Definition of Security/Investment Contract

Full Definition: Pursuant to Section 2(a) of the Securities Act, the term “security” means “any note, stock, treasury stock, security future, security-based swap, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription, transferable share, investment contract, voting-trust certificate, certificate of deposit for a security, fractional undivided interest in oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on any security, certificate of deposit, or group or index of securities (including any interest therein or based on the value thereof), or any put, call, straddle, option, or privilege entered into on a national securities exchange relating to foreign currency, or, in general, any interest or instrument commonly known as a "security", or any certificate of interest or participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or purchase, any of the foregoing.

Narrow (Investment Contact Plus Howey): Pursuant to Section 2(a) of the Securities Act of 1933 (the “Securities Act”), the term “security” means “any note, stock, treasury stock, . . . investment contract.” (emphasis added).  Based on the facts, the concern is the broad definition of an “investment contract.” In the SEC v. Howey, the court articulated the Howey Test, which ascertains whether a contract is an investment contract for purposes of the Securities Act.  See SEC v. W.J. Howey Co., 328 U.S. 293 (1945).  The Howey Court determined that a contract is an “investment contract” if the following elements to such contract are included: (1) investment of money; (2) in a common enterprise; (3) with an expectation of profit; and (4) solely through the efforts of another. Id.  For our purposes, it should be noted that lack of sophistication is not an element of the Howey Test.

SEC v. W.J. Howey Co., 328 U.S. 293 (1946): In Howey, the court found that an orange grove land contract constituted a sale of a security within the meaning of Section 2(a) of the Securities Act because the investors invested money, it was a common enterprise (pooled oranges together), they had an expectation of profits (bought the land to make a profit off the oranges), and they were relying on the Howey Company to collect and sell the oranges.


Howey Test-Factor (1) Investment of Money:  While Howey states that there must be an investment of “money,” courts have broadly interpreted the consideration component of the Howey Test.  The investment need not take the form of cash; rather, the determining factor is whether an investor “chose to give up a specific consideration in return for a separable financial interest with the characteristics of a security.”  SEC v. SG Ltd., 265 F.3d 42 (1st Cir. 2001).


Howey Test-Factor (2) In a Common Enterprise: The “common enterprise” component of the Howey Test has been interpreted in a number of ways.  Some courts have found horizontal commonality to satisfy the Test, while others strictly adhere to vertical commonality.  Moreover, some courts have also found that the degree of vertical commonality is distinguishable characteristic.  For example, broad vertical commonality requires some connection between the efforts of the promoter and the collective success of the investors.  Conversely, narrow or strict vertical commonality requires a connection between the profits of the promoter and the collective success of investors.  Nevertheless, in SEC v. SG Ltd., the court found that horizontal commonality satisfied the Howey Test’s “common enterprise” element because the investors pooled their funds and assets together and shared in the risks and profits of the enterprise.  See SG Ltd., 265 F.3d at 42.

SEC v. SG Ltd., 265 F.3d 42 (1st Cir. 2001): In SEC v. SG Ltd., the court found horizontal commonality was required for the Howey Test because it followed the legislature’s intent.  In such case, the investors placed their money in these virtual companies (pooling of money) while they all shared in the profits and losses, including the risk that no new participants would bring in more funds.  SG attempted to argue that this was a game and not an investment contract, but the court noted that “it is immaterial whether the enterprise is speculative or non-speculative or whether there is a sale of property with or without intrinsic value.” In essence, the SG Court is saying that it does not matter what you call the transactions, if it satisfies the Howey Test, then it is an “investment contract” within the meaning of Section 2(a) of the Securities Act.

Howey Test-Factor (3) Expectation of Profits: The “expectation of profits” element requires that investors “be attracted solely” by the prospects of a return on investment.  See United Housing Foundation, Inc. v. Forman, 421 U.S. 837 (1975).  “[W]hen a purchaser is motivated by a desire to use or consume the item purchased—to occupy the land or to develop it themselves . . . the securities laws to not apply.” (emphasis added).  

United Housing Foundation, Inc. v. Forman, 421 U.S. 837 (1975).  The court held that the contract does not look like an investment contract because people bought the “stock” because they wanted to live in the building, not because they had an expectation of profits. It was not an investment as they could only purchase by living there.
Howey Test-Factor (4) Solely form the Efforts of Another:  The Howey Test element “solely by the efforts of another” is construed liberally, meaning nominal involvement by investors will not allow the contract to escape the grasp of the Securities Act.  The focus for this element is on how much the investor or investors depend on the managerial or entrepreneurial skills of the promoter.  For example, if the investor is participating in managing and active in generating the profits from the venture, the contract would be more akin to a business venture whereby the Securities Act did not intend to regulate.  In SEC v. Merchant Capital, the court found the “solely by the efforts of another” element was satisfied where the company formed general partnerships that operated solely through the efforts of the entity.   See SEC v. Merchant Capital, 483 F.3d 747 (11th Cir. 2007).
General Partner Presumption Against Investment Contract: There is a presumption that general partnership interests are not securities, but the presumption may be rebutted by any of the following: (1) where the partners have little power in their hands; (2) the partners are inexperienced or unknowledgeable in business affairs; or (3) the partner cannot replace the manager of the enterprise or otherwise exercise meaningful partnership power.  See SEC v. Merchant Capital, 483 F.3d 747 (11th Cir. 2007).

SEC v. Merchant Capital, 483 F.3d 747 (11th Cir. 2007).  In SEC v. Merchant Capital, the court found the contract was an “investment contract” for purposes of Section 2(a) of the Securities Act because the alleged partners did not have control over the investment, they could not meaningfully replace Merchant (general partner), and they relied solely on Merchant for a return on their investment.

Commonly Known as a Security

A. Stock—Definition: A security called stock is a “stock” for purposes of Section 2(a) of the Securities Act if it “embodies some of the significant characteristics typically associated with the name instrument.” See United Housing Foundation, Inc. v. Forman, 421 U.S. 837 (1975).  Courts have looked at substance over form when determining if the “stock” in question is a security for purposes of the Securities Act.  See id. (finding that purchase of “stock” to secure the Co-op was not a security because it did not have any of the characteristics of a stock).   Traditional characteristics of stock include dividends contingent on profits, transferability, voting rights, or appreciable in value.

United Housing Foundation, Inc. v. Forman, 421 U.S. 837 (1975).  In Forman, the court rejected that the word “stock” automatically means the contract or transaction is a security.  Instead, the Forman Court stated that “[i]n searching for the meaning . . . of the word ‘security’ in the Acts, form should be disregarded for substance and the economic reality.” (emphasis added).  The Forman Court pointed out that the “stock” purchased for the Co-op is not a “security” within the meaning of Section 2(a) of the Securities Act because it did not appreciate in value, include a dividend or any expectation to profit.

B. Note – Definition:  A “note” is a contract where an individual pays consideration in exchange for a promise that the consideration will be returned plus interest.  The Securities Act applies to “any note” because the instrument falls within the definition of a “security” as promulgated under Section 2(a).  However, certain notes are excluded from Section 2(a)’s definition depending on the characteristics of the note.
i) Excluded Notes, Family Resemblance:  In Reves v. Ernst & Young, the Supreme Court of the United States adopts the Second Circuit’s family resemblance test for notes.  See Reves v. Ernst & Young, 494 U.S. 56 (1990).  “A note is presumed to be a security, and that presumption may be rebutted only by a showing that the note bears a strong resemblance . . . to one of the enumerated categories of instrument.”  See id.  Excluded “notes” include, “note delivered in consumer financing, the note secured by a mortgage on a home, the short-term note secured by a lien on a small business or some of its assets, the note evidencing a character loan to a bank customer . . . or a note which simply formalizes an open-account debt incurred in the ordinary course of business.  (Consumer financing, home loan, small business loan, etc.).
ii) Excluded Notes, Based on Reves 4 Factors: Notes that do not satisfy the Second Circuit’s “family resemblance” test may still be excluded from the Securities Act’s Section 2(a) definition of a “security” if the Reves four-factor test determines that the note is not a security.  See Reves v. Ernst & Young, 494 U.S. 56 (1990).  The Reves four factors include: (1) the motivations of the lender and the borrower’s use of the funds (i.e., the Note is not for profit), (2) plain of distribution (i.e., the Note is widely distributed), (3) investor’s expectations, and (4) existence of an alternative regulatory scheme.  See id.
a. Reves v. Ernst & Young, 494 U.S. 56 (1990).  The United States Supreme Court held that the demand notes failed the Second Circuit’s “family resemblance” test.  Further, it held that the demand notes failed the four-factor test.  First, the motivation of the issuer was to raise capital for its busines operations while the investor’s motivation was to profit from its investment, demonstrating that this was a business venture and not a purely commercial or consumer transaction.  Second, although the notes were not traded on an exchange, they were sold to “a broad segment of the public.”  Third, the public perspective of the note is that it was an investment being that that it was advertised as such.  Fourth, there was no risk-reducing factor such as an alternative regulatory scheme to demonstrate that the demand notes are not securities.
iii) Excluded Notes, Less than 9-Month Maturity: Pursuant to the Securities Act’s Section 3(a)(3), “[a]ny note . . . which has a maturity at the time of issuance of not exceeding nine months” is exempted from the Securities Act’s reach.    In Reves v. Ernst & Young, the note in question was payable on demand, meaning that the full value of the note could have been payable less than nine (9) months or after nine (9) months depending on the holder’s election.  See Reeves v. Ernst & Young, 494 U.S. 56 (1990).  The Reves Majority held that Section 3(a)(3) exemption does not apply to demand notes where there is ambiguity as to whether its maturity will fall inside or outside the nine (9) month statutory period.  See id. (“In light of Congress’ broader purpose in the Acts of ensuring that investments of all descriptions be regulated to prevent fraud and abuse, we interpret the exception not to cover the demand notes at issue.”).  However, the Majority stated as dicta that a different result may occur if both parties to the demand note contemplated its maturity being within the statutory period.  See id.
Public Offering Process

A. The Role of the Underwriter (Public Offerings): In the context of a public offering, the underwriter, which generally consists of a syndicate of investment banks, is the gatekeeper or screener of good offerings to investors.  The underwriter’s reputation is on the line when they are contracted for a company’s public offering process.  There are generally two types of public offerings that include underwriters.  First and most common, is the firm commitment offering, whereby an underwriter guarantees the entire offering by purchasing all of the issuer’s shares to be offered at a discount (usually about seven percent (7%) of the public offering price) and selling such shares to the public, profiting off of the difference between the public offering price and the discount.  Second, is the “best efforts” public offering, whereby the underwriter acts as a selling agent that receives a commission on the sales.  In contrast to a firm commitment, a “best efforts” public offering is not guaranteed by the underwriter. (Undervaluation risk).

B. Direct Public Offering: In a Direct Public Offering, the issuer forgoes engaging an underwriter and sells the shares directly to the public.  Generally, a direct public offering is an offering to existing shareholders.


C. Initial Public Listing (IPL): In an Initial Public Listing (IPL), the issuer foregoes engaging an underwriter and goes through the public offering process to publicly register its shareholders’ securities.  In an initial public listing, the issuer does not issue new shares to raise capital; rather, it registers only its shareholders’ securities to enable them to be publicly traded, creating liquidity.  It should be noted that the issuer must comply with all of the Securities Act’s §5 “gun-jumping” rules requirements.

