SECURITIES STATUTES AND CASES
1. 1933 Securities Act

a. IS IT A SECURITY?

i. §2(a)(1): Statutory definitions

1. Note United Housing. Look beyond the name. 
ii. “Investment Contracts” – Howey Test

1. Person invests (money/ property)

2. In a common enterprise – SG Ltd. 

a. Horizontal (pooling/ share in risk with other investors)

b. Vertical (success tied to person you are investing in)

i. Strict/ broad

3. Expecting Profits (Capital appreciation/ earning) – United Housing
a. Cap in profits /= no expectation – Edwards
4. Solely from the efforts of others

a. Partnerships are presumed not to be investment contracts bc partner has an active role in mgmt.

b. GP deemed an investment contract when a partner retains little ability to control profitability. See Merchant Capital. 

c. Invest and sit deals still from the effort of others. See Mutual Benefits.

iii. Asset Purchase Agreements /= securities. 

iv. Sale of Business Doctrine: Presume sale /= security unless effective control is with another person. See Landreth. 

v. Notes presumed securities unless they resemble via the family resemblance test (1) consumer debt, (2) Secured Debt, (3) Debt for ordinary business operations. 

1. For tricky scenarios ask what are the buyers/ sellers motivations. Plan of distribution, and alternative regulatory schemes protecting individuals?

b. IF SO YOU ARE SUBJECT TO §5

i. §5(a): No sales of a security until registration is in effect. 

ii. §5(b)(1): No use of prospectus unless it is a section 10(a) or (b) prospectus. 

iii. §5(b)(2): All sales must be accompanied with a section 10(a) prospectus. 

iv. §5(c): No offers to sell through prospectus or other until registration is filed. 

v. PRE-FILING PERIOD – begins when first major step taken. 

1. No sales §5(a) and no offers §5(c). Offer defined in §2(a)(3): Every attempt or offer to dispose. SEC says offers = conditioning to mind to buy securities. 

a. Factors to access: 

i. Motivation for communication

ii. Weather underwriter mentioned my name

iii. Type of info shared

iv. Breadth of distribution

2. Info shared in ordinary coarse of business /= offer.

3. Safe Harbors to offers: 

a. Rule 163A – statements prior to 30 days before the filing of the registration statement

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

c. Rule 169 – regularly released factual information by non-reporting issuers (excludes info to investors). 

d. Rule 163 – communications prior to the filing of the registration statement by WKSIs is deemed a FWP if accompanied by a legend and filed upon registration. Thus, offers okay for WKSI. 

i. WKSI defined under Rule 405. Reporting for 12 Mo+ and 700M+ in public float. 
e. Rule 135 – short notices of proposed offerings. Only includes name, basic terms, timing. 

f. §5(d)- Emerging growth companies (less than 5 years since public, and over 1B in revenue), then offers to QIBS okay. 

vi. Waiting PERIOD –
1. No sales §5(a) and offers only if they comply with §5(b)(1). 

a. What is allowed: 

i. Communications that are not offers (see 135, 168, 169)

ii. Rule 134 Tombstone Ads

iii. Section 10 Prospectus

b. What is a section 10 prospectus? 

i. Complete 10(a) prospectus

ii. 10(b) prospectus

1. Preliminary prospectus, Rule 430 (no pricing info)

2. Free Writing Prospectus- Rule 164

a. Requiers a legend that not a complete prospectus. 

b. Rule 433(b) Delivery req

i. Non-Reporting: same time

ii. Seasoned: never if registration has valid 10(a) prospectus. 

c. 433(c) Info- Cant contradict reg statement

d. 433(d)(1) – Filing reqs

i. (i) on day of use

ii. (ii) for U/w on in a manner to create unrestricted dissemination. 

e. Defects are curable under Rule 164. 

f. Media ads = FWP

c. Note that 12(b)(2) liability in play for bad info in prosp. 

vii. POST EFFECTIVE PERIOD

1. §5(b)(1): Prohibition to carry a prospectus that is not a §10 prospectus 

2. §5(b)(2): Delivery of securities must be accompanied with a §10(a) prospectus

a. §4(1) – Section 5 only applies to issuers, underwriters, and dealers. 

b. §4(4) exempts brokers acting in secondary market transaction (unsolicited brokers’ transactions).

