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“Securities Act” 1933

“Securities Act” regulates primary transactions (offerings):

1. Issuer must file registration statement with the SEC.
2. Issuer must provide certain information in a prospectus to potential buyers.
3. Establishes a public offering timeline and procedure (gun jumping rules).
4. Public and private remedies; heightened anti-fraud liability.
“Exchange Act” 1934 

“Exchange Act” regulates secondary market transactions:

1. Periodic reporting and disclosure requirements for “public” companies.

2. Anti-fraud liability.

3. Also regulates broker, dealers, exchanges (entities involved in trading).

4. Regulates shareholder voting and tender offers (i.e., takeovers).

5. Insider trading rules
Other Sources of Law
Other federal statutes:

· Investment Company Act of 1940

· Investment Advisers Act of 1940

· Trust Indenture Act of 1939
“Amendments”

· Private Securities Litigation Reform Act of 1995

· Sarbanes-Oxley Act of 2002

· Dodd-Frank Act of 2010

· JOBS Act of 2012
Nonfederal statutes:

· State law (Blue Sky Laws)

· Self-Regulatory Organization (SRO) Rules
Types of Securities
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* What is a “Security”? *
Statutory Definition
1933 Act §2(a)(1)

The term "security" means any note, stock, treasury stock, security future, 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.

“Security” Categories

1. Instruments commonly known as “securities”
a. Stocks, bonds, debentures

2. “Investment Contract”: Catch-all phrase

3. Other instruments specified by 33 Act to be securities

a. “fractional undivided interest in oil, gas, or other mineral rights”

Caselaw Flowchart
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“Investment Contract”
The term “investment contract” wasn’t defined in the 1933 Act, but was defined in Howey
Howey Test

When is a contract an Investment Contract?

1. Invest money

2. In a common enterprise

3. With the expectation of profits

4. Solely from efforts of another

· Doesn’t have to be SOLELY relying on efforts of 3rd party.

· Otherwise, Howey could just have investors pick oranges for 10 mins. 

· Replaced in practice “MOSTLY from efforts of another”
SEC v. WJ Howey Co.

Facts
· W. J. Howey Company and Howey-in-the-Hills Service are Florida corporations under common direct control.

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

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

· Uniform purchase price per acre based on age of trees.  Service contract for 10 years.  Howey has full discretion.  

· Purchasers not residents of Florida.
Holding
· Yes, investment contract.

“Common Enterprise”

“Common enterprise” element can be satisfied by a showing of commonality (horizontal, narrow vertical, broad vertical)
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Horizontal Commonality

Pooling of funds/assets from multiple investors, so they all share profits and risks of an enterprise.
· Fortunes of investors are tied to fortunes of other investors.

· No promoter sharing in risks/profits

Vertical Commonality

Investors’ and promoter’s interests are aligned. Fortunes of investors are tied to promoter’s success.
· Broad Vertical Commonality:

· Success of investors depends on efforts of promoter.

· Promoter need not share risks with investors.

· IE: Don’t need to provide evidence that promoter is sharing in risks

· Narrow Vertical Commonality:

· Success of investors depends on the efforts and success (profits) of promoter.

· Promoter also has a profit interest in the venture

^^Not mutually exclusive

SEC v. SG (StockGeneration)
Defining “common enterprise”

· Plus commonality: horizontal, narrow vertical, broad vertical
Facts

· SG Ltd operated StockGeneration, a fantasy investment game/virtual stock exchange

· 11 virtual companies, users could buy/sell shares. Cost real money

· “Privileged company”

· Special virtual stock

· SG advertised them as shares that would constantly increase in value

Issue
· Are virtual stocks “investment contracts?”
Holding

· Yes. Horizontal Commonality satisfied
· SG was running ponzi scheme (new investors used to pay old investors), so all share in risks/profit. Profit of all was dependent on SG’s ability to get new customers for capital

· SG also promised to divert portion of profits to support the privileged company’s shares

· “We hold that a showing of horizontal commonality satisfies the [common enterprise] test.”

· Flows naturally from Howey in which the fruit from investors’ groves was commingled.

· Horizontal commonality here “jumps off the screen.”

· Sharing in profits and loss because pyramid scheme (all shared risk of no new “participants”)

· SG’s commitment to divert profits from website to privileged company

“Expectation of Profit”
1. “Expectation of profit” prong requires that investors “be attracted solely” by the prospects of a return on the investment.