D. Dutch Auction Offering:  In a Dutch Auction Offering, the issuer does not fix a price for the offering.  Instead, the issuer uses a form for public investors to place bids on the desired number of shares.  Based on the bids, the issuer can select the highest price point for the allotted amount of shares the issuer is seeking to offer.  While this method is seldomly employed, it does eliminate the risk for undervaluing the offering by soliciting the price point from the public.
Registration Statement & Prospectus


A. Registration Statement: When a company makes a decision to go public through an Initial Public Offering (“IPO”), the company must file a registration statement with the SEC.  The most basic registration statement form is the S-1.  Information within the registration statement can be divided into three (3) categories: (1) transaction information (i.e., amount of proceeds, underwriter), (2) the company’s information, and (3) exhibits and undertakings.

B. Prospectus: Included within the company’s registration statement is a prospectus, a document used to provide certain disclosures to the SEC and potential investors.  Generally, the prospectus is the offering materials and includes: (i) risk factors—legal, business, operational, country, and some risks specific to the issuer; (ii) summary of financial results and management’s discussion and analysis—which discuss trends or differences across years in various metrics; (iii) overview of the industry—such as the structure of competition and the governing regulations; (iv) description of the issuer’s business—production, distribution, property, management, strategy, and litigation; and (v) audited financial statements.  The prospectus is subject to the SEC’s Plain English Rules for language that is “clear, concise, and understandable,” which include Rule 420 (font type and size) and Rule 421 (short sentences, active voice, no legalese).
Types of Issuers

A. Well Known Seasoned Issuer (WKSI): Per Rule 405, a WKSI is an issuer that “has a worldwide market value of its outstanding voting and non-voting common equity held by nonaffiliates of $700 million or more;” or meet the requirements set forth in Rule 405’s WKSI subsection (B)(1).
B. Seasoned Issuer: A “seasoned issuer” is a reporting company eligible for Form S-3 filing, which requires an issuer to have at least $75 million of its shares owned by public investors in a public float and has traded $1 billion of its non-convertible securities.
C. Unseasoned Issuers: Are reporting companies that are not eligible for Form S-3 filings, meaning it either has less than $75 million of its shares owned by public investors in a public float or has not traded $1 billion of its non-convertible securities.
D. Non-reporting Issuers: An issuer who is not a reporting company and does not have publicly traded securities.
Gun Jumping Rules


A. General Rules

(i) No Sale w/o Effective Registration, Section 5(a): Pursuant to §5(a) of the Securities Act, “[u]nless a registration is in effect as to a security, it shall be unlawful for any person, directly or indirectly” to (1) make use of any means of communication to sell such security; or (2) to carry by any means any such security for the purpose of sale, or for delivery after sale.
(ii) Necessity of prospectus meeting requirements of Section 10: Pursuant to §5(b) of the Securities Act, “[i]t shall be unlawful for any person, directly or indirectly” to (1) to carry or transmit any prospectus relating to any security to which a registration has been filed, “unless such prospectus meets the requirements of section 10;” or (2) carry any such security for the purpose of sale or delivery after sale, “unless accompanied or preceded by a prospectus that meets the requirements of subsection (a) of section 10.”

(iii) Prospectus: The Securities Act Section 2(a)(1) defines the term “prospectus” as “any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television, which offers any security for sale or confirms the sale of any security.”  Intuitively, this would mean oral communications not using a broadcast medium would be permitted.

A. Pre-filing Period: The pre-filing period begins when the issuer is “in registration.” While the Securities Act did not define “in registration,” the SEC subsequently issued its Release No. 5009, which defined “in registration” to mean the entire process of the registration from the time the issuer reaches an understanding with underwriter until the completion offering and the period of forty (4) or ninety (90) days during which an issuer must deliver a prospectus.  During the pre-filing period, the issuer cannot offer to sell or to buy securities per §5(c) and cannot make any of sales of its securities per §5(a).
(i) Cannot Offer to Sale, Section 5(c): The Securities Act’s §5(c) makes it “unlawful for any person, directly or indirectly, to . . . offer to sell or offer to buy . . . any security, unless a registration statement has been filed ass to such security.”  (emphasis added).
a. Definition of “offer to sell,” Section 2(a)(3): An “offer to sell” shall “include every attempt or offer to dispose of, or solicitation of an offer to buy, a security.” See the Securities Act §2(a)(3).  However, preliminary negotiations or agreements between an issuer (or any affiliate) and the underwriter (or syndicate) who are privity of contract with the issuer are excluded from §2(a)(3)’s definition.
b. Conditioning the Market, Section 5(c) violation: In determining whether an issuer has violated the Securities Act’s §5(c) “offer to sell,” courts apply factors to determine whether the issuer is “conditioning the market” and thus offering securities.  These factors include: (1) the motivation of the communication; (2) type of information—soft, forward-looking information looks more like an offer (i.e., forecasts, projections, or predictions); (3) breadth of the distribution—the broader means more likely an offer; (4) form of the communication—if is easily reproduce and distributed it is more likely to be an offer; and (5) whether the underwriter is mentioned by name or specific facts about the offering.
c. Remedy for Section 5(c) violation: Delaying the offer is the usual remedy for a §5(c) violations because the SEC believes the delay will allow any “conditioning of the market” to subside.
(ii) Safe Harbors: During the pre-filing period, the SEC has created series of rules that provide a safe harbor to the Securities Act’s §5(c) offer to sell.  If an issuer complies with one of the SEC’s safe harbors, the SEC will not pursue such issuer.
a. Offering Notice, Rule 135: The SEC issued Rule 135, which allows an issuer to run an “offering notice” stating the issuer is contemplating selling securities.  A “offering notice” consists of a short, factual notice announcing a proposed registered offering but it must contain (1) a legend clarifying that the ad is not an offer, and (2) be limited in information to the name of the issuer, title, amount, basic terms of the securities, manner and purpose of the offering (not naming underwriter), and anticipated timing of the offering.  However, Rule 135 is seldomly used, as issuers prefer to wait until the “waiting period” to run a Rule 134 “tombstone ad,” which provides greater flexibility in the amount of detail.
b. 30-Day Exemption, Rule 163A: To provide greater flexibility, the SEC issued Rule 163A, which exempts statements made by the issuer (not underwriters) thirty (30) days prior to the filing of the registration statement but such statements cannot reference the offering.  The exemption is available to all issuers, however, cannot discuss forward-looking statements and the issuer must take reasonable steps to ensure the information is not disseminated during the thirty (30) day cool-down period before the filing of the registration statement.  The idea behind Rule 163A, is to allow an issuer to discuss historical financials and other company information in the ordinary course of the business without violating the Securities Act.
c. Public Company Exemption, Rule 168: The SEC provides even greater flexibility to a public issuer, a company that reports its financials in accordance with the Acts, allowing such issuer to rely on Rule 168.  The Rule provides a public issuer (not an underwriter) an exemption for releasing factual and forward-looking information that occurs regularly in the ordinary course of business, but such information may not reference the offering.  Factual information can include information about the issuers, financial developments, or other aspects of its business.  Forward-looking information can include information about the issuer’s projections of the revenues, income, dividends, capital structure, or statements about the management’s plans and objective for future operations.  However, there is one caveat to Rule 168, the issuer must have (1) previously released the same type of information in the ordinary course of business and (2) the information must be materially consistent in timing, manner, and form with past releases.  Rule 168 is meant to allow public companies to comply with its reporting obligations or engage in activities it normally in the ordinary course of business.
d. Non-Public Companies Exemption, Rule 169:  While not as flexible as the SEC’s Rule 168 for public companies, a non-public company may rely on the SEC’s Rule 169 exemption, which exempts regularly released factual information subject to certain restrictions.  The issuer must have previously released or disseminated the information of the same type in the ordinary course of business in the same “time, manner, and form.”  However, unlike Rule 169, such information cannot be forward-looking or communicated to new investors.  This exemption is meant to allow non-public companies to engage in the same type of information disclosure that they had in the past without violating Section 5 of the Securities Act.
e. Well-Known Seasoned Issuers (WKSIs), Rule 163: Well-known seasoned issuers (“WKSI”) can rely on the SEC’s Rule 163, which exempts communications prior to the filing of the registration statement by a WKSI.  Per Rule 405, a WKSI is an issuer that “has a worldwide market value of its outstanding voting and non-voting common equity held by nonaffiliates of $700 million or more;” or meet the requirements set forth in Rule 405’s WKSI subsection (B)(1).  To rely on Rule 163, the WKSI’s communication must contain a specific legend (clarifying it is not a public offering), file the communication, which shall be deemed a “free writing prospectus” and “prospectus” per Rule 163(a)(1), with SEC upon the filing of the registration statement or amendment thereto.  However, Rule 163(3) states, this exemption shall not apply to: (i) communications “relating to business combination transactions;” (ii) communications by “an investment company;” or (iii) communications by “a business development company.”
(iii) Regulation Fair Disclosure:  Regulation Fair Disclosure, also known as “Reg FD,” assists the SEC in its goal to protect investors against inadequate or selective disclosure.  In essence, Reg FD requires companies to make public its material non-public information disclosed to selective parties, making it violation to leak company information to friends or affiliates without publicly disclosing at the same time.
(iv) The JOBS Act of 2012 “Test the Waters”:  When Congress enacted the Jumpstart Our Business Startup Act of 2012 (“JOBS Act”), it allowed an “emerging growth company” (as defined in §2(a)(19) of the Securities Act) to secretly file their registration statement with the SEC via a “confidential filing.” See the Securities Act §6(e).  However, a confidential filing must be publicly disclosed “not later than 15 days before the date on which the issuer conducts a roadshow.”  See id.  Additionally, the JOBS Act allows companies to “test the waters” by engaging in “oral or written communications with potential investors that are qualified institutional buyers or institutions that are accredited investors . . . to determine whether such investors might have an interest in a contemplated securities offering.”  Id. §5(d).  “Qualified institutional buyers” are institutions that own and invest on a discretionary basis at least a $100 million of securities and “institutional accredited investor” are institutions with a minimum of $5 million in total assets.  Two key characteristics of a “confidential filing” pursuant to the Securities Act §6(e) is that an issuer can back out of a registration filing and can seek offers from investors in accordance with §5(d) (stated above) without violating §5(c).  It should be noted that any company can now using the “confidential filing” method.
B. Waiting Period: The “waiting period” begins after the issuer makes public its filing of its registration statement.  Most issuers wait for the SEC to declare the registration effective, but some companies may seek to “offer to sell” or “offer to buy” securities within the meaning of §5(c) of the Securities Act because such section is no longer applicable in the “waiting period.”  However, during the “waiting period,” the issuer is still subject to §5(a)’s prohibition against sales and must comply with preliminary prospectus requirements under §5(b)(1) and §10(b).  The “waiting period” usually lasts twenty (20) days because after such period the registration automatically becomes effective unless the registration statement is defective.
(i) Necessity of prospectus meeting requirements of Section 10: Pursuant to §5(b) of the Securities Act, “[i]t shall be unlawful for any person, directly or indirectly” to (1) to carry or transmit any prospectus relating to any security to which a registration has been filed, “unless such prospectus meets the requirements of section 10;” or (2) carry any such security for the purpose of sale or delivery after sale, “unless accompanied or preceded by a prospectus that meets the requirements of subsection (a) of section 10.”