c. §4(3) – requirement for dealers (people selling in secondary markets) only lasts 40 days for seasoned offerings, and 90 days otherwise. 

i. Note no delivery requirement for a reporting Company under Rule 174(b). If not yet reporting but to be exchange listed, 25 days. 
d. Rule 172 states that filing with the SEC = delivery. 
c. If §5 is breached, then Civil liability applies.

i. §11 – Material misrepresentation/ omission in registration stmt

1. Standing: Person who bought (unless aware of misstatement), but needs to be able to trace the purchase to THIS offering. 
2. Defendants: 11(a)- all those who sign reg statement + experts and control persons under §15 (unless no reasonable ground to believe liability) 
3. Defenses
a. Had knowledge of misstatement
b. Due Diligence defense under Section 11(b)(3) see Barchris
i. Section11(a)(4): experts may be liable only for those parts prepared or certified by them. 
ii. (B) expert on expertise part: reasonable investigation and belief
iii. (C) Non expert on expertise: no investigation and belief
iv. (A) Non expert on non expertise: reasonable investigation
1. What is reasonable? See 11© the standard of reasonableness shall be that required of a prudent man in the management of his own property.
c. SOL under §13 1 year from discovery, 3 years from sale.

4. Damage Calculation §11(e): Offer price or price paid if below minus either (a) value at suit, or value when sold if before the suit. 

a. But see affirmative loss causation defense (loss caused by something other than misstatement.

5. Joint and Several Liability under 11(a)(f)(1): All D’s jointly and severally liable. 

a. Except: 

i. §11(e): In no event shall any underwriter . . . be liable. . .for damages in excess of the total price offered…

ii. § 11(f)(2): Outside directors face proportionate and not joint and several liability if no knowledge of violation. 
6. U/W Indemnification not allowed, but contribution is unless jury used judgement reduction. 

ii. §12(a)(1) – breach of §5

1. Strict liability. Any breach of this section leads to liability from any of the purchasers

2. Defendant: Any violator who SELLS or OFFERS to sell but must be in privity with violator. 

a. Someone who offers for the benefit of themselves or the benefit for the seller is considered a STATUTORY SELLER with the same liabilities as a seller. See Pinter. 
3. Damages: Rescission 

4. Only defense is the SOL under §13 1 year from discovery, 3 years from sale.

iii. §12(a)(2) – material misrepresentation/ omission in prospectus

1. Prospectus is defined as a section 10(a) prospectus. See Gustafson. 

2. Who has standing: Anyone who purchased. No need for reliance. 

3. Defedant? 
a. Actual sellers (those who pass title)

b. Statutory Sellers: Pinter test

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

4. What is material: effects total mix. 

5. When does a knowledge qualifier not fly: when one makes assumptions on how the belief was formed, and those assumptions are not true. 

6. Damages: Rescission. If not sold- purchase price. If sold, Purchase minus sale. 

7. Defenses: 

a. Section 13 SOL. 

b. Not Material

c. Reasonable Care defense 00 §12(a)(2): defendant “did not know, and in the exercise of reasonable care could not have known . . . ”  --

iv. Common Law Fraud

1. Misrepresentation of a fact

2. Fact is material

3. Scienter

4. Reliance

5. Loss Causation

6. Damages

d. UNLESS AN EXEMPTION APPLIES

i. Not a Public Offering

1. Section 3 exemptions:

a. 3(a)(11): intrastate offerings –

b. 3(b)(1): offerings w/ aggregate amount<$5M [CODIFIED INTO REG A]

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

2. Section 4(a) exemptions:

a. 4(a)(1): Anyone who is not an issuer, underwriter or dealer. 

b. 4(a)(2): Private offerings. 

i. Private offering analysis: 

1. number of offerees

2. relationship of offerees to each other and issuer

3. number of units offered 

4. size of the offering

5. manner of the offering

ii. Also per Ralston: Issuer must be SOPHISTICATED and have ACCESS TO INFORMATION. 

1. This applies to all OFFEREES see Doran. 

iii. THESE SALES ARE RESTRICTED as are the below safeharbors. 