· Not other desires: desire to use, consume, or develop the item purchased. Securities laws do not apply.

· 9th cir: Not literally

· Only primarily
2. A security called “stock” must have the characteristics of stock (for securities laws to apply) 
· dividends contingent on profit; 
· transferable; 
· voting rights; 
· ability to appreciate in value

United Housing v. Forman
Facts:

· Public housing cooperative had prospective renters purchase “stock” in a Coop – 18 shares per desired room.  
·  Shares were not transferable; had no dividend; had to be resold to Riverbay for a set price if the purchaser ever moved; and had voting rights allocated by apartment rather than unit of stock.  
·  An “Information Bulletin” said the average monthly rental charge per room would be $23.02.  After cost overruns, the average rental charges per room turned out to be $39.68.
Issue:
· Is this purchase a “securities transaction”…

· 1. because it’s labeled “stock”, or

· 2. because it’s an “investment contract”?

Holding 1:
· It’s not a sale of “stock” because characteristics of real stock are not present in the co-op “stock”
· Missing features: dividends contingent on profit; transferable; voting rights; ability to appreciate in value
· A security called “stock” is only stock if it “embodies some of the significant characteristics typically associated with the named instrument”.
· Aka so long as not entirely mislabeled.
Holding 2:

· It’s not an investment contract because “expectation of profits” prong requires that investors “be attracted solely” by the prospects of a return on the investment
· “By contrast, when a purchaser is motivated by a desire to use or consume the item purchased – “to occupy the land or to develop it themselves,” as the Howey Court put it – the securities laws do not apply.
“Solely through efforts of others”
Solely through efforts of another
· The term “solely” should not be construed literally: nominal involvement by investor will not be enough to avoid this prong
· Instead: Focus on how much investor depends on the managerial or entrepreneurial skills of another.

· Economic reality of the transaction trumps form.  

GenPship/Williamson test

General partnerships are generally presumed NOT to be investment Ks.

· LLP interest is more likely a security than a general partnership because limited liability protects the partners, thus leading them to be more passive.  
BUT: Gen pship presumption can be rebutted if any 1 factor is present:
1. Power Distribution (Promoter > Partner)
a. Agreement leaves so little power in the partner’s hands that it distributes power as would a limited pship.

2. Experience & Knowledge of Partner

a. Partner is so inexperienced/unknowledgeable in business that he can’t intelligently exercise Pship/venture powers
b. Experience: Must be experience with the specific type of business
3. Ability to Replace Promoter

a. Partner is so dependent on unique entrepreneurial/managerial ability of the promoter that he cannot replace them, or otherwise exercise meaningful pship/venture powers

SEC v. Merchant Capital

Holdings
Court applied Williamson test to determine if partnership interests should be considered investment Ks:
1. Power distribution.  Although the partnership agreement gave the LLP partners significant authority on paper, the power to name the managing partner was less important than it appeared.  

2. Experience and Knowledge of Partners.  The court focused on the specific knowledge and skill of the partners in the debt-pooling business.  

3. Ability to Replace Merchant.  The court found that Merchant had permanent control over each partnership’s assets.

· LLP interest is more likely a security than a general partnership because limited liability protects the partners, thus leading them to be more passive.  

Notes, Bonds, Debentures
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· Difference in treatment of “notes” vs “stocks”

· If something is called a “stock” and has the features of stocks, it is a security

· Something called a “note” can be lots of different things, not necessarily a security. That’s why we have more detailed test.

1st step should be to determine if the Note is mislabeled.

· Mislabeled: If it has none of the essential features of a note. Apply Howey test.

· Essential feature of Note: Giving money in exchange for a promise to have the money repaid plus interest in the future.

Family Resemblance Test

1. Start with presumption that every note is a security

2. Presumption is rebuttable if note falls within list:

· Notes in consumer financing, 

· notes secured by mortgage on home, 

· short term note secured by lien on small business/assets

· note evidencing a ‘character’ loan to bank customer

· short term notes secured by A/R

· note with formalizes an open-account debt incurred in ordinary course of business

· notes evidencing loans by commercial banks for current operations

· Was this an investment transaction, or just a commercial transaction?