(ii) Prospectus, §2(a)(1): The Securities Act Section 2(a)(1) defines the term “prospectus” as “any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television, which offers any security for sale or confirms the sale of any security.”  Intuitively, this would mean oral communications not using a broadcast medium would be permitted.
(iii) Safe Harbors:
a. Preliminary Prospectus, Rule 430:  A “preliminary prospectus” is a prospectus filed as part of the registration statement “prior to the effective date” in accordance with Rule 430.  An issuer’s preliminary prospectus “contains substantially the information required by the [Securities] Act and the rules and regulations thereunder . . . except for the omission of information with respect to the offering price.”  See SEC Rule 430.
b. Free Writing Prospectus, Rule 164 & 433: A “free writing prospectus” as articulated under Rule 164 and 433 is an exception to the Securities Act’s formal §10 prospectus requirement.  Per Rule 405, a “free writing prospectus is any written communication . . . that constitutes an offer to sell or a solicitation of an offer to buy the securities relating to a registered offering that is used after the registration statement . . . is filed.”  (emphasis added).  The issuer’s ability to use the free writing prospectus is dependent on the type of issuer.
i. Non-reporting or Unseasoned Issuer (defined Above): A non-reporting or unseasoned issuer may issue a free writing prospectus per Rule 433, but it must be accompanied or preceded by a prospectus satisfying §10 of the Securities Act.

ii. Seasoned Issuer (defined above): A seasoned issuer may disseminate a free writing prospectus per Rule 433, but it must have a prospectus satisfying §10 of the Securities Act on file with the SEC.
iii. WKSI (defined above): A WKSI can use a free writing prospectus in accordance with Rule 163.  WKSI are permitted to engage at any time in oral and written communications, including use at any time of free writing prospectuses, subject to certain conditions and, in specified cases, filing with the SEC. See Rule 163.
iv. Rule 433 Limitations:  A free writing prospectus has certain limitations.  Per Rule 433(c)(1), a free writing prospectus must not contain information that conflicts with (i) the filed registration statement; or (2) the issuer’s periodic and current reports filed with the SEC.  Per Rule 433(c)(2), a free writing prospectus must contain a legend that states, “[t]he issuer has filed a registration statement (including a prospectus) with the SEC for the offering to which this communication relates” and must provide instructions on how to obtain a copy of the filed registration statement.
v. Missed Filing Deadline for Rule 433 & 164:  If a deadline on a filing is inadvertently missed or a legend is not include per thereby causing a §5(a) violation of the Securities Act that exposes an issuer to §12(a)(1) liability, SEC Rule 164(b) allows an issuer and other participants to cure a the violation if it occurred “unintentionally or immaterially” and there is a “good faith” attempt to cure the defect.  See Rule 164(b).
c. Oral Offers:  Oral offers that do use a broadcast medium are exempt from the Securities Act’s §2(a)(1) definition of a “prospectus.”  While using a broadcast medium is generally prohibited, the SEC has created several carveouts via its rulemaking authority granted by the Acts.
i. Roadshow, Rule 405: SEC Rule 405 prohibits the use of “graphic communication, which appears in the definition of write, written in section 2(a)(9) of the [Securities Act] and in the definition of written communication in this section, shall include all forms of electronic media.”  However, Rule 405 states, “[g]raphic communication shall not include a communication that . . . originates live, in real-time to a live audience and does not originate in recorded form or otherwise as a graphic communication, although it is transmitted through graphic means.” (emphasis added).  In short, the SEC allows issuers to partake in a roadshow to demonstrate its product.
1. PowerPoints, Rule 433 para. (d)(8):  In “Note to paragraph (d)(8)” to SEC Rule 433, “[a] communication that is provided or transmitted simultaneously with a road show and is provided or transmitted in a manner to make the communication available only as part of the road show and not separately is deemed to be part of the road show.” (emphasis added).  In essence, the SEC is allowing the use of PowerPoints simultaneously with a road show and providing an exemption to the “free writing prospectus” as stated in Rule 164 and Rule 433.  Additionally, there must be someone speaking along with the graphic communication or PowerPoint for it to qualify as an oral communication.  An issuer must be careful though because a written communication that is an offer that is contained in a separate file from the roadshow or available outside of the roadshow, “will be a free writing prospectus subject to any applicable filing conditions of [Rule 433’s] paragraph (d).”
2. Bona Fide Roadshow, Rule 433(h)(5): As defined in SEC Rule 433(h)(5), a “bona fide electronic road show means a road show that is a written communication transmitted by graphic means that contains a presentation by one or more officers of an issuer or other persons in an issuer’s management.” (emphasis added).  A bona fide road show allows an issuer to conduct a road show remotely (like via the web) as long as the road show is available to the public.
d. Tombstone Ads, Rule 134:  A “tombstone ad” pursuant to SEC Rule 134 shall be exempt from a “prospectus” under the Securities Act’s §2(a)(10) if the ad is limited certain information.  It should be noted that a “tombstone ad” cannot be used in the pre-filing period because it will violate the Securities Act’s §5(c) prohibition against offers to sell.  A Rule 134 “tombstone ad” shall not be a “prospectus” or a “free writing prospectus” if the communication is limited to: (1) the name of the issuer of the security; (2) the title of the security and amount being offered; (3) issuer’s type of business (new from Rule 135); (4) the names of the underwriters (new from Rule 135); and (5) anticipated schedule for the offering and description of marketing events.  Per subsection (b), the “tombstone ad” must disclose certain information, including a boilerplate legend that the securities may not be sold prior to the registration statement becoming effective.  Lastly, per subsection (d), a “tombstone ad” may solicit an offer to buy or a less formal indication of interest if accompanied or preceded by a preliminary prospectus (Rule 430); however, the “tombstone ad” must include a boilerplate legend that investor has right to revoke offer to buy.
C. Post-Effective Period:  The “post-effective period” marks the end of the prohibition on sales per the Securities Act §5(a) because the registration statement is now effective.  Generally, this period starts twenty (20) days after the filing of the registration statement.  See the Securities Act §8(a) (“[T]he effective date of a registration statement shall be the twentieth day after the filing thereof or such earlier date as the [SEC] may determine.”).  However, in practice, the registration statement becomes effective once the SEC declares it effective in a letter.  Per SEC Rule 473, an issuer can state in advance that it will file an amendment.
(i) Pricing Timing Concerns, Rule 430A:  Because of price timing concerns, the SEC Rule 430A allows issuers to go effective with a registration statement that contains a form of the statutory prospectus that “may omit information with respect to the public offering price” and other information, which allows for the price to be set at the last moment.  Issuers must eventually file the price related information.  If the issuer does file within fifteen (15) days of the registration statement’s effective date (via a prospectus under Rule 424(b)(1)), then no post-effective amendment is necessary.  See Rule 430A(a)(3).  All companies go this route to avoid giving pricing information upon filing its registration statement.
(ii) Traditional Free Writing, §2(a)(10)(a):  A traditional “free writing prospectus” includes all written or broadcast offering materials which would otherwise not comply with the Securities Act §10.  However, issuers and broker-dealers using a “free writing prospectus” can provide selling documents to potential investors in the post-effective period as long as they also include a final statutory prospectus in compliance with §10.
(iii) After Sale Obligations:
a. Delivery of Security and Prospectus, §5(b)(1)-(2):  The Securities Act §5(b)(2) makes it unlawful for any person to carry (though means of transportation in interstate commerce or mails) “such security for the purpose of sale or for delivery after sale, unless accompanied or preceded by a prospectus that meets the requirements of subsection (a) of section 10.”  (emphasis added). (Must deliver security and prospectus unless Rule 172).
i. No need for Prospectus, Rule 172:  While the Securities Act §5(b)(2) requires the delivery of the prospectus either preceding or accompanying the delivery of the security, SEC Rule 172 allows an issuer to forego the delivery of the prospectus if the registration statement is effective and a prospectus is filed with the SEC.  Providing the purchaser with access to the prospectus for purposes of Rule 172(b) is sufficient.
ii. Notice of Sale Requirement, Rule 173: Within two (2) business days following the consummation of the sale of securities transaction, an issuer must provide “notice to the effect the sale was made pursuant to a registration statement in which a final prospectus would have been required to have been delivered in the absence of Rule 172.”
b. Obligations on Delivery of Prospectus Varies:
i. Reselling Shares, §4(1): The provisions of section 5 shall not apply to transactions by any person other than an issuer, underwriter, or dealer.  See the Securities Act §4(1).
ii. Issuer’s Ongoing Obligation: An issuer always has an obligation to ensure the prospectus is accurate, must update the prospectus.
iii. Underwriter: An underwriter who did not immediately distribute (unsold allotments) the securities will have an obligation to deliver the prospectus in the future.  See the Securities Act §4(a)(3)(C).
Civil Liability Under the Securities Act