3. Safe Harbors

a. Rule 504

i. $5M cap over 12 mo looking back. 

ii. Unlim. Buyers.

iii. Not Gen solicitation unless registered in a state. Per 502(c)
1. when you make offers to a person with whom you do not have a prexsisting relationship. See Kenmann.
iv. Restricted securities. 

v. 502(d): take reasonable steps to ensure not selling to UWs

vi. Watch for Integration
1. Factors rel. to integration
a. Amount of time passed – 502(a) safe harbor states6 mo rebuttable presumption. 12 mo conclusive presumption. 
b. Single plan of financing? 

c. Same class of securities? 

d. Same type of consideration?

2. Abandoned offerings do not integrate per Rule 155. 

vii. No exemption for Bad Actors see Rule 503. 
b. Rule 506(b)

i. No limit on investment. 

ii. Limited to 35 SOPHISITICATED investors. An investor is not a family member or an accredited investor per Rule 501(e). 

1. An accredited investor is: Rule 501(a): Accredited Investor. 
a. Various financial institutions [(a)(1)]

b. 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))

c. 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)

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

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

2. Need Reasonable belief that someone is an AI. Under 405, investor self reports and that works. 

iii. 502(d): take reasonable steps to ensure not selling to UWs

iv. Information requirements under 502(b)

1. For Rule 504 offerings: no mandated disclosure. But watch out for blue sky laws (no preemption)
2. For Rule 506 offerings:
a. For accredited investors - no mandated disclosure.
b. For non-accredited investors you need to disclose certain  information, depending on:
i. Type of issuer
ii. Size of the offering
v. No exemption for Bad Actors see Rule 503. 
c. Rule 506(c)

i. Sales to all accredited investors. Must take REASONABLE STEPS TO VERIFY. 

ii. General solicitation okay as long as securities only sold to Accredited investors. 

iii. 502(d): take reasonable steps to ensure not selling to UWs

d. Rule 508: Any insignificant deviations on the Reg D offerings wont sink you. Unless it is maximum offering amounts, number of purchasers, and general solicitation. 

e. Regulation A

i. Mini public offering. Limited to 20M in 12 mo, or $50M in 12 mo. Each holds certain reporting requirements. Allowed to test the water before filing, however. 

ii. Reg A basically never integrates with Reg D. 

f. Intrastate Offerings

i. 3(a)(11) states that offerings by instate companies that sell to instate buyers, and use proceeds in state are exempt from federal laws. 

ii. Note what is important is the INTENT for the funds to be used in state. If circumstances change, that is okay. See Busch .

iii. What does it mean to be in state? 147A safe harbor
1. There is no resale restriction after they come to rest. Securities deemed to com to rest after 6 Mo. 

2. No ban on general advertising. But if you solicit out of state, no exemption under 147. 147A allows out of state advertising so long as only instate sales are conducted. 

3. Just need to reasonably believe someone lives in the state. 

iv. Section 12(a)(2) still applies bc of written interment.

ii. Secondary market transaction (not issuer): 

1. 4(a)(1): Only Issuer, Underwriter, and Dealer (someone who freely sells), are subject to Sec. 5. 

a. Section 2(a)(11): Underwriter is someone who Buys with a (a) VIEW TO (b) DISTRIBUTE

i. “View to” is intent. Did they come to rest or investor has to have a severe change of circumstances. Not just that the stock ended up doing poorly. See Gilligan. 

1. How long to come to rest? After two years, viewed as investment intent. 502(a) does not apply here. 

ii. Distribute= make a public offering

1. See 4(a)(2) + Ralston. 

2. Selling to a AI, bank, or similar is not a public distribution.

b. Underwriter also is someone who offers or sells for an issuer in connection with a distribution. See Chinese Consolidated Benevolent Association. 

c. Someone who assists a control person make a distribution. See 2(a)(11). 

i. Rule 405 defines control person as someone who has a role in management. 

ii. If a broker helps sell these securities, they are a UW. 

iii. Note Rule 4(a)(1.5): If Control person sells to a sophisticated investor, there is no distribution. 

iv. Rule 144 Exemption. Control person = affiliate. This tranasaction cleanses the restricted securities. 
1. General (Rule 144(b)(1) and (2))

a. Holding Period (Rule 144(d))

i. Reporting: 6 mo

ii. Non-reporting: 12 mo

iii. Timing can tack on. 

iv. For unrestricted securities, no holding period. Relevant for control persons (affiliates) trying to dispose of registered securities bc if they comply with Rule144, can sell with assistance (w/o helpers being deemed u/w’s)

b. Current Public Information (Rule 144(c)) 

i. Reporting 12 mo

ii. Non-reporting 6 mo

iii. Must be current reports. 

