffs: must be either a seller or a purchaser (or the SEC).  

· Defendants: any person whose fraudulent activity is “in connection with” the purchase or sale of a security by plaintiff… 

· “In connection with” read quite broadly - defendant does not have to be a buyer or seller of securities.

· A lies to B; B sells to A

· CFO lies in a conference call; B sells to A B or A.. would have to sue CFO. Cant sue eachother. Sue the CFO because the CFO is the one who made the misstatement. 

First Element—need to have a material misrepresentation or omission. 

Ways to disclose material facts.. 

· Affirmative statements:

· Mandatory disclosure

· Voluntary Blurbs – when the client start talking. Go off script. 

· Omissions:

· Omissions are actionable in a 10b-5 only if there is a DUTY. There are three ways that there is a duty: (i) when there is a regulation hat says that you need to disclose, and (ii) when there is a fiduciary duty, (iii) half truth where there is a piece of information that hasny been given.. which itself is not false.)

· No general duty to disclose (even material facts), as long as it is not mandatory under regulations.

· applies to mandatory and voluntary statements

Materiality- second element

· Materiality is an important concept in transactional and litigation role. It sometimes determines whether the issue has to disclose certain information to the public. Also plays a role in litigation.  Don’t need discovery to access the materiality. Becomes a gatekeeping issue where they can kick out the frivolous lawsuits without materiality.

How do we know if a fact is material? 

· Per TSC Industries, Inc. v. Northway, Inc. 426 US 438 (1970)

· “An omitted fact is material if there is a substantial likelihood that a reasonable [investor] would consider it important in deciding how to [vote/transact]... Put another way, there must be a substantial likelihood that disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.”

· A fact is material is the REASONABLE investor would see that fact if the disclosure would significantly alter the total mix of the information. Would the reasonable investor care to know.

Adding meaning to what is material in three circumstance: 

· Historical Information (classic fraud.. lying about sales figures). 

· Contingent Events (Future facts which are contingent.)

· Forward Looking Statements 

Rules of Thumb and SEC Staff Accounting Bulletin 99 (1999)

· Rules of thumb ok as an initial step.  Roughly 5% up or down not material. 

· “Total mix” includes context in which an investors views particular item and its impact on company. 

· Qualitative factors are important and can render a quantitatively small misstatement material.

· Extra careful with “earnings management” designed to control market reaction.

Some SAB NO. 99 Qualitative Factors

· Masks a change in earnings or other trends

· Hides failure to meet analysts' consensus expectations

· Changes a loss into income or vice versa

· Concerns a segment or other portion of the registrant's business that has been identified as playing a significant role in the registrant's operations or profitability [SEE LITWIN CASE]
· Affects issuer's compliance with regulatory requirements

· Affects the registrant's compliance with loan covenants or other contractual requirements

· The effect of increasing management's compensation

· Concealment of an unlawful transaction


Lesson is: When assessing when a misstatement sis material or not. Start with the size. More likely it is material. But you have to be on the lookout fo rsmall mistakes that can actually be significant. Bringing some context that render a misstatement material. 

Ganino v. Citizens Utility Co. (2nd Cir. 2000)


· 50 straight years of increased revenue and earnings; stressed this trend in public comments. Citizens lost major source of revenue in 1995.  How did they find a new source of revenue? They brought a short-term accounting for a consulting agreement. 

· When did they receive the fees from this source? They get paid in 1995. When did they recognize these fees as revenue? They recognize the fee as revenue in 1996. 

· How were earnings for 1Q’97?  What reasons is given by firm?   Are analysts believing this? This quarter was first year that showed the earnings were lower. What reason was given by the company for the lower profits.. rising expenses. Which was wrong.. when it was revenues were going low. Analysts started beleaving that its revenues. 

Some Preliminary Questions….

· What motive would Citizens have for not reporting earnings from 1995 until 1996?  Show increases as it had 50 years prior. Didn’t management know people would find out eventually? They think they will eventually find the revenue. All the arnings would find the natural path. 

· Why did district court dismiss case? Since the amount in question ($10.1M) was just 1.7% of the company’s revenues, omission was immaterial as a matter of law. 

· When Citizens came clean on 8/7/97 (2Q 1997 10-Q), stock price did not change significantly.

Ganino on Appeal

· Regardless of magnitude, amounts represented the increase in income compared to previous years and allowed company to meet expectations (quantitative vs qualitative). A small misstatement can be material none the less because it has that impact. 