A. Section 11 Liability, Misstatement/Misrepresentation: Pursuant to the Securities Act §11(a), “[i]n case any part of the registration statement, when such part became effective, contained an untrue statement of material fact or omitted to state a material fact required to be stated therein to make the statements therein not misleading, any person acquiring such security . . . may . . . sue” certain parties.
(i) Certain Parties/Statutory Defendants, §11(a): These parties include:
a. Signed Parties, §11(a)(1): per §11(a)(1), “every person who signed the registration statement.”  By virtue of their position, §6(a) requires the registration statement to be signed by each issuer, its principal executive officer or officers, its principal financial officer, its controller or principal accounting officers and the majority of its board of directors.
b. Directors, §11(a)(2):  per §11(a)(2), “every person who was a director of the issuer at the time of the filing of the part of the registration statement with respect to which his liability is asserted.”
c. Future Director, §11(a)(3): per §11(a)(3), “every person who, with his consent, is named in the registration statement as being or about to become a director, person performing similar functions, or partner.”
d. Expert, §11(a)(4): per §11(a)(4), “every accountant, engineer, or appraiser, or any person who has with his consent been named as having prepared or certified any part of the registration statement.”  It should be noted that these experts only face liability with respect to the part they prepared or certified.  See the Securities Act §11(a)(4).
i. Lawyer Limitation: Generally, providing legal advice does not subject a lawyer to liability unless the lawyer acts in its capacity as an expert per §11(a)(4) when it gave its opinion. 
e. Underwriter, §11(a)(5): per §11(a)(5), “every underwriter with respect to such security.”
f. Controlling Shareholder, §15: Aside from the parties listed in the Securities Act §11(a), a controlling shareholder can “joint and severally liable” to the extent the company is “unless the controlling person had no knowledge of or reason to believe” of the untrue facts.  See the Securities Act §15.  (CAN be liable under Section 12 as well).
(ii) Materiality Standard:
a. SEC Mandated Disclosure Items:  The SEC has mandated certain disclosures that will be material regardless of the standards set forth in case law.  SEC Item 101a requires that a company provide information from earlier periods if such information is material.  SEC Item 402(a)(2) requires a “clear, concise and understandable” disclosure of compensation received by all executive officers and directors.  SEC Item 406 requires a company to disclose whether it adopted a code of ethics, and if not, explain why such was not adopted.
b. Additional Information Necessary to Prevent Misstatement:  Besides the information required to be included in the registration statement, an issuer shall be required to add “further material information, if any, as may be necessary to make the required statements, in the light of the circumstances under which they are made, not misleading.”  See the Securities Act Rule 408; see also Exchange Act Rule 12b-20.
c. Case Law:
i. Reasonable Investor/Total Mix Standards:  In TSC Industries, Inc. v. Northway, the United States Supreme Court stated that an omitted fact is material if there is a “substantial likelihood that a reasonable investor” would consider it important.  TSC Industries, Inc. v. Northway, 426 U.S. 438 (1976).  The Court further stated that there must be a “substantial likelihood” that the disclosure of the omitted fact would have been viewed by a reasonable investor as having significantly “altered the total mix of information” made available.  See id.  While the two preceding sentences seem like two different tests for materiality, courts have used the two interchangeably as one test.  The “reasonable investor” test is heavily fact specific and premised back-looking statements.  See id.
ii. Forward-looking Materiality:  In Basic v. Levinson, the United States Supreme Court formally adopted the “probability x magnitude” test for determining the materiality of forward-looking statements as articulated in SEC v. Texas Gulf Sulphur Co.  See Basic v. Levinson, 485 U.S. 224 (1988).  The “probability x magnitude” test states that in the context of an event that may happen, materiality “depends 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.”  See id.  The Basic Court stated that evidence of “probability” can be found Board resolutions, securing investment bankers, and negotiations.  See id.  Further, evidence of “magnitude” can be the merger premium and the relative capitalization of the two companies.  See id.  The Basic Court gave these examples, but this is a non-exhaustive list, and the test is heavily fact specific.  See id.  While Basic encompassed materiality under a 10b-5 cause of action, the Court stated that “materiality standard . . . applies to the [Acts]” and the proxy rules.  See id.
1. Basic v. Levinson, 485 U.S. 224 (1998).  Basic was a company that was in talks with another company regarding the potential of a merger.  See Basic v. Levinson, 485 U.S. 224 (1998).  However, when the public probed Basic with questions as to whether the company was in merger talks, Basic denied vehemently denied merger talks on three (3) separate occasions.  See id.  Because a merger is a future event that may or may not occur, the Basic Court adopted the Texas Gulf Sulphur “probability x magnitude” test while rejecting the Third Circuit and Sixth Circuit tests for materiality.  See id.
a. Stay Silent Rule:  The Basic Court stated that absent a duty to disclose, if a company does not want to lie or admit something, it could stay silent.  See Basic v. Levinson, 485 U.S. 224 (1998).
d. Efficient Capital Market Hypothesis (“ECMH”):  The Efficient Capital Market Hypothesis (“ECMH”) is premised on the ideology that in an efficient market, current prices always and fully reflect all relevant information about such security.  ECMH describes the relationship between the information and the price of a security.  The ECMH has three (3) separate theories on how information is reflected in the securities current price.  First, in a “weak” market, all information concerning historical prices is fully reflected in the current price, so prices only respond to new information.  Second, in “semi-strong” (most popular), the current price incorporates all historical information and all current public information.  Third, in a “strong” market, the current price incorporates all information, whether publicly available or not.
i. ECMH Materiality Rule:  The lack of market movement immediately following disclosure establishes the non-materiality of that disclosure.  Conversely, a significant market response is typically conclusive evidence of materiality (unless a defendant can rebut).
ii. ECMH Case Law Materiality:  The ECMH can be used to determine materiality by analyzing the relationship between the securities market price and its fluctuation after the disclosure of information.  In Merck & Co, the Court articulated the semi-strong ECMH.  See In re Merck & Co, Inc. Securities Litigation, 261 (3d Cir. 2005).  The Merck Court stated that materiality can be found in “information that alters the price of the firm’s stock. First, reasonable investors are the market. Second, information important to the market will be reflected in the stock’s price. Thus, information important to reasonable investors . . . is immediately incorporated into the stock price.”  See id.  The Merk Court stated the test for “the materiality of [the] disclosed information may be measured post hoc by looking to the movement, in the period immediately following disclosure, of the price of the firm’s stock.  See id. (emphasis added).  It should be noted that “immediately” as used in the test does not need to be “instantaneous.”  See id.
1. In re Merck & Co, Inc. Securities Litigation, 261 (3d Cir. 2005).  Medco (a wholly owned subsidiary of Merck & Co.) included co-payments paid by consumers to the pharmacy in its revenue and financial statements.  See In re Merck & Co. Inc. Securities Litigation, 261 (3d Cir. 2005).  After Medco filed its registration statement with the SEC, the truth regarding the falsities in its revenue was discovered.  See id.  However, the stock price went up after Medco filed its registration statement.  See id.  Two months after the filing, the Wall Street Journal (“WSJ”) published an article speculating how much of the “revenue” was from the co-payments.  See id.  The stock price dropped four percent (4%) after the WSJ article.  The Court held the information was not material because the stock price did not drop immediately following the initial disclosure of the information.  See id.
e. Materiality of Management integrity:  Disclosure of the integrity of management is always a material factor irrespective of the magnitude.  See In the Matter of Franchard Corporation, 42 S.E.C. 163 (1964).  This disclosure should encompass a director’s past performance, specific contracts with the company, and respective interests.  See id.  Additionally, a director’s health and other personal matters are included in mandated disclosure by virtue of the position of being director.  Per Franchard Corporation, “[a]n insider of a corporation that is asking for public funds must, in return, relinquish various areas of privacy with respect to his financial affairs which impinge significantly upon the affairs of the company.”  Consequently, an omission or a failure to disclose of such information shall be material.  
i. In the Matter of Franchard Corporation (Director Disclosure):  In Franchard Corporation, Glickman, a director, was taking money of the company without disclosing the withdrawals to investors in three separate registration statements.  See In the Matter of Franchard Corporation, 42 S.E.C. 163 (1964).  Glickman also encumbered his interest in the company by pledging his shares as collateral for loans from banks without disclosing such encumbrances.  See id.  When the company’s other directors discovered these transactions, Glickman promised to repay and desist, but continued his actions.  See id.  The company never disclosed the transactions in the registration statement, so the court found the company liable for civil liability under the Securities Act’s §11.  See id.
1. Change in Control, Rule 408 & Regulation S-K Item 403(c):  Per Rule 408 and Regulation S-K Item 403(c), the company has an affirmative disclosure obligation if a director pledges shares of the company that may result in a change in control.  In Franchard Corporation, Glickman pledged his shares that could have resulted in a “change of control” in favor of the banks to whom the encumbered shares were pledged.  See In the Matter of Franchard Corporation, 42 S.E.C. 163 (1964).  The court found this omission of information material for the Securities Act’s §11 liability.  See id.
2. Section 11 Liability vs. Director’s Due Diligence:  Section 11 does establish a standard of due diligence for the directors’ responsibility with respect to the completeness and accuracy of the document used in the public distribution of securities. However, the Securities Act does not define the Federal standards of directors’ responsibility in the ordinary operations of the business nor empowers the SEC to formulate such regulatory standards.  See In the Matter of Franchard Corporation, 42 S.E.C. 163 (1964).
3. Transactions in Excess of 120k, Reg. S-K Item 404:  An issuer must provide disclosure of any transaction in excess of One-Hundred-and-Twenty-Thousand Dollars ($120,000) between the issuer and insiders.  See Regulation S-K, Item 404.  “Insiders” include directors, officers, five percent (5%) shareholders, and the family members of any of those classes.  See id.
4. Public Companies Prohibition of Loans to Officers & Directors:  Pursuant to §402 of the Sarbanes-Oxley Act, an issuer or company is prohibited from providing loans to its executive officers and directors if the such issuer is public.
ii. Numerical Rule of Thumb:  There is a presumption that if the dollar magnitude of a particular piece of information is less than five percent (5%) of the net incomes, revenue, or assets of a company, than the information is not material.  Conversely, if the magnitude crosses the five percent (5%) threshold, then the information is material.  This is not an SEC rule, but merely a presumption, meaning the SEC has the discretion to pursue for §11 civil liability.
(iii) State of Mind:  Liability under the Securities Act’s §11 does not depend on a state of mind or a degree of culpability.  Rather, “[t]he statute imposes liability for untrue statements regardless of whether they are intentionally untrue.”  Escott v. Barchris Construction Co., 283 F. Supp. 643 (S.D.N.Y 1968) (emphasis added).  Accordingly, the issuer shall be liable upon the plaintiff satisfying the burden of proof with respect to the material untrue statement or omission, which is more akin to strict liability.  See the Securities Act §11(b).
(iv) Damages/Remedies:  The SEC has several tools at its disposal depending on whether the registration is pre- or post-effective. 
a. Stop Order, the Securities Act §§ 8(c), (d):  If the registration statement is pre-effective, the Securities Act §§8(c), (d) empower the SEC to issue a stop order to suspend the effectiveness of the registration statement if it includes a material fact or omits to state any material fact.  The stop order will last as until the omission or untrue statement is corrected.
b. §11 Liability:  If the registration is post-effective, the issuer becomes liable for “an untrue statement of material fact or [an omission of] a material fact required to . . . make the statements therein not misleading” at the time the registration “became effective.”  See the Securities Act §11(a).  Unlike Rule 10b-5 liability, §11 liability is limited to the offering price, which is the amount the investor paid to acquire the security from the issuer subject to such liability.  See id. §§11 (e),(g) (“In no case shall the amount recoverable under [§11] exceed the price at which the security was offered to the public.”).
(v) Potential Plaintiffs:  Pursuant to §11(a), “[a]ny person acquiring such security” that is the subject of §11 liability imposed on an issuer shall have standing to bring a suit under the Securities Act.
a. Tracing Requirement:  However, §11 standing becomes quite complex and hard to prove if an investor purchased the security from a public market or from another investor rather than directly from the issuer of the faulty registration statement.  In such cases, courts have required tracing the security back to the faulty registration statement to be able to avail oneself to §11 standing.  See Krim v. pcOrder.com, Inc., 402 F.3d 489 (5th Cir. 2005).  Generally, the only way to meet §11 standing tracing requirement is through logical deduction, meaning the securities purchased were from an issuer who only had one registration statement or the plaintiff has ruled out any possible alternative that the securities are from a different registration statement.  See id.  §11’s standing tracing requires that the plaintiff prove standing with “absolute certainty.”  See id. (rejecting the broad argument that §11 tracing can be established by a showing of high likelihood).  The “absolute certainty” is high burden, but courts have found this burden necessary for the imposition of almost strict liability.  See id. (“To take advantage of the lower burden of proof and almost strict liability under §11, a plaintiff must meet a higher procedural standard.”).
i. Tracing Requirement, Krim v. pcOrder.com:  In Krim v. pcOrder.com, certain plaintiffs could not satisfy the Securities Act’s §11 tracing requirement for standing.  See Krim v. pcOrder.com,Inc., 402 F.3d 489 (5th Cir. 2005).  The plaintiffs attempted logical deduction tracing but the shares that they purchased could possibly have been from the issuer’s seasoned secondary offering, which was not based on a faulty registration statement.  See id.  The possibility that their shares were mixed with shares from a non-faulty registration was sufficient for the Krim Court to deny standing because the plaintiffs could not trace standing with “absolute certainty.”  See id.
1. Note: This case was brought under §11 and §15 because §15’s “liability of controlling persons” can be imposed from a §11 violation.  See the Securities Act §15; see also Krim v. pcOrder.com, Inc., 402 F.3d 489 (5th Cir. 2005).
(vi) Defenses:

a. Plaintiff Knowledge: Plaintiff knew of the misstatement or omission when he or she acquired the security, which negates the Securities Act’s §11(a) “misleading” requirement.
b. Year after Earnings Release: Similar to a statute of limitations, a plaintiff cannot bring a §11 cause of action where a oner (1) year has passed since the issuer’s last earnings release.  The idea is that subsequent information has come out that would mitigate any previous liability.
c. Statute of Limitations:  A plaintiff must bring a §11 cause of action within one (1) year after learning about the faulty registration or such action is barred.  Additionally, the statute of limitations will have run if it has been more than three (3) years since the investor purchased from the faulty registration.
d. Whistleblower:  Provides a defense to a statutory defendant under the Securities Act’s §11(a) if such defendant reported the violation.
e. Rebut the Presumption: A statutory defendant (per the Securities Act §11(a)) can avoid liability by demonstrating that the drop in price was due to some other factor that affected the entire market.
f. Due Diligence Defense: A statutory defendant (per the Securities Act §11(a) except the issuer) can use the due diligence defense, meaning such defendant made “reasonable effort” and was diligent but did not discover the false or misleading statements.
i. “Reasonable Investigation” Definition, §11(c):  In determining what constitutes “reasonable investigation and reasonable ground for belief, the standard of reasonableness shall be that required of a prudent man in the management of his own property.”  See the Securities Act §11(c).  This subsection imposes an obligation on the statutory defendants (per the Securities Act §11(a)) to look at the underlying documents and exercise reasonable care in obtaining all the facts relevant to the section of the registration statement it is entrusted with reviewing.  SEC Rule 176 list several factors to consider when determining whether a reasonable investigation has been accomplished.  Such characteristics include the type of issuer and security, the type of person and office held, the reasonable reliance the issuer’s officers or agents, and if an underwriter, the role the underwriter serves.
ii. Non-expertise, §11(b): No person shall be liable that had, after reasonable investigation, reasonable ground to believe and did believe that the statements in the registration statement were true.  See the Securities Act §11(b)(3)(A).
1. Directors reliance on Experts: No person shall be liable that, 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 were untrue.  See the Securities Act §11(b)(3)(C).
iii. Expertise, §11(b):  No person shall be liable that, as regards any part of the registration statement made upon his authority as an expert, had after reasonable investigation, reasonable ground to believe and did believe that the statements in the registration statement were true or such part of the registration statement did not fairly represent his statement as an expert. See the Securities Act §11(b)(3)(B).  Additionally, experts may only be liable for those parts prepared or certified by them.  See id. §11(a)(4).
1. Underwriter liability: “reasonable investigation must be construed to require more effort on the part of the underwriters than the mere accurate reporting in the prospectus of data presented to the by the company.”  Escott v. Barchris Construction Co., 283 F. Supp. 643 (S.D.N.Y 1968).
iv. Reasonable Investigation, Escott v. Barchris Construction Co.:  Barchris, a company pursuing a public offering, had filed a registration statement that included several misstatements such as the revenue, hidden liabilities, claims that all corporate loans by officers had been repaid, and misrepresentations as to the use of the offering funds.  See Escott v. Barchris Construction Co. 283 F. Supp. 643 (S.D.N.Y. 1968).  The Barchris Court found that the issuer’s directors, Chief Financial Officer, and underwriters were liable under the Securities Act §11.  See id.  Further, the Court dismissed the “reasonable investigation” defense for the liable parties because they did not use “reasonable care to investigate the facts which a prudent man would employ in the management of his own property.”  See id. (quoting the Securities Act §11(c)).
1. Director Ignorance is Not a Defense: “The liability of a director who signs a registration statement does not depend upon whether or not he read it or, if he did, whether or not he understood what he was reading.”  See Escott v. Barchris Construction Co., 283 F. Supp. 643 (S.D.N.Y 1968).
2. New Director Same Responsibility: “Section 11 imposes liability in the first instance upon a director, no matter how new he is.”  See Escott v. Barchris Construction Co., 283 F. Supp. 643 (S.D.N.Y 1968); see also the Securities Act §11(a)(3) (“[A] person who, with his consent, is named in the registration statement as being or about to become a director, person performing similar functions, or partner [shall be liable].”).
3. Strict Liability: “The statute imposes liability for untrue statements regardless of whether they are intentionally untrue.”  Escott v. Barchris Construction Co., 283 F. Supp. 643 (S.D.N.Y 1968) (emphasis added).
B. Section 12 Liability, Failure to Comply w/ Gun Jumping Rules:  The Securities Act §12 imposes civil liability on an issuer for failing to comply with §5’s “gun jumping rules.”
(i) Liable Defendants, §§12(a)(1),(2):  Per the statute, “[a]ny person who . . . offers or sells a security in violation of section 5 . . . shall be liable . . . to the person purchasing such security.”  The Securities Act §12(a).  “The term 'sale' or 'sell' shall include every contract of sale or disposition of a security or interest in a security, for value.  The term 'offer to sell', 'offer for sale', or 'offer' shall include every attempt or offer to dispose of, or solicitation of an offer to buy, a security or interest in a security, for value.”  The Securities Act §2(a)(3). 

a.  Limitations on Defendants:  Generally, liable is only imposed on the issuer; however, the language in §12 would seem to extend at least to persons who solicited the “person purchasing such security.”  See the Securities Act §12(a).  Yet, Congress did not intend to impose strict liability on a person whose sole motivation is to benefit the buyer.  See Pinter v. Dahl, 486 U.S. 622 (1988).  However, the United States Supreme Court seemed to indicate that a solicitor (per the Securities Act §2(a)(3)) will be subject to §12 liability if their interest in the issuer’s sale is for personal gain, such as a commission.  See id.
b. Case Law Limitations of Liability, Pinter v. Dahl:  Pinter, the company who did not register the securities in accordance with §5, sold oil interest to Dahl, an investor.  See Pinter v. Dahl, 486 U.S. 622 (1988); see also the Securities Act §2(a)(1) (“The term ‘security’ means any . . . fractional undivided interest in oil, gas, or other mineral rights.”).  Dahl informed his friends of his Pinter investment and assisted in bringing them into the offering but receiving no commission in the process.  See id. When the investment failed, the plaintiff sued Pinter for failing to comply with §5 registration requirement and succeeded.  See id.  Pinter tried to sue Dahl for contribution as a fellow offeror to reduce the burden of its liability.  See id.  The United States Supreme Court, in rejecting the lower court’s “substantial factor” test, remanded the case to determine if Dahl had the kind of interest in the sales that made him a statutory seller.  See id.
Exemptions from Section 5 of the Securities Act


A. Exemptions from the Securities Act §5:  There are several exempted transactions for avoiding the Securities Act’s §5 “gun jumping rules.”  First, certain issuers are exempted under the Securities Act §3.  Second, primary offerings can be exempted under the Securities Act §4(a)(2) when there is a “transaction by an issuer not involving any public offering.  Third, there are exemptions for secondary market transactions under the Securities Act §4(1).

B. Exempted Issuers:  Under the Securities Act §3, certain issuers are exempted from §5’s “gun jumping rules.”  §3(a) expressly states that the provisions the Securities Act shall not apply to any of the following classes of securities: (1) any security issued by the United States (per §3(a)(2)); (2) any note with a maturity less than nine (9) months (per §3(a)(3)); and (3) any security offered and sold within a single State (per §3(a)(11)).  