· Commercial: Consumer financing, mortgage, business lien, bank customer, A/R
Factors to consider: What makes the exception list “non-securities”?
1. Buyer/Seller motivations; Purpose of the transaction 

a. if seller’s purpose is to raise money for business/investment, and buyer is interested primarily in profit, it’s likely a security

b. if purpose is to facilitate purchase/sale of minor asset or consumer good, to correct cash flow difficulties, or advance some other commercial/consumer purpose, its likely not a security

2. “Plan of distribution” of the instrument

a. Broad distribution? (“common trading for speculation or investment”)

3. examine reasonable expectations of the investing public

a. if public expects it to work like a security, it likely is. Regardless of individual transaction

4. Risk-reducing Factors/Regulatory Scheme 

a. whether some factor reduces the risk of the investment (like existence of some other regulatory scheme)

b. would make application of Securities Acts unnecessary

Reves v. Ernst & Young

Promissory notes, payable on demand

· Paid variable interest rate, adjusted monthly to keep it high
· Sold to public
· Marketed as “investment program” ($11mil in assets to stand behind investments)

Conclusion: 
The notes here are “securities”

1. Buyer/Seller motivations

a. Coop sold notes to raise capital for general business ops, and buyers bought them to earn a profit through interest

b. Interest rate constantly revised to keep it above rates paid by local banks

2. Plan of distribution

a. Notes were sold to broad segment of the public. That establishes “common trading”

3. Investing public’s reasonable expectations

a. Advertisements characterized them as investments

b. Would be reasonable for public to assume they are investments

4. Risk-reducing factors/Alternate Regulatory Scheme
a. None. Notes were uncollateralized/unsecured

b. Would escape regulation if Securities Acts didn’t apply.

Cryptocurrency
Matter of The DAO

Court applies Howey test to crypto:
· 1. Invest Money

· Money doesn’t need to be cash. Investors used ETH to invest in The DAO. Still a contribution of value

· 2. In a common enterprise / 3. with the expectation of profits

· Investors invested in a common enterprise and reasonably expected to earn profits.

· DAO Token holders stood to share in potential profits from the contracts.

· 4. Profit expectation “solely through the efforts of others”
· Investor expectations were primed by the marketing of The DAO and the active engagement between Slock.it and its co-founders.

· Slock.it and its co-founders “led investors to believe they could be relied upon to provide the significant managerial efforts required to make The DAO a success.”

· Investors had little choice but to rely on their expertise.

· DAO Token holders had voting rights that were quite limited in practice. Citing SEC v. Merchant Capital.

· Could only vote on proposals approved by Curators.

· Difficult to effect change or exercise meaningful control, so unlike general partnership, citing Williamson.

How do you make this NOT a securities offering?
· Remove the “curators” aspect. Then it would be truly group-sourced, and not actually managed by Slock.it/Curators

· Breaks the “solely through the efforts of another” prong.
___________________________

___________________________

* 1933 Act *
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Public Offering Process

Overview
Overview of Public Offering Process

· Firm has to produce certain disclosure documents

· Registration Statement (filed with SEC)

· Prospectus (sent to potential investors)

· Restrict timing and content of dissemination of information to investors

· Public offering process is divided into three periods, each with different restrictions:

· Pre-filing period

· Waiting Period

· Post effective period



Types of Offerings

Firm Commitment

· Most common

· Underwriter (or syndicate) guarantees the sale of the offering: They purchase the entire offering from the issuer and resell the securities to investors. 

· Underwriter buys at discount and makes profit on the spread

· “Gross Spread”: Usually 7% of public offering price for IPO

Best Efforts

· IB agrees to use its “best efforts” to sell the offering

· IB does not purchase securities, but only acts as selling agent.

· IB gets commission on each security sold

· IB has less risk than in Firm Commitment, Issuer has more risk

· Investors have less confidence b/c IB is not putting its own money on the line

· IB has incentive to ensure good price or low price for securities

· Issuer might not sell the entire issue

Direct Public Offering (without Underwriters)
· Issuer sells securities directly to public, no underwriter

· Most common form: Offering by company to existing shhs (“rights offering”)

· Can also sell to public at large

· Rare:

· Issuers lack expertise and network among large investors

Dutch Auction Offering

· Also rare

· No fixed offering price. Investors place bids for desired # of shares at specified price.