Measuring Materiality

· Magnitude of the misstatement or omissions as a percentage of earnings, revenues, or assets.

· But beware qualitative factors…

· Stock price change around the date of disclosure of the truth.

· Market reaction.. when there was a disclosure no change. But the correction has already happened as the changes go over time. 

Alternative theory is using the market as a fact finer of materiality. The idea is.. In an efficient market, the price of a security fully reflects (incorporates) all publicly available information related to that security.  Note must be in an efficient market. And the info must be publicaly available information. 

Factors that may undermine probative value of stock price reaction as evidence of materiality

· Efficient market? Can argue that a no chance could be because market isn’t efficient, or because its not material. 

· Was entire market moving? Company moves int rend with the overall market. Now youj don’t know. The overall singal. 

· Confounding disclosures? When someone discloses multiple facts at ocne. Hard to tease out the materiality of each piece of information. 

· Information leakage? THis is like in citizens.. no stock price reasction bc the information was already out. 

· Litigation costs?

In re Merck & Co. Sec Litig (3d Cir 2005)

· Merck owns medco. Medco is a pharmacy benefits manager. Privatly held company held by Merck, which is a publicly traded company. Merck was misstating the revenues by including the copayments from the insurance manager. Company comes clean on the first filing. 

Does the court believe in the efficient market hypothesis? Yes. Assumes public information is relatively quickly absorbed into the market price. 
· How does information get absorbed? market (analysts?) can piece together disparate pieces of information to generate new information that will also affect the market price.

The Court’s Standard for Materiality

· Two key assumptions in court’s approach in Merck : 

· Markets are efficient; and

· Information on S-1 is incorporated into prices. i.e., it is already in the total mix of available information

Between a Rock and Hard Place?

· Why does the court need to assume an efficient market for Merck? Cant say any other way.. bc there are not efficient markets out there. It derails the whole system. 

· Why does the court need to assume that the information in the Form S-1 is in the “total mix” of public information? Because if the market doesn’t pay attention and incorporate.. in the form 2-1.. then why amek companies disclose information.. bc we believe the market takes that information and uses it. 

· How can the court explain the drop in price after the WSJ piece given its assumptions about market efficiency and investor’s information set? Maybe overall drop in market.. 

· Court says if a disclosure is opaque enough.. we don’t need to assume that its publicaly available. How opaque was the disclosure in the form S1.. not opaque. It was right there. 

Truth on the market defense (The “Total Mix”)

· TSC Industries: to be material, the event in question must be viewed by a reasonable investor to have significantly altered the "total mix" of information available.

· Truth on the market defense: if market knows already a fact then that piece of information (i.e., the fact) cannot be material.

Measuring Materiality

· Magnitude of the misstatement or omissions as a percentage of earnings, revenues, or assets.

· But beware qualitative factors…

· Stock price change around the date of disclosure of the truth.

· Test is based on the EMH (efficient Market Hypothesis)

Merck Court’s Standard for Materiality

· Two key assumptions in court’s approach in Merck : 

· (1) Markets are efficient; and

· (2) Information on S-1 (the disclosure document) is incorporated into prices.

· i.e., it is already in the total mix of available information

Probative value of stock price reaction as evidence of materiality

· Should the lack of market movement in response to a disclosure establish the non‑materiality of a misstated fact? 

· First ask.. is the market efficient for that security? If not.. then you don’t expect there to be a reaction. 

· Then the other piece is information. 

· Did the market learn on that day? Sometime it does not—it may already know. If the market already knew, then its not really the ay that the market learns the piece of information. 

· Or if the disclosure was not clear enough, then there is not 

· Conversely, should a significant market response be conclusive evidence of materiality?

· FIRST TAKE IS THAT INFORMATION is material. But then maybe.. markets are not efficient.. 

· Then look at other information that is coming-out. For example the whole market went down that day. 

Truth on the market defense (The “Total Mix”) [a piece of information is material if it changes the total mix of information]

· If a piece of information ahs been disclosed already, then it is no longer material—because the market knows already about it. 

· TSC Industries: to be material, the event in question must be viewed by a reasonable investor to have significantly altered the "total mix" of information available.

· Truth on the market defense: if market knows already a fact then that piece of information (i.e., the fact) cannot be material.

Materiality & Contingent Events

· TSC Industries formulation:  substantial likelihood that a  reasonable investor would find information significant given the total mix of information.