C. Private Offering:  Pursuant to the Securities Act §4(a)(2), the provisions of §5 shall not apply to “transactions by an issuer not involving a public offering.”  (emphasis added).  The burden is on the issuer to prove that it satisfies §4(a)(2).  Case law on determine whether a transaction is a private offering exempted from §5 is quite murky since it is difficult to ascertain the outcome in a court’s ruling.
(i) Ability to Fend for Themselves, SEC v. Ralston Purina Co.:  In SEC v. Ralston, the United States Supreme Court stated that the applicability of §4(a)(2) “should turn on whether the particular class of persons affected need the protection of the [Securities] Act. An offering to those who are shown to be able to fend for themselves is a transaction not involving any public offering.”  SEC v. Ralston Purina Co., 346 U.S. 119 (1953) (emphasis added).
a. Corporate Officers:  The United States Supreme Court seemingly implies that the §4(a)(2) exemption would have been available to Ralston if the offerings were made exclusively to corporate officers that “have access to the same kind of information the [Securities] Act would make available.”  See SEC v. Ralston Purina Co., 346 U.S. 119 (1953).
(ii) Private Placement actors, Doran v. Petroleum Management:  Over twenty years after the U.S. Supreme Court’s decision in Ralson, the Fifth Circuit issued its opinion that a private placement exemption (per the Securities Act §4(a)(2)) is only available if certain factors weigh in favor of the exemption.  See Doran v. Petroleum Management Corp, 545 F.2d 893 (5th Cir. 1977).  Theses certain factors include the number of offerees, relationship of the offerees to each other and to the issuer, number of units offered, size of the offering, and manner of the offering.  See id.  The Doran Court makes it apparent that not one factor is dispositive.  See id.  Instead, a court must look at the factors in conjunction to determine whether this is a private placement transaction pursuant to §4(a)(2).  See id.  Further, “[s]ophsitication is not a substitute for access to information that registration would disclose.”  Id.  “[A]vailability means either disclosure of or effective access to the relevant information.”  Id.  If no disclosure is made, the issuer “must show that the offerees occupied a privileged position relative to the issuer that afforded them an opportunity for effective access to information registration otherwise provide.”  Id.  Conversely, if disclosure is made, the issuer “must . . . show that the offeree could realistically have been expected to take advantage of his access to ascertain the relevant information.”  Id.
a. Doran v. Petroleum Management: Petroleum had contacted a few people they had a previous relationship with to sell their securities.  See Doran v. Petroleum Management Corp, 545 F.2d 893 (5th Cir. 1977).  Doran, an investor with an engineering degree and high net worth, accepted Petroleum’s proposal.  See id.  However, the Doran Court found that Doran’s sophistication is insufficient if he had no access relevant information that the Securities Act would normally provide.  See id.  As such, the Court remanded the case to determine if the factors it articulated weighed in favor of the exemption.  See id.
(iii) Regulation D: To provide guidance on the convoluted case law surrounding the “private offering” exemption provided in the Securities Act §4(a)(2), the SEC promulgated Regulation D (“Reg D”) to set up a series of safe harbors that an issuer could rely on to avoid an enforcement action by the SEC.  See Reg D, Rule 500.  It should be noted that “[Reg D] transactions are not exempt from antifraud, civil liability, or other provisions of the federal securities laws.”  Reg D, Rule 500(a).  
a. Rule 501 Definitions:
i. Accredited Investor, Rule 501(a):  An “accredited investor” shall mean any person who comes within the Rule 501(a) categories or the issuer “reasonably believes comes within any” of the Rule 501(a) categories. (reasonable belief).
1. Various Financial Institutions:  Per Rule 501(a)(1), various financial institutions, by virtue of their business trade, are considered “accredited investors.”  These financial institutions include banks, broker-dealers, insurance companies, loan associations, and several other institutions.
2. Directors, Executive Officers, General Partners: Per Rule 501(a)(4), “[a]ny director, executive officer, or general partner of the issuer” or a “general partner of the issuer” shall be an “accredited investor.”
3. Corporations w/ Assets Exceeding $5 million:  Any “organization . . . not formed for the specific purpose of acquiring the securities offered, with total assets in excess of $5,000,000” shall be an “accredited investor.”  See Rule 501(a)(3).
4. Natural Persons (net worth/income): Any “natural person whose individual net worth, or joint net worth with that person’s spouse, at the time of purchase exceeds $1,000,000” excluding “the person’s primary resident” shall be an “accredited investor.”  See Rule 501(a)(5).  Alternatively, any “natural person” can be an “accredited investor” by having “an individual income in excess of $200,000 in each of the two most recent years or joint income with that person’s spouse in excess of $300,000 in each of those years and has a reasonable expectation of reaching that same income level in the current year.”  Rule 501(a)(6).
5. FINRA-Administered Exams (Initial Certifications), Rule 501(a)(10): A natural person who completed the three FINRA administer exams, shall be an “accredited investor.”  See Rule 501(a)(10).  The exams are: (1) General Securities Representative License (Series 7), Licensed Investment Adviser Representative (Series 65), and the Private Securities Offerings Representative license (Series 82).
b. Integration, Rule 502: Under Rule 502(a), the SEC provides the “integration” safe harbor whereby “[o]ffers and sales made more than six months before the start of a Regulation D offering or are made more than six months after completion of a Regulation D offering will not be considered part of that Regulation D offering.”  (emphasis added).  “Integration” means an issuer cannot circumvent the SEC’s intent regarding Reg D by piecing together different transactions to invoke the benefits of the different transaction types.  See Rule 502(a).  To determine whether separate transactions should constitute one integrated transaction, the SEC considered certain factors.  See id.  These factors include: 1) Whether sales are part of a single plan of financing; (2) Whether the sales involve issuance of the same class of securities; (3) Whether sales were made at or about the same time; (4) Whether same type of consideration is received; and (5) Whether the sales are made for the same general purpose.
c. Rule 506(d) Transaction:  Generally, a Rule 506(b) offering is the most commonly used offering among issuers.  Upon compliance with Rule 506, the offering “shall be deemed to be transactions not involving any public offering within the meaning of section 4(a)(2) of the [Securities] Act.”  See Rule 506(a).  To qualify for the exemption, an issuer must “satisfy all the terms and conditions of Rule 501 and Rule 502.”  See Rule 506(b).  Additionally, the issuer must reasonably believe that there are no more than thirty-five (35) purchasers in the offering and must reasonably believe that each non-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” prior to the sale.  See id. (b)(2).  Because Rule 506 is subject to the terms and conditions of Rule 502, an issuer cannot engage in “general solicitation or general advertising.”  See Rule 502(c). 
i. Filing of Form D, Rule 503(a): “An issuer offering or selling securities in reliance on Rule 504 or Rule 506 must file” Form D with the SEC “no later than 15 calendar days after the first sale of securities in the offering.”  Rule 503(a).
ii. Calculation of Number of Purchasers, Rule 506:  For purposes of calculating the number of purchasers under Rule 506(b), “any relative, spouse or relative of the spouse of a purchaser who has the same primary residence as the purchaser” shall not count as an additional purchaser.  Rule 501(e)(1)(i).  Additionally, “[a]ny accredited investor” shall be excluded from the calculation.  Rule 501(e)(3).
1. Corporation Treatment, Rule 506(e)(2): “Any corporation, partnership or other entity shall be counted as one purchaser.”  Rule 506(e)(2) (emphasis added).  However, if that entity is organized “for the specific purpose of acquiring the securities offered and is not an accredited investor under paragraph (a)(8) of [Rule 501],” then each beneficial owner of the securities in the entity shall count as a “separate purchaser.”  Id.  A corporation is an accredited investor within the meaning of Rule 501(a)(3) if it has more than Five Million ($5,000,000) in assets or its equity is only owned by all accredited investors.  See Rule 501(a)(3), (a)(8).
iii. General Solicitation: “[G]eneral solicitation or general advertising” shall include any advertisement, article, notice or other communication published in any newspaper, magazine, or similar media or broadcast over television or radio (per Rule 502(c)(1)); and any seminar or meeting whose attendees have been invited by any general solicitation or general advertising (per Rule 502(c)(2)).  However, the SEC has stated that offers to purchasers who the issuer does not have a pre-existing relationship shall constitute general solicitation.  See In re Kenman Corp., Fed. Sec. L. Rep. (Apr. 19, 1985).
1. Pre-existing Relationship: The SEC has stated that a pre-existing relationship must be of a kind that: (1) enables the issuer to be aware of the financial circumstances of the purchaser; (2) enables the issuer to know the sophistication of the purchaser; and (3) the relationship is of substance and duration.  See SEC No-Action Letter Mineral Lands Research & Marketing Corp., (March 21, 1985).  However, an issuer can “piggy-back” off of a brokerage firms pre-existing relationship.  See id.  A brokerage firm may actively solicit investors with a general interest in investing in private placements; however, the solicitation may not mention a particular private placement and there must be sufficient time prior to any contemplated offering for the brokerage to assess the sophistication of the investors.  See id.  “On-line offeree questionnaires followed by screening on the part of brokerage firms are acceptable.  Id. (citations omitted).
2. JOBS Act, Rule 506(c) Transaction:  To add a degree of flexibility in the general solicitation prohibition in Rule 506(b), Congress passed the Jumpstart Our Business Startup Act (“JOBS Act”), which added Rule 506(c) to Reg D.  Under Rule 506(c), an issuer can engage in general solicitation if it satisfies the “terms and conditions of Rules 501 and 502(a) and (d)” and all purchasers are “accredited investors.”  See Rule 506(c)(1), (c)(2).  However, the “reasonable belief” standard is no longer acceptable.  See Rule 506(c)(2).  Rather, an issuer must verify the purchaser’s accredited investor status by taking “reasonable steps,” such as reviewing purchaser’s tax returns, financial statements, or written certification from an attorney or accountant.  See id.
iv. Disclosure Obligations:  If a Rule 506 offering is made to all accredited investors, there is no mandated disclosure.  See Rule 502(b)(1).  However, for non-accredited investors, an issuer shall furnish the information in accordance with Rule 502(b)(2) prior to the sale.  See id.  The SEC recommends providing such information to accredited investors as well.  See id.
v. Resale Restrictions/Reasonable Care:  Securities acquired under Regulation D shall “have the status of securities acquired under section 4[a](2) of the [Securities] Act and cannot be resold without registration under the [Securities] Act or an exemption therefrom.” Rule 502(d) (emphasis added).  Additionally, an issuer must exercise “reasonable care” to assure that the purchasers of such securities are not underwriters (as defined in the Securities Act §2(a)(11)).  See id.  “Reasonable care” may be demonstrated by (1) inquiring that the purchaser acquires for himself; (2) written disclosure of limitation to resell; and (3) placement of a legend on the certificate stating the resale restriction.  See id.
d. Regulation D Innocent and Insignificant Mistakes:  Rule 508(a) states, “[a] failure to comply with a term, condition or requirement of Rule 504 or Rule 506 will not result in the loss of the exemption . . . if the person relying on the exemption” shows:  (1) the failure to comply did not pertain to a requirement directly intended to protect that particular individual or entity; (2) the failure to comply was insignificant with respect to the offering as a whole, provided that any failure to comply with [Rule 502(c), Rule 504(b)(2)(i), & (ii), or Rule 506(b)(2)(i)] shall be deemed to be significant to the offering as a whole; and (3) a good faith and reasonable attempt were made to comply with all applicable requirements.
i. Split Authority on Mistakes:  Depending on the jurisdiction, courts are split on whether failed compliance per Rule 508(b) is a violation of Reg D or the Securities Act §5.  In SEC v. Levin, the Court stated, the “failure to comply” in Rule 508 referred to failure to comply with “compliance with Rules 504-506 of Regulation and not to compliance with Section 5.”  See SEC v. Levin, 849 F.3d 995 (2017) (emphasis added).
D. Additional Exemptions:
(i) Regulation D, Rule 504 Transaction:  Known as the “Small Issues Exemptive Authority,” the SEC may exempt any class of securities where the aggregate amount offered to the public does not exceed Five Million ($5,000,000).  See the Securities Act §3(b)(1).  Pursuant to the SEC’s “Small Issues Exemptive Authority,” the SEC promulgated a Rule 504 under its Regulation D (“Reg D”), which provides a securities exemption under the Securities Act §3(b)(1) for offerings “not exceeding $5,000,000.”  To invoke this exemption, the issuer must comply Rule 504(b)(1), which includes compliance with certain sections of Rule 501 and Rule 502.  The most crucial conditions consist of the following: (i) the aggregate offering price “shall not exceed $5,000,000” within any twelve (12) month rolling period from the start of reliance on the Rule 504 exemption; (ii) there is no limitations on the number of purchasers; (iii) no “general solicitation or general advertising” (per Rule 502(c)) unless incompliance with state regulations (per Rule 504(b)(1)); (iv) the issuer is not subject to the “bad actor” disqualification under Rule 506(d); and (v) the issuer must comply with any applicable “blue sky” laws.  It should be noted that per SEC November 2, 2020 Press Release, Rule 504 has been amended to increase the aggregate offering price to $10,000,000.
a. Filing of Form D, Rule 503(a): “An issuer offering or selling securities in reliance on Rule 504 or Rule 506 must file” Form D with the SEC “no later than 15 calendar days after the first sale of securities in the offering.”  Rule 503(a).
b. General Solicitation: “[G]eneral solicitation or general advertising” shall include any advertisement, article, notice or other communication published in any  newspaper, magazine, or similar media or broadcast over television or radio (per Rule 502(c)(1)); and any seminar or meeting whose attendees have been invited by any general  solicitation or general advertising (per Rule 502(c)(2)).  However, the SEC has stated that offers to purchasers who the issuer does not have a pre-existing relationship shall constitute general solicitation.  See In re Kenman Corp., Fed. Sec. L. Rep. (Apr. 19, 1985).

i. Pre-existing Relationship: The SEC has stated that a pre-existing relationship must be of a kind that: (1) enables the issuer to be aware of the financial circumstances of the purchaser; (2) enables the issuer to know the sophistication of the purchaser; and (3) the relationship is of substance and duration.  See SEC No-Action Letter Mineral Lands Research & Marketing Corp., (March 21, 1985).  However, an issuer can “piggy-back” off of a brokerage firms pre-existing relationship.  See id.  A brokerage firm may actively solicit investors with a general interest in investing in private placements; however, the solicitation may not mention a particular private placement and there must be sufficient time prior to any contemplated offering for the brokerage to assess the sophistication of the investors.  See id.  “On-line offeree questionnaires followed by screening on the part of brokerage firms are acceptable.  Id. (citations omitted).
c. Exception to General Solicitation: Issuer sells exclusively in a state that provides for the registration of the securities under state law and makes a public filing and delivery of a substantive disclosure document prior to sale.  See Rule 504(b)(1).

d. No Disclosure Obligation, Rule 502(b)(1): “The issuer is not required to furnish the specified information [in Rule 502(b)(2)] to purchasers when it sells securities under Rule 504.”  Rule 402(b)(1).

e. Resale Restrictions:  Under Rule 504, there is no limitation on resales of securities acquired under Reg D if an issuer complies with state law registration requirements as provided in subsection (b)(1).  See Rule 504(b)(1).