2. Affiliate Only (Rule 144(b)(2))

a. Volume Limit (Rule 144(e))

i. 1% issued, or weekly amount of trading

ii. 10% of principle amount

b. Manner of Sale Limitation (Rule 144(f),(g))

i. Must be brokers transactions w/ no solicitation. 

c. Notice Requirement (Rule 144(h))

i. Must file this form disclosing relationship. 

v. Rule 144A Exemption: any sale to a QIB is not a distribution. 

1. Anyone besides an issuer can use this. 

2. A QIB is a qualified banking institution with over 100M in assets. 

3. 144A does not cleanse. The QIBS must then use rule 144.  

4. Offers can go to non QIBS, but all sales must be to QIBs

5. Note that under rule 144A(d)(3) the securities cannot be otherwise available. Must be FUNGIBLE. 

6. There must be adequate disclosure to the QIB that this exemption is being used. 

vi. Section 4(a)(7). Basically codified Rule 4(a)(1.5), however specifies sales to AI. Note this I separate than 4(a)(1.5) so both should be plead. 

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

2. No general solicitation or advertising may be used by the seller or anyone acting on the seller’s behalf. [different than 144A but like 4a1.5.] 

3. Information delivery requirement (by issuer to buyer)) A little stricter than 144A.

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

5. Affiliate disclosure requirement – brief statement about nature of relationship to seller.  But affiliates must come clean about their requirement

2. 1934 Securities Act

a. Are you a public company?

i. Paths to becoming public. 

1. Filing registration statement under ‘33 Act (§ 15(d)). This is a public registered offering. Stock, bonds, preferred stock, etc. 

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

3. 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)

ii. And maybe other requirements as well.

1. 8-K - reports certain material developments or extraordinary events

2. 10-Q - quarterly report

3. 10-K -  annual report
4. Section 13: Reporting Requirements

5. Section 14: Proxy \ Tender Offer Rules

6. Section 16: Short Swing Profit Rules

b. Rule 10b-5 

i. Who has standing? People who bought or sold. See Blue Chip Stamps. 

ii. Defendants: any person whose fraudulent activity is “in connection with” the purchase or sale of a security by plaintiff. Read broadly. 

1. Liability is joint and several. 

2. Note control persons also liable unless they acted in good faith and did not directly or indirectly induce the act. 
iii. Elements

1. Misrepresentation or Omission

a. Only duty to disclose unless fiduciary duty, statute duty, or a half truth. 

2. Material Fact

a. Generally, 5% deviation. But look to all facts that could change things up and down. See Ganino. 

b. Effect the total mix

c. When to disclose acquisition, when it is close to being done. However, lying even about preliminary talks is a breach. See Basic. 

d. Probability of event to occur and the scale of it = materiality. 

e. Defenses to materiality: 

i. Investor already knew. 

ii. Truth on the market. See Merck. 

f. Bespeaks Caution Doctorine: Giving qualifiers and cautionary language can prevent liability for forward looking info. Note that if someone knows the info is wrong though, then event he cautionary language wont help. See Asher. 
g. Safe harbor in 21E of exchange act re: bespeaks doctrine. Safe harbor applies to oral statements as well as written statements. 
3. Scienter

a. Does not include negligence. But recklessness on up works. See Ernst. 

b. Pleading requires some particularity to the facts before discovery. 

4. Reliance

a. Fraud on the market theory: Presumption of reliance on the fraud because of efficient market. 

i. Rebut presumption with that a market is not efficient through the Cammer factors. 

1. average weekly trading volume

2. company’s market cap

3. company's eligibility to file Form S-3

4. number of securities analysts following and reporting on the security

5. presence of market makers dealing with the security

6. cause and effect relationship between unexpected corporate news and changes in price of the security
b. Omission: No reliance requierment for Fae to face or Omission. 

c. Affirmative misrepresentation: Investor must show reliance in face-to face, but presumption of reliance on open market. 

5. Loss Causation

a. 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.

6. Damages

a. Actual damages: Pay damages. 

b. Disgorgement: give back ill gotten gains

c. Recission: give back money in full
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