· Issuer chooses highest price that will result in the offering selling out

· Generates the highest single price that will still allow sell-out

Direct Listing (Listing without Offering)
· Issuer lists shares publicly without offering any new shares

SPAC IPO
2 steps:

1. SPAC IPO: The “empty vessel” SPAC firm goes public. 
a. Investors buy shares, empty vessel firm gets the money it needs to acquire a private company.

b. SPAC attracts investors based on the managers’ reputation/expertise.

i. Also, investors can get their money back if they don’t like the target private company

2. Acquisition: The public empty vessel firm merges with a private company, thus making the private company public.

a. Good for the private company b/c less SEC registration requirements.

b. Need shh approval from private company
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Underwriters

Role of Underwriters (Investment Banks)

· Provide advice in structuring corporation, board, offered securities, amount and price.  
· Help issuer through SEC registration process
· Marketing; assist company in selling securities.
· Repeat players; contacts with institutional investors and dealers; reputational capital.
· Source of financing (e.g., firm commitment).

Underwriting Process

· Establish syndicate

· Different investors have relationships with different underwriters. To get the largest possible pool of investors, you need to have more underwriters 

· 1-3 Underwriters will be “Managing Underwriter”
Underpricing Phenomenon

· What can explain underpricing?

· Lawsuit Avoidance
· If you sell too high and it goes lower, someone can sue you
· Risk averse underwriters
· Underwriters want assurance that they will make profit
· Liquidity
· Market Exuberance
· Want to create a feeding frenzy 
· Underwriter Corruption

· Why would investment banks want to ensure institutional investors clients make a profit?
· Keep the relationship strong! Institutional investors owe the IB a favor for selling them discounted shares

Prospectus/Disclosures
Registration Statement – Contents
· Part I - Prospectus

· Part II - Additional set of documents and disclosures not included in the prospectus

· Undertakings by management

· Undertakings by auditors

· Authorization documents

· Documents that the SEC has asked, or is likely to ask for (bylaws, material contracts, etc.)

Contents of Prospectus

· Risk Factors: legal, business, operational, country, etc.  Some are specific to the issuer; others can be more general.

· Summary of Financial Results and Management’s Discussion and Analysis (MD&A): discuss trends or differences across years in various metrics. 

· Overview of Industry: Structure of competition; regulation, etc.

· Description of the Issuer’s Business

· Production

· Distribution

· Property

· Management

· Strategy

· Litigation

· Financial Statements

Plain English Rules
· Prospectus must contain language drafted in a “clear, concise and understandable” manner.

· Rule 420 - Legibility : Roman type, at least 10pt.

· Rule 421 - Presentation of Information: Follow plain English principles; use short sentences, active voice; no legal or financial mumbo-jumbo.

Gun-Jumping Rules

Overview

Timeline
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§ 5(c) 

5(c): Can’t offer to sell/buy securities until a reg statement has been filed. 

· The process starts here. First step in a sale is to offer securities, and you can’t do that until reg statement has been filed.
It shall be unlawful for any person, directly or indirectly, to make use of any means... in interstate commerce... to offer to sell or offer to buy through the use... of any prospectus or otherwise... any security, unless a registration statement has been filed as to such security, or while the registration statement is the subject of a refusal order or stop order...

§ 5(a)

5(a): 2 things you can’t do before reg statement is in effect:

1. No selling securities

2. No carrying securities for purpose of sale/delivery
Unless a registration statement is in effect as to a security, it shall be unlawful for any person, directly or indirectly-

(1) to make use of any means... of communication... to sell such security...

(2) to carry... by any means... any such security for the purpose of sale, or for delivery after sale.

§ 5(b)

5(b): talks about what documents you can use

· 1. Can’t issue a Prospectus until it meets sec 10 requirements 

· 2. Can’t sell securities without including a Prospectus that satisfies sec 10(a)

· Like an owner’s manual. You can’t sell the stock without the manual
It shall be unlawful for any person, directly or indirectly-

(1) to make use of any means... in interstate commerce... to carry or transmit any prospectus relating to any security with respect to which a registration statement has been filed, unless such prospectus meets the requirements of section 10; or
(2) to carry... in interstate commerce... any 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
(Key term: “prospectus”

“Prospectus” § 2(a)(10)

The term “prospectus” means any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television, which offers any security for sale or confirms the sale of a security . . .

(Note that this term is very broadly defined…
“Offer” § 2(a)(3)

The term “offer to sell”, “offer for sale”, or “offer” shall include every attempt or offer to dispose of, or solicitation or of an offer to buy, a security... 

Does NOT include preliminary negotiations between issuer and underwriter, or between underwriters. 

Why are preliminary negotiations excluded from definition?

· Because you have to be able to start the process. You need to be able to talk about it.