· Applying standard easier in cases involving past or where impact of a development is certain.  

· How about contingent/speculative events such as merger negotiations?   When would reasonable investors consider these significant?

Basic v. Levinson Timeline

· Basic was going to get purchased. And then convos on what is going to happen to the officers. Basic said that there was odd trading activity. Price going up. There was a denial that there were talks for merger. Basic is getting sued by the shareholders that sold upon the denial and the merger announcement. 

· There was no duty to disclose the merger. But on the denial.. they answered with a misstatement. AN affirmative misstatement to say there is nothing going on that we know of.

· Are misstatements about the existence of merger discussions material?
· Agreement in Principle:  

· Preliminary discussions do not become material until agreement in principle as to the price and structure of the transaction has been reached.  

· Not overwhelm investors with trivial information

· Preserve confidentiality of merger discussions

· Bright line rule easy to apply (more certainty)

· Putting Info. into Play: “[O]nce a statement is made denying the existence of any discussions, even discussions that might not have been material in absence of the denial are material because they make the statement made untrue.”

· THE COURT ULTIMATLY APPROACHES A PROBABILITY THAT ITS GOING TO HAPPEN AND MAGNITUDE OF the EVRNTA PPROACH. SIMPLE.. PRIBABILITY TIMES MAGNITUDE. 
SEC v. Texas Gulf Sulphur Co. (1968)

· Materiality  hinges on  “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...”

· How can we asses the probability and magnitude of an event? Look at the magnitude by how much do the revenues change, etc. 

· NOTE that an event can be MATERIAL FOR ONE PARTY.. and NOT FOR THE OTHER. 

· Are shareholders generally better off if merger negotiations must be disclosed? 

· What could Basic have done to maintain the confidentiality of its merger negotiations with Combustion? No Comment. We don’t comment ont hat type of information. 

·  Why was there abnormal trading volume in Basic stock? All these questions.. its insider traders. 

· Was the potential merger with Basic necessarily material to Combustion investors?

Duty to Correct & Update

· Duty to Correct: duty to put out new information to correct prior disclosed info that was incorrect at time of initial disclosure (even if statements were made without scienter at the time). IF YOU PUT OUT FALSE INFO.. THEN YOU HAVE A DUTY TO CORRECT. YOU DNT REALIZE TAT YOU’VE MADE A MISSTATEMENT> If you have no scienter.. its just a mistake.. 

· Need to ave sceinter for this. If you make a mistake and don’t mean to. No suing. But if you find out later that you make a mistake.. you are liable between realizing and disclosure. 
· Duty to Update: duty to disclose new info when previously disclosed info was correct at time of initial disclosure but later becomes misleading.

· If this is information hat is forward looking in nature.. it is more likely that people will want to know changes. Need to weight weather its material or not. 
Forward Looking Statements & the Bespeaks Caution Doctrine

· Forward looking statements: future forecasts, projections, estimates  and expectations.

· A little bit of fact with assumptions and guesses, etc. More about what you expect sales to be. Not always entirely factual. Estimate based on some facts.. and then some assumptions as to whats going to happen. 

· Rendered immaterial if accompanied by adequate cautionary language (disclosure of risks that may preclude projection from coming to fruition)

· Caveats and warnings are part of total mix

· Excludes knowingly made false statements (if you knew you were lying)

· Why are they problematic?  Why would we want to encourage them?

· Investors care about the future profits and future earnings. Investors care about the future… so that’s the sweet. But the sour is that people.. may overcompensate.. and make overly rosy pictures. Not to lie overtly but to make assumptions that are friendly. Then are your eally misleading investors.. is the market getting useful info.. or no? 


Exchange Act 21E(c)(1) –  EXCHANGE ACT CODIFIED THIS DOCTORINE.. 
[Similar to Securities Act 27A]

· a person shall not be liable with respect to any forward-looking statement, whether written or oral, if statement: 

· (A)(i) identified as a forward-looking statement, and is accompanied by meaningful cautionary statements identifying important factors that could cause actual results to differ materially . . .

· [unless plaintiff proves that statement was made with actual knowledge that it was misleading]

· NOTE THIS SAFE HARBOR DOES NOT apply to IPOS.. or going private transactions. 

Exchange Act 21E – Other provisions

	21E(a) Applicability: Exchange Act reporting issuers; persons acting on behalf of issuers; 

outside reviews retained by issuer; underwriter (info provided by issuer).