f. Regulation D Innocent and Insignificant Mistakes:  Rule 508(a) states, “[a] failure to comply with a term, condition or requirement of Rule 504 or Rule 506 will not result in the loss of the exemption . . . if the person relying on the exemption” shows:  (1) the failure to comply did not pertain to a requirement directly intended to protect that particular individual or entity; (2) the failure to comply was insignificant with respect to the offering as a whole, provided that any failure to comply with [Rule 502(c), Rule 504(b)(2)(i), & (ii), or Rule 506(b)(2)(i)] shall be deemed to be significant to the offering as a whole; and (3) a good faith and reasonable attempt were made to comply with all applicable requirements.
i. Split Authority on Mistakes:  Depending on the jurisdiction, courts are split on whether failed compliance per Rule 508(b) is a violation of Reg D or the Securities Act §5.  In SEC v. Levin, the Court stated, the “failure to comply” in Rule 508 referred to failure to comply with “compliance with Rules 504-506 of Regulation and not to compliance with Section 5.”  See SEC v. Levin, 849 F.3d 995 (2017) (emphasis added).
(ii) Regulation A Exempted Transaction: Pursuant to the Securities Act §3(b)(2), “[the SEC] shall by rule or regulation add a class of securities to the securities exempted pursuant to [§3(b)] in accordance with [certain] terms and conditions.”  To provide guidance on the “terms and conditions,” the SEC issued Regulation A (“Reg A”) as a safe harbor to the §3(b) exemption.  See Reg A, Rule 251.  Under Rule 251, there are two types offerings split into two separate tiers.  See id. (a)(1), (a)(2).  A Tier 1 offering allows an offering that “does not exceed $20,000,000” in a twelve (12) month rolling period.  See id. (a)(1).  A Tier 2 offering allows an offering that “does not exceed $50,000,000.”  There are many benefits to a Reg A offering, such as an immediate resale of the securities, the ability of an issuer to “test the water,” reduced disclosure, and no §11 liability (per the Securities Act).  However, Reg A is seldomly used because the disclosure obligations are similar to that of a Public Offering and an issuer must comply with the Securities Act §5 “gun-jumping rules” or face §12(a)(2) liability.  The disclosure requirements are set out in Form 1-A and a Tier 2 issuer must engage in ongoing disclosure.  Additionally, Tier 2 offerings limit non-accredited natural persons to purchasing up to ten percent (10%) of their income or net worth.  Lastly, it should be noted that the SEC issued a Press Release (Nov. 2, 2020) that the Tier 2 offering amount has been raised from Fifty Million Dollars ($50,000,000) to Seventy-Five Million Dollars ($75,000,000).
(iii) Crowd Funding, JOBS Act: Congress passed the Jumpstart Our Business Startups Act (“JOBS Act”) heavily regulating crowdfunding.  Accordingly, the SEC issued Regulation Crowdfunding (“Reg CF”) setting forth the rules that govern the public funding method exempted under the Securities Act §4(a)(6).  See Reg CF, Rule 100(a).  Reg CF limits an issuer to sell no more than One Million and Seventy Thousand Dollars ($1,070,000) to all investors in a twelve (12) month rolling period.  See Reg CF, Rule 100(a)(1).  However, Reg D is exempt from Reg CF’s amount limitations.  Additionally, an investor may only purchase the greater of (i) Two Thousand Dollars ($2,000) or five percent (5%) of annual income or net worth if investor net worth is less than One Hundred and Seven Thousand Dollars ($107,000); or (ii) ten percent (10%) of the annual income or net worth not to exceed a maximum aggregate amount of One Hundred and Seven Thousand Dollars ($100,000) if the investors net worth is equal to or exceed such amount.  See Reg CF, Rule 100(a)(2).
a. Limitations:  Aside from the monetary cap, Reg CF requires an issuer to commit to a target offering amount and an offering deadline. See Reg CF, Rule 201(g).  Investors can cancel their investment and receive a refund up until forty-eight (48) hours before the offering deadline.  See id. 304(a).  If an issuer seeks to change the target amount, it must notify investors who have made a 
b. commitment to seek recommitment.  See id. 304(c).  
c. Disclosure Requirements:  A crowdfunding issuer must comply with the requirements of the Securities Act §4A(b), which among other things, includes the disclosure of basic company information, use of the proceeds, target officer amount and offering deadline, capital structure, period disclosures with the SEC, and other disclosures.  See the Securities Act §4(a)(6)(D).
d. Sanctioned Portal:  Per the Securities Act §4(a)(6)(C), a crowdfunding offering must be made through a broker or a funding portal that complies with the requirements of §4A(a).
(iv) Intrastate Offerings: Known as an interstate offering, “[a]ny security which is 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” is exempted from the Securities Act.  The Securities Act §3(a)(11).  Because compliance was too ambiguous for issuers, the SEC promulgated Rule 147 as a safe harbor for an issuer to avail themselves to the §3(a)(11) exemption.  See Rule 147.  There are three requirements under Rule 147.  First, “offers and sales are made only to persons resident within the same state or territory” as the issuer.  See id. (b).  Second, the issuer is a resident in-state, meaning it is incorporated, its predominant income-producing and operational activities, and its operations are substantially in-state.  See id. (c)(1).  Third, the proceeds must be for activities in-state.
a. Integration, Rule 147(g): “Offers or sale made in reliance on [Rule 147] will not be integrated with” offers or sales more than six (6) months after the completion of a Rule 147 “intrastate” offerings.  See Rule 147(g).
b. Principal Office: Eighty (80%) of gross revenue, assets and use of proceeds in-state.  However, mere “bookkeeping, stock record, and similar activities” is insufficient for in-state resident purposes.
(v) Regulation S:  Regulation S provides an exemption for raising money outside of the United States.  Basic summary is that Regulation S exempts non-U.S. transaction from registration requirements, only offshore transactions, no directed selling efforts in the U.S., and three categories of offerings (restrictions).
Secondary Market Transactions

A. Underwriters:  The provisions of the Securities Act §5 shall not apply to transactions by any person other than an issuer (as defined in §2(a)(4)), underwriter (as defined in §2(a)(11), or dealer (as defined in §2(a)(12)).  See the Securities Act §4(a)(1).
(i) Underwriter Definition, §2(a)(11): The definition of “underwriter” is quite broad.  Per the Securities Act §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, or participates or has a direct or indirect participation in any such undertaking, or participates or has a participation in the direct or indirect underwriting of any such undertaking.”  (emphasis added).  In short, an “underwriter” is anyone who buys securities from an issuer with a view to resell such securities.  See the Securities Act §2(a)(11).
a. Come to Rest Requirement, Gilligan v. SEC:  Because the term “underwriter” is quite broad, it is quite difficult to ascertain when a purchaser will no longer be considered an “underwriter.”  See the Securities Act §2(a)(11).  In particular, the question is at what point does a purchaser no longer have a “view to” resell the securities.  See id.  To answer this question, court have articulated the “come to rest” requirement, meaning the purchaser holds the security as an investment before reselling.  See Gilligan, Will & Co. v. SEC, 267 F.2d 461 (2d Cir. 1959).
i. Gilligan v. SEC: In Gilligan, the court found a purchaser violated the Securities Act §5 because it sold its restricted securities within ten (10) months after purchasing the securities.  See Gilligan, Will & Co. v. SEC, 267 F.2d 461 (2d Cir. 1959).  In other words, the purchaser was an “underwriter” due to the short duration.  See id.
1. Changed Circumstances Exception: The Gilligan Court noted that changed circumstance based on the individual’s situation could be an exception to the “came to rest” requirement.  See Gilligan, Will & Co. v. SEC, 267 F.2d 461 (2d Cir. 1959).  However, changed circumstances based on a loss resulting from the purchase of the securities is insufficient.  See id.  Additionally, the SEC issued a Release on Rule 144 that put brokers and attorneys on notice that the “change in circumstances” concept should no longer be considered because it is unrelated to resolving a subsequent purchaser’s access to information.
b. Broaden Underwriter Definition, SEC v. Chinese Consolidated:  In SEC v. Chinese Consolidated, the court broadened the Securities Act §2(a)(11)’s “underwriter” definition.  See SEC v. Chinese Consolidated Benevolent Ass’n, Inc., 120 F.2d 738 (2d Cir. 1941).  The court stated, a person or entity who “sell[s] for an issuer in connection with the distribution of any security” irrespective of not receiving compensation, will be an “underwriter” if it engages in continual solicitations without providing disclosure information.  See id.  The court is stating that the Securities Act §4(a)(1) exemption is meant for exempting sales from individual investors, not for public offerings.  See id. (“Section 4(a)(1) was intended to exempt only trading transactions between individual investors with relation to securities already issued and not to exempt distributions by issuers.”).
c. Registered After a Public Offering: Once a security is registered pursuant to a registration statement in compliance with the Securities Act, an investor selling such security can take advantage of the exceptions provided in §4(a)(1).
d. No Distribution:  Generally, a purchaser can resell restricted securities privately.  By taking the literal language of “distribution” in the Securities Act §2(a)(11)’s “underwriter” definition, it is understood that such language means reselling to the public, not privately.
(ii) Rule 144 Safe Harbor for Resales:  To avoid the varying standards of what constitutes a transaction by “any person other than an issuer, underwriter, or dealer,” the SEC provided Rule 144 as a safe harbor exempting the seller from “underwriter” definition of §2(a)(11).  See the Securities Act §4(a)(1); see also Rule 144.  If sale of the “restricted securities” (as defined in Rule 144(a)(3)) complies with all applicable conditions of Rule 144, any affiliate (as defined in Rule 144(a)(1)) or person (as defined in Rule 144(a)(2)) will be exempt from “underwriter” status.  See id.  However, there is different information and holding requirements depending on the type of issuer of the restricted securities.  See Rule 144(c), (d).  
a. Reporting Issuer, Rule 144(c)(1): For a “Reporting Issuer,” an issuer that is and has been subject to the reporting requirements (as set forth in the Exchange Act §§13, 15(d)) at least ninety (90) days before the sale, the seller must hold the “restricted security” for at least six (6) months and the issuer must have filed “all required reports” under the Exchange Act during the twelve (12) months preceding the sale (excluding Form 8-k reports).  See Rule 144 (c)(1)(i), (d)(1)(i).
i. Non-Affiliate Limitation:  However, Rule 144(c)(1)’s information requirement “shall not apply to restricted securities sold for the account of a person who is not an affiliate of the issuer at the time of the sale and was not an affiliate during the preceding three months, provided a period of one year has elapsed” since the date the securities were acquired.  See Rule 144(b)(1)(i) (emphasis added).
b. Non-Reporting Issuer, Rule 144(c)(2): For a “Non-reporting Issuer,” an issuer that is not subject to the Exchange Act’s reporting requirements (as set forth in §13 or §15(d)), the seller must hold the “restricted security” for at least one (1) year and there is no information requirement from the issuer.  See Rule 144(c)(2), (d)(1)(ii).
c. Holding Period:  The holding period of a restricted security sold by an issuer or an affiliate (as defined in Rule 144(a)(1)) shall not begin until “the full price or other consideration is paid or given by the person acquiring the securities from the issuer or from an affiliate of the issuer.”  See Rule 144(d)(1)(iii).  The purpose of delaying the holding period is to prevent affiliates (as defined in Rule 144(a)(1)) from circumventing the rules and ensuring the restricted security has come to rest with a true outsider.
d. Rule 144A Safe Harbor for Resales: Rule 144A provides an exemption for resales of restricted securities when sold to a qualified institutional buyer.  See Rule 144A(a).  A “qualified institutional buyer” shall mean “[a]ny of the following entities, acting for its own account or the accounts of other qualified institutional buyers, that in the aggregate owns and invests . . . at least $100 million in securities of issuers not affiliated with the entity.”  See Rule 144A(a)(1).  These entities include insurance companies, broker-dealers, banks, and other entities.  See id.  To invoke the Rule 144A exemption, (1) the sale must be to a “qualified institutional buyer or to a purchaser that the seller . . . reasonably believe is a qualified institutional buyer;” (2) the seller must give the purchaser notice of the exemption from §5; (3) securities were non-fungible; and (4) must provide the purchaser with the information contained in Rule 144A(d)(1)(4).  See Rule 144A(d).
i. Non-Fungibility Requirement - 144(d)(3): Cannot convert into a tradable security (common stock) or to cash money. Cannot be in same class as publicly traded securities.  See Rule 144(d)(3).
ii. Non-Integration, 144A(e): 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.  See Rule 144A(e).
The Securities Exchange Act of 1934 (Secondary Transactions)