· Wide definition of offer under §2(a)(3)

· Traditional SEC approach: “Offer” includes any efforts to condition the market
I. Pre-Filing Period
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What is PFP?
SEC Release No. 5009 (1969)

“In registration” is used herein to refer to the entire process of registration, at least from the time an issuer reaches an understanding with the broker-dealer which is to act as managing underwriter ….”.

· Issuer meets/negotiates with an underwriter (broker-dealer) who agrees to act as managing underwriter.

What is disallowed?
Section 5(c) of the 1933 Act:  It shall be unlawful for any person ...  to offer to sell or offer to buy ... any security, unless a registration statement has been filed as to such security ... 

· Can’t offer/sell securities! § 5(c)

“Offer” = every attempt/solicitation

The term “offer to sell”, “offer for sale”, or “offer” shall include every attempt or offer to dispose of, or solicitation or of an offer to buy, a security... 
What is allowed?

Underwriter Negotiations/Discussions
§ 2(a)(3) “offer” definition does NOT include preliminary negotiations between issuer and underwriter, or between underwriters. 

Why are preliminary negotiations excluded from definition?

· Because you have to be able to start the process. You need to be able to talk about it.

No “Conditioning the Market”

From Release No. 3844 we see a few factors that are important in determining whether a communication is conditioning the market: 

· motivation of the communication – e.g., was it prearranged before the financing decision;

· type of information – soft, forward-looking information looks more like an offer;

· breadth of the distribution – broader means more likely an offer;

· form of the communication – written makes it easier to reproduce so more likely to be broadly distributed;

· whether the underwriter is mentioned by name (or other particular facts about the offering are specified).

Notice of Offering – Rule 135

Rule 135: Short, factual notices announcing a proposed registered offering by the issuer will not be deemed an offer if:

· (a)(1): Ad contains legend clarifying that ad is not an offer.

· (a)(2): Information limited to that listed in Rule:

· Name of issuer

· Title, amount and basic terms of securities

· Manner and purpose of offering (not naming underwriters)

· Anticipated timing of the offering
(Any additional information may be considered an offer

PFP Safe Harbors (Public Offering Reform Act)
	Safe Harbor
	Exemption 
	Type of Issuer
	Requirements/Info Allowed

	Rule 163A

>30 days before filing reg statement
	§ 5(c) (not an “offer”)
	All
	Communication made >30 days before filing reg statement

Made by issuer (not underwriters)

Do not refer to the offering

Issuer takes reasonable steps to prevent dissemination of the communication during the 30-day period

Reg FD applies (163(e))

	Rule 163

WKSI communication
	§ 5(c) (not an “offer”)
	WKSI (163(a)(1))

WKSI: must be…

1. Reporting company, and

2. Market cap/public float >$700mil


	Issuer is a WKSI; underwriters/dealers are excluded.

Offers are OK.

Communication contains a specific legend

Communication is filed with SEC upon the filing of the registration statement (or amendment) covering the corresponding securities

Exclusions: cannot relate to business combination transactions; issuer not an investment or business development company, etc.

Reg FD applies (163(e))

	Rule 168

Reg release (factual + forward looking); reporting issuer
	§ 5(c) (not an “offer”)

§2(a)(1) (not a “prospectus”)
	Reporting Issuer
	Made by reporting issuer (not underwriters)

No info re: offering; not part of offering activities

Factual info

Forward looking info

Regularly released

	Rule 169

Reg release (factual only); non-reporting issuer
	§ 5(c) (not an “offer”)

§2(a)(1) (not a “prospectus”)
	Non-reporting issuer
	Non-reporting issuer

Factual info ONLY (no forward looking)

Not given to investors

No info re: offering; not part of offering activities

Regularly released

	Rule 135

Offering Announcement/ Tombstone Ad
	§ 5(c) (not an “offer”)


	All
	Tombstone Ads allowed (Short, factual notices announcing a proposed registered offering by the issuer)

Must contain a legend stating that the ad is NOT an offer (135(a)(1))

Only contain info listed, and nothing else (135(a)(2))

· Name of Issuer

· Title, amount, and basic terms of securities

· Manner and purpose of offering (NOT NAMING UNDERWRITERS)

· Anticipated timing of offering


The SEC’s 2005 Public Offering Reforms implement four new safe harbors applicable to Pre-Filing Period communications.  
· Rule 163A – prior to 30 days before the filing of the registration statement (may not reference the offering)

· Rule 168 – regularly released factual and forward-looking information by reporting issuers (may not reference offering)

· Rule 169 – regularly released factual information by non-reporting issuers given only to persons other than in their capacities as investors or potential investors (may not reference offering)

· Rule 163 – communications prior to the filing of the registration statement by well-known seasoned issuers.