	21E(b) Exclusions: IPOs, tender offers, going private transaction, Financial Statements (GAAP).

	21E(i) Definition of Forward Looking: (A) financial projections (earnings, revenues, dividends, etc);

 (B) management plans and objectives for future operations; 

(C) statement of future economic performance; (D) any statement of assumptions underlying statements.


 Oral Forward Looking Statements - Safe harbors apply on oral statements as well:
· identify as forward-looking statements and include: “the actual results could differ materially from those projected in the forward looking statement”

· identify written document where you can find more information on factors that could cause actual results to differ materially from those in statement

· information on the written document is a cautionary statement that satisfies the safe harbor standard

Asher v. Baxter Int’l Inc. (7th 2004)

· Baxter filed form 10k.. in the annual report they have some forward looking information. Estimate rev growth will be in the low teens. Earnings per share will be in the mid teens. And they expect cash flow of 500M. 10k contained cautionary language. Then 6 mo later, they announce they are going to not hit their goals.  Who got screwed here? The people who bought in the CLASS period.

· Between the projections and then the final disclosure, Baxter was learning that numbers were tanking.. 

· Did forward looking safe harbor apply to the projections?

· Did lack of any cautionary language in press releases and oral statements preclude use of the safe harbor? Court says that… the press releases are protected by the safeharbor… Efficient market: price incorporates projections from press releases and oral statements, as well as the cautionary language from earlier Form 10-K. The total mix was around already.. 

· Was cautionary language from 10-K meaningful? Court says you don’t need to disclose every assumption. Just need to have some basis as to how you get there. 

· Not required (1): full disclosure of the assumptions and calculations behind projections; (2) probabily confidence bands around predictions. 

·  “This raises the possibility  . . .  that Baxter knew of important variables that would affect its forecasts, but omitted them from the cautionary language in order to depict the projections as more certain than internal estimates at the time made them.” 

· SO EITHER THE PORJECTIONS HAD TO CHANGE.. OR THE EMANINGFUL ALNGUAGE HAD TO CHANGE..

NOW WE LOOK AT SCIENTER

· Must be some intent to deceive from the part of the person making the statement. 

Ernst & Ernst v. Hochfelder (US 1976)

· President of brokerage firm did not let anyone to open his mail at the brokerage firm ( “mail rule”), which allowed him to hide his fraudulent scheme.  Defrauded customers alleged that EE failed to discover this practice because of a negligent audit.  No allegation that EE acted intentionally or even recklessly in its failure to uncover a company practice that interfered with its audit.

· What state of mind is required for liability under Rule 10b-5?

· Is negligence enough?  No.  Not scienter.. for rule 10b5. 

· Need intent to deceive, manipulate or defraud.

· 10(b) includes words like “manipulative,” “device,” and “contrivance,” which connote intentional or willful conduct designed to deceive or defraud

· When Congress wanted a negligence standard (due diligence defense in § 11), it did so.  

· (Does recklessness met the scienter requirement? It does. Negligence is not enough.. RECKLESSNESS IS ENOUGH. If you are acting in a way that you know that you may actually be lying. Have knowledge of something that puts you on notice that something iffy is going on. 

Example of the scienter scale
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Scienter - Pleading Requirements -- Exchange Act §21D(b)(2)

· In any private action arising under this chapter in which the plaintiff may recover money damages only on proof that the defendant acted with a particular state of mind, the complaint shall, with respect to each act or omission alleged to violate this chapter, state with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind.

Scienter - Pleading Requirements - Exchange Act §21D(b)(3)

· In any private action arising under this chapter, all discovery and other proceedings shall be stayed during the pendency of any motion to dismiss, unless the court finds upon the motion of any party that particularized discovery is necessary to preserve evidence or to prevent undue prejudice to that party.

Overall scienter: No need to please with particularity scienter facts. But need to find reasonableness of allegation.. some facts to show it. Plaintiff has this burden. 

Establishing Reliance

· Plaintiff has to show that alleged misrepresentation caused him to enter into a transaction. 

· Note omissions & duty to disclose.

· In face-to-face transactions this is easy.

· How could you establish reliance?

· When investors buy shares of large public companies in the secondary market things can be a bit more complicated.  Why? (1) most investors aren’t likely not to be aware of misrepresentations that are floating around. (2) In large public companies.. each potential plaintiff is likely to have suffered small losses.. for any single investor bringin a securities action is not worth it. So the private litigation often takes place as a CLASS action. None of them would have economic incentive to brigna lawsuit. They pool together. And there is a lead attorney that brings a claim for the entire class. Then it becomes economically viable. 