A. Exchange Act (Rationale): The Exchange Act regulates secondary markets by requiring periodic disclosures for “public companies,” allowing anti-fraud liability, and governing public exchanges.
(i) Public Companies: There are three triggers that cause a private company to become a “public filer” or a “reporting company” within the meaning of the Exchange Act.  See the Exchange Act §§ 12, 15.  First, an issuer becomes a public filer by becoming listed on “a national securities exchange.”  See id. §§12(a), (b).  Second, an issuer becomes a public filer by filing a registration statement pursuant to the Securities Act.  See id. §15(d).  Third, an issuer comes a public filer by having “total assets exceeding $10,000,000” and a class of equity securities held by “2,000 persons or 500 [unaccredited investors].”  See id. §12(g).  If an issuer becomes a public filer by means of one of the previous methods, it must comply with certain disclosures, which among other things, include periodic filing.  See id. §§ 12, 15.
a. Termination of Public Status: 
i. National Exchange Trigger: For a company that became a public filer by being listed on “a national securities exchange” (per the Exchange Act §§ 12(a), (b)), its disclosure requirements will terminate if it is delisted from such exchange and either (1) it has less than Three Hundred (300) shareholder, or (2) it has less than Five Hundred (500) shareholders and less than Ten Million Dollars ($10,000,000) in assets for three (3) years.
ii. Registration Statement:  For a company that became a public filer by filing a registration statement pursuant to the Securities Act, its disclosure obligations will terminate if it has less than Three Hundred (300) shareholders one (1) year after the offering.
iii. Threshold:  For a company that became a public filer under §12(g), its disclosure obligations will terminate if (1) it has less than Three Hundred (300) shareholder, or (2) it has less than Five Hundred (500) shareholders and less than Ten Million Dollars ($10,000,000) in assets for three (3) years.
b. Types of Disclosure:

i. Period Disclosures:  A public company must provide periodic disclosures.  There are three different types of periodic disclosures: (1) Form 8-K is a filing of specified events deemed of particular importance to investors (must be filed within four (4) business days of event); (2) Form 10-K is an annual filing that contains audited financial data and other relevant comprehensive information; and (3) Form 10-Q is a quarterly filing that does not need to be audited but must be signed by the company’s Chief Executive Officer and Chief Financial Officer. 
ii. Resignation of a Director, Item 5.02(a) of Form 8-K: “if a director has resigned because of a disagreement with the registrant, known to an executive officer of the registrant, on any matter relating to the registrant’s operations, policies, or practices,” the registrant must: (1) provide a brief description of the circumstances representing the agreement; (2) Provide the director with a copy of the disclosure no later than the day the company files the disclosure; (3) Director must be given an opportunity to furnish. Response letter stating whether the director agrees with the disclosure in the 8-k; and (4) letter must be filed by amendment to Form 8-k within two business days of receipt.
1. In the Matter of Hewlett-Packard Company: HP’s board had learned about a leak by one director of information to the press and asked the director to resign. Another director, Thomas Perkins, objected to the board’s handling of the matter and resigned. Form 8-K requires that a reporting company disclose information when a director resigns from the board. HP violated the Exchange Act § 13(a) and Rule 13a-11 promulgated thereunder.
Rule 10b-5 Litigation


A. the Exchange Act §10(b):  Pursuant to the Exchange Act §10(b), “[i]t shall be unlawful for any person to use or employ any manipulative or deceptive device in connection with the purchase or sale of any security in contravention of such rules and regulations as the [SEC] may prescribe as necessary or appropriate in the public interest or for the protection of investors.”  (emphasis added).

(i) Rule 10b-5: The SEC is empowered under the Exchange Act §10 to promulgate rules and regulations thereunder.  See id.  Consequently, the SEC issued Rule 10b-5, making it “unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange, (a) [t]o employ any device, scheme, or artifice to defraud, (b) [t]o make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or (c) [t]o engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person.”  See Rule 10b-5.  While the SEC promulgated Rule 10b-5, the Rule was silent on the elements to the private cause of action.  See id.  Accordingly, courts have articulated the elements by relying on common law fraud and misrepresentation for guidance.  The court articulated elements are: (1) misstatement of a material fact; (2) scienter; (3) reliance; and (4) loss causation.
a. 10b-5 Standing:  The question of who can bring a suit under Rule 10b-5 requires a close look at the critical standing language of the Rule, which includes in “connection with the purchase or sale of any security.”  See Rule 10b-5.  The U.S. Supreme Court, in adopting the Second Circuit’s Birnbaum Rule, stated that “[t]he plaintiff class for purposes of a private damage action under § 10(b) and Rule 10b-5 was limited to actual purchasers and sellers of securities.”  See Blue Chip Stamps, et al. v. Manor Drug Store, 421 U.S. 723 (1975).  The rationale in limiting 10b-5 standing is to prevent lawsuits “seeking a largely conjectural and speculative recovery in which the number of shares involved will depend on plaintiff’s hypothesis.”  See id.
i. Plaintiffs’ Barred by Birnbaum Rule: The following plaintiffs are barred via the Birnbaum Rule from bringing a Rule 10b-5 cause of action: (1) investors who choose not to purchase due to the fraud; (2) actual shareholders who choose not to sell shares (Can circumvent by derivative suit); and (3) shareholders, creditors, and others who are harmed by insider activities in connection with the purchase or sale of securities (Can circumvent by derivative suit).  See Blue Chip Stamps, et al. v. Manor Drug Store, 421 U.S. 723 (1975).

ii. Blue Chip Stamps, et al. v. Manor Drug Store, 421 U.S. 723 (1975). Blue Chip Stamps agreed to sell shares to retailers who used the stamp services. The prospectus was delivered to all offerees and more than 50% of the shares were purchased. Manor Drugs chose not to invest because of the mailer prospectus, then sued claiming the prospectus was materially misleading as it was overly pessimistic.

b. Elements:
i. Misstatement of Material Fact:  See Section 11 liability above.
1. Breach of Fiduciary Duty:  So long as the information is disclosed, a breach of a fiduciary duty will not support a Rule 10b-5 cause of action.  See Santa Fe Industries, Inc. et al. v. Green et al., 430 U.S. 462 (1977).  However, a breach of fiduciary duty may be a violation of Rule 10b-5 if it is not disclosed or “manipulative or deceptive” per the Exchange Act §10(b).  See id.
a. Factors Against 10b-5 Violation for Fiduciary duties: (1) Securities Acts are for disclosure NOT Breach of Fiduciary duty. (2) State law covers fiduciary duties and short-form mergers for self dealing. (3) Including fiduciary duties would broaden 10b-5 plaintiff’s class to “include a wide variety of corporate conduct traditionally left to state regulation.”  See Santa Fe Industries, Inc. et al. v. Green et al., 430 U.S. 462 (1977).  

ii. Scienter:  In order to meet the scienter requirement of Rule 10b-5, a plaintiff must show “a mental state embracing intent to deceive, manipulate, or defraud.” See Ernst & Ernst v. Hockfelder, 425 U.S. at 185, n.12 (1976).  In the absence of an allegation of intent to deceive, manipulate, or defraud or the part of the defendant, there can be no action for civil damages under Rule 10b-5.  See id.  If the Exchange Act §10(b) or Rule 10b-5 liability was were “premised on negligent wrongdoing,” such “extension would allow causes of action covered by §§ 11, 12[a](2), and 15 to be brough instead under § 10(b).”  See id.
1. Pleading Requirements - §21D(b)(2): the complaint shall, with respect to each act or omission, state with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind (Ernst & Ernst v. Hochfelder).

iii. Reliance: “Investors can recover damages in a [10b-5] action only if they prove that they relied on the defendant’s misrepresentation in deciding to buy or sell a company’s stock.”  See Halliburton Co. v. Erica P. John Fund, Inc. (Halliburton II), 573 U.S. 224 (2014).  Reliance serves as the casual link between an alleged misrepresentation and the investor’s harmful decision to purchase or sell securities.  See id. (“The reliance element ensures that there is a proper connection between a defendant’s misrepresentation and a plaintiff’s injury.”).  Generally, reliance is very fact intensive because it depends on the investor’s circumstances.  

1. Fraud on the Market Presumption: However, if an investor can avail themselves to the fraud-on-the-market presumption, then it is up to the defendant to rebut the presumption.  In theory, the fraud-on-the-market presumption (“FOTM Presumption”) assumes an “investor who buys or sells stock at the price set by the market does so in reliance on the integrity of that price—the belief that it reflects all public information.”  Id.  For an investor to invoke the FOTM Presumption, it must plead sufficient facts that (1) the defendant made a public misrepresentation; (2) the misrepresentations were material; (3) the shares were traded on an efficient market; and (4) plaintiff traded shares between the time of the misrepresentation and the time of its disclosure.  See Basic v. Levinson 485 U.S. 224 (1988).  Once an the FOTM Presumption is established, it is up to the defendant to rebut the presumption by showing there was no concurrent “price impact” from the disclosed misrepresentation.  See Halliburton Co. v. Erica P. John Fund, Inc. (Halliburton II), 573 U.S. 224 (2014).
a. Class Actions Proof for Certification Stage: At the certification stage, reliance must be satisfied and can be sustained using the FOTM Presumption.  See Id.  Additionally, a plaintiff must plead sufficient facts demonstrating the misstatement of material fact and scienter.  See Id.  The preceding elements of a 10b-5 cause of action are common to all plaintiffs while lost causation can be shown at a later stage because it is plaintiff specific.  See id.
iv. Loss Causation: “In any private action arising under [the Exchange Act], 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.”  See the Exchange Act §21D(b)(4).  “Lost causation” focuses on whether the investors’ losses are caused by the alleged misrepresentation.  An inflated purchased price alone will not satisfy lost causation, the plaintiff must prove the stock was sold at a loss because the stock went down when the truth was revealed.  See Dura Pharmaceuticals, Inc. v. Broudo, 269 F.3d 806 (7th Cir. 2001).
1. Dura Pharmaceuticals, Inc. v. Broudo, 269 F.3d 806 (7th Cir. 2001). Dura announced lower sales than expected in February and the stock price fell from $39/share to $21/sha
re. Eight months later in October, Dura announced the FDA would not approve their new asthmatic spray device. The share price fell but recovered within one week. Plaintiffs who bought stock before these announcements claimed false statements about potential profits and the likelihood of FDA approval of the device caused them to pay the higher price of $39/share when the price should have been $21/share if Dura was truthful. Because the plaintiffs failed to allege that the share price fell after the truth became known, they failed to allege an actionable loss.
v. Potential Defendants: The language of Rule 10b-5 states that liability will be imposed on any person who “directly or indirectly” violates the Rule.  The term “indirectly” has caused a series of lawsuits purporting to determine whether Rule 10b-5 can reach aiders and abettors.  See Stoneridge Investment Partners, LLC v. Scientific-Atlanta, Inc., 552 U.S. 148 (2008); see also Janus Capital Group, Inc. v. First Derivative Traders, 564 U.S. 135 (2011).  However, courts have repeatedly held that Rule 10b-5 does not reach aiders and abettors.  See id.  Instead, aiders and abettors, persons “that knowingly or recklessly provides substantial assistance to another in violation of [the Exchange Act] . . . shall be deemed in violation of such provision to the same extent as the person to whom such assistance is provided.”  See the Exchange Act §20(e); see also Stoneridge Investment Partners, LLC v. Scientific-Atlanta, Inc., 552 U.S. 148 (2008) (“Secondary actors are subject to criminal penalties and civil enforcement by the SEC.”); Janus Capital Group, Inc. v. First Derivative Traders, 564 U.S. 135 (2011) (“Rule 10b-5’s private right of action does not include suits against aiders and abettors. Such suits—against entitles that contribute substantial assistance to the making of a statement but do not actually make it—may be brought by the SEC but no private parties.”).
1. Scheme Liability: In Lorenzo v. SEC, the court narrowed the Janus decision by upholding the SEC’s sanction against an aider and abettor who did not make the statement by finding liability under Rule 10b-5(a), making it illegal “[t]o employ an device, scheme or artifice to defraud,” and Rule 10b-5(c), which proscribes “any act, practice, or course of busines which operates or would operate as a fraud or deceit.”  See Lorenzo v. SEC, 2019 WL 1369839 (2019).  The Lorenzo Court explicitly rejected the argument that the three subsections of 10b-5 were mutually exclusive because the “or” in the Rule is “expansive language” despite the overlap between subsections.  See id.