Rule 163A (>30 days prior to filing)
Communications prior to 30 days before the filing of the registration statement (may not reference the offering)

Communications that took place more than 30 days before the filing of the registration statement are not offers for 5(c) purposes, provided that:

· 1. they were made by the issuer (not underwriters)

· 2. they do not refer to the offering

· 3. the issuer takes reasonable steps to prevent the dissemination of these communications during the 30 days before the filing of the registration statement

This safe harbor is generally available to all issuers.

163A(b) contains some exclusions: 
· investment or business development companies, 
· business combinations, etc.

Rule 168 (Reporting Issuers)
Regularly released factual and forward-looking information by reporting issuers.

· may not reference offering
Communications containing factual business information or forward-looking information are excluded from the definition of offer for purposes of sections 2(a)(10) and 5(c) if:

· 1. Communications by issuer that is a reporting company (not by underwriter or dealer)

· 2. Information not about the offering

· 3. Information is either:

· Factual information about issuer, financial developments, or other aspects of its business;  etc., or
· Forward Looking Information: projections of the revenues, income, dividends, capital structure, or statements about management’s plans and objectives for future operations, etc.

· 4. Issuer must have previously released same type of information in the ordinary course of business and the information must be materially consistent in timing, manner and form with past releases.

Rule 169 (Non-reporting Issuers)
Regularly released factual information by non-reporting issuers given only to persons other than in their capacities as investors or potential investors 
· may not reference offering.
Similar to Rule 168, but for non-reporting issuers (e.g., those accessing public markets for first time).

· Key differences: 

· Rule 169 does not exempt forward looking information.

· Communications may not be directed towards investors

Rule 163 (WKSI)
Communications made prior to the filing of the registration statement by well-known seasoned issuers.
Free pass for very large corporations: WKSIs

· Well-Known Seasoned Issuers (WKSIs) [Rule 405]:

· Reporting companies
· Market capitalization (public float) exceeding $700 million
Communications are exempt from section 5(c) if:

· Issuer is a WKSI (underwriters/dealers are excluded)
· Communication contains a specific legend

· Communication is filed upon the filing of the registration statement (or amendment) covering the corresponding securities

Exclusions: 

· cannot relate to business combination transactions; 
· issuer not an investment or business development company, etc.
II. Waiting Period
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What is WP?
After filing the registration statement, most issuers wait for the SEC’s Division of Corporation Finance to declare the registration statement effective.

You can make offers, but not close any sales until reg statement is “effective”

What is disallowed?
§ 5(a):

· 1. No selling securities (through prospectus or otherwise)
· 2. No carrying securities for purpose of sale

§ 5(b):

· Can only transmit a prospectus if it meets the requirements of § 10

§ 5(a) of the 1933 Act:  
Unless a registration statement is in effect as to a security, it shall be unlawful for any person, directly or indirectly

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

(2) 
to carry ... in interstate commerce ...  any ... security for the purpose of sale 

or for delivery after sale.

§ 5(b) of the 1933 Act:
It shall be unlawful for any person

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

Permitted Communications
What information is allowed to be communicated during the waiting period?
A. Information meeting the “preliminary prospectus” requirements of § 10 (Rule 430)
· The big “manual” describing your company

B. Information deemed an “acceptable prospectus” for purposes of § 5(b) (Rules 163, 433: Free Writing Prospectus (“FWP”))

1. 2005 new rule: Allows an “acceptable prospectus”

2. Allows FWP (Free Writing Prospectus)

1. You can write little notes to people, explanations, etc.

C. Oral offers

· If you don’t put it in writing, you’re good to go.

D. “Tombstone” Ads (Rule 134)
· You can run an ad that follows Rule 134

Final Prospectus

Prelim Prospectus (Rule 430)
Rule 430: prelim prospectus must meet the requirements of Sec 10(b)

preliminary prospectus contains substantially the same information as the final statutory prospectus (Sec. 10(a)) 
· But NO price-related information. 

Free Writing Prospectus
Free Writing Prospectuses

Rule 405 defines as a free writing prospectus as any offers made during the effective period which will not comply with Sec. 10