FRCP 23(b) & Class Certification (This means that the reliance would have to be common to all individuals)

· A class action may be maintained if Rule 23(a) is satisfied and if: …

· (3) the court finds that the questions of law or fact common to class members predominate over any questions affecting only individual members …  

The Presumption – this is the workaround to the class certification then. This is a presumption on reliance. This is the FRAUD ON THE MARKET THEORY.

· “An investor who buys or sells stock at the price set by the market does so in reliance on the integrity of that price.  Because most publicly available information is reflected in market price, an investor’s reliance on any public material misrepresentations, therefore, may be presumed for purposes of a Rule 10b–5 action.”

All other elements of a 10b-5 claim.. all other elements are common. But reliance is different per person. 

Fraud on the Market Theory

Creates a presumption of reliance for securities traded in efficient markets: 

· stock price of a publicly-traded company reflects all publicly-available material information

· disclosed false information will affect stock price

· investors “rely” on this information when they transact in the stock at market price, even if they didn’t themselves read the false information

· Reliance on integrity of the market price substitutes for actual reliance on the misrepresentation. 

Now investors don’t have to read the misstatement. The net.. is whether we can invoke or not the presumption. Is going to hinge on the facts that are common against all the potential plaintiffs. 

FOTM Elements & Invoking the Presumption

· Defendant made a public misrepresentation 

· Misrepresentations were material (only needs to allege for now. Will establish later on on the merit stage.)

· Shares were traded on an efficient market

· Plaintiff traded shares between the time the misrepresentation was made and the time the truth was revealed – this is the class period. 

Rebutting the Presumption

Any showing that “severs” the link between the alleged misrepresentation and the market price or the plaintiff’s decision to trade.

· market not deceived (Market knew of the truth)

· plaintiff did not rely on integrity of price (i.e., would have sold anyway)

· market for securities not efficient

· lack of “price impact” (i.e., market was not affected by misrepresentation; Halliburton II)

“Cammer” Factors – Factors the courts look at when determining weather the market for a security is efficient or NOT. 

· average weekly trading volume

· company’s market cap

· company's eligibility to file Form S-3

· number of securities analysts following and reporting on the security

· presence of market makers dealing with the security

· cause and effect relationship between unexpected corporate news and changes in price of the security

Defendants will claim a market is not efficient. Once they rebut this presumption, it becomes impossible for plaintiffs to establish reliance. 
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Under common law fraud you do not get a presumption of reliance as you do in the 10b5 claim. 

In cases where there is an omission and there is not a duty to disclose.. then there is not a reliance element. 

NEXT ELEMENT: LOSS CAUSATION

· this is going to deal more with the misrepresentation causing the loss. 
Exchange Act §21D(b)(4) - Loss Causation – PLAINTIFF HAS TO LINK THE FRAUDULENT STATEMENT WITH THE OVERALL LOSS. Note this is the opposite of section 11. 

· “In any private action arising under this title, the plaintiff shall have the burden of proving that the act or omission of the defendant alleged to violate this title caused the loss for which the plaintiff seeks to recover damages.”

· Suez Equity v. Toronto-Dominion Bank, (2nd  Cir. 2001): “[T]o establish loss causation, a plaintiff must allege . . . that the subject of the fraudulent statement or omission was the cause of the actual loss suffered…”

Note that if stuff happens.. that may have caused the loss.. then you don’t have loss. 

Loss Causation Standard

· Lentell v. Merrill Lynch (2nd 2005): Plaintiff must allege (i) facts sufficient to support an inference that it was defendant's fraud -- rather than other salient factors -- that proximately caused plaintiff's loss; or (ii) facts sufficient to apportion the losses between the disclosed and concealed portions of the risk that ultimately destroyed an investment.

· Bastian v. Petren Res’ (7th 1990): “[O]il and gas ventures failed not because of the personal shortcomings that the defendants concealed but because of industry-wide phenomena that destroyed …most such ventures…”

Just buying at an inflated price does not mean that you’ve lost money. You need to hold the stock until a real loss has occured. 

DAMAGES in 10b-5 cases

· Courts have some leeway in measuring damages, subject to the cap imposed by §28(a) of  the Exchange Act: plaintiff cannot recover “a total amount in excess of his actual damages.”  HOWEVER. There are no PUNITIVE DAMAGES. 

· Courts’ approach differs for open market transactions and face to face transactions.

Out of Pocket Damages – measure of actual damages. 

· Commonly used in open market transactions.

· Difference between contract price and the security’s “true value” at the time of the transaction.

· Purchasers: difference between purchase price of security and “true value” at time of transaction

· Sellers: difference between sales price of security and its “true value” at the time of the transaction

· Challenge: establishing the security’s “true value” had there been full disclosure at time of transaction.

· USUALLY the starting point for measuring the difference is.. the drop in price. Often they apply to the entire class. 

Other Measures of Damages (more common in face to face transactions)

· Rescission: Put the plaintiff in the same place as if the fraudulent transaction never took place.   

· Usually granted if the transaction wouldn’t have taken place but for the fraud.  

· Disgorgement: Requires the defendant to give the plaintiff whatever profit she made.  Remedy deprives defendant of his gains from the fraud.

· This requires the defendant to give the plaintiff whatever profit the defendant made. Ill gotten gains. 
Disgorgement Example

· A and B own Sunnyland 50/50.  Currently, value of Sunnyland for them is 100.

· C may value Sunnyland at 200 (50% chance) or 0 with (50% chance).  C would pay 200 if value is high.

· Assuming they know about purchaser, Sunnyland is worth 100*.50 + 200*.50=$150 to A & B.

· If B does not know about C (but A knows), then B would be willing to sell to A at $50.

· Say C purchases Sunnyland at 200 from A.

Garnatz v. Stiffl (8th 1977) - recission

· What is the alleged fraud in this case? Some guy had a broker. The investor wanted safe securities. And the broker ends up selling him securities that are not safe. Aggressive securities. Then investor loses money. But its not that the security themselves were faulty. They were just risky. Under out of pocket damages, the plaintiff would not receive much.. he payed the fair value. Court decides to use recission. Which are not worth less. And have the broker return the purchase price. The money. This is the outcome that the court focuseson. The measure of damages. 

Proportionate Liability - § 21D(f) – you can sue anyone. But all you can revocer is the % of the loss that they are responcible for. So you recover a certain percentage. There is still joint and several liability if one knowingly established fraud. Y

· PSLRA replaces traditional rule of joint and several liability with proportionate liability.

· Under joint and several liability, any one of the defendants can be tagged for the entire judgment.

· Joint and several liability if  defendant “knowingly committed” a violation.

· Proportionate liability otherwise for defendant based on “percentage of responsibility”.

Jury Instructions – though most cases end up in settlement. 

· “You will be asked to determine the percentage of responsibility of each person, whether or not such person is a defendant at this trial, for any loss that the class has shown was caused by a violation of the Securities Act or Exchange Act, measured as a percentage of the total fault of all persons, including persons who are not defendants at this trial, who caused or contributed to the loss suffered by the class.”

Exchange Act §20(a) –  Control Person Liability

· Every person who, directly or indirectly, controls any person liable under [Rule 10b-5] shall also be  liable jointly and severally with and to the same extent as such controlled  person to any person to whom such controlled person is liable, unless the  controlling person acted in good faith and did not directly or indirectly  induce the act or acts constituting the violation or cause of action.

FOR THE EXAM DON’T WORRY ABOUT WHEN A COMPANY BECOMES PUBLIC.. AND WHAT THE DUTIES ARE. BUT RULE 10b5 is in play. REMEMBER THAT IT APPLIES INT RANASTION WHICH SECTION 11 and 12 apply. Public offers. And it also applies to transactions that apply unde things that aren’t section 11 and 12. 

1934 Securities Exchange Act

· Are you a public company?

· If so you are subject to periodic disclosure requirements.

· And maybe other requirements as well.

· Rule 10b-5 

· Catch all antifraud provision

· Additional anti-fraud protection important…

· in private offerings 

· for information disclosed periodically

· secondary market transactions

1933 Securities Act

· Are you offering/selling a security?

· IF SO: 

· You are subject to § 5

· Registration statement, prospectus

· Gun Jumping Rules

· Don’t follow § 5 and you may be liable: §11, §12

· UNLESS…

· Exemption for issuer: 

· 4(a)(2), Rules and 506(b)/(c), 3(a)(11), Rules147 & 147A

· Secondary market transaction: 

4(a)(1), Rules144 & 144A, 4(a)(7)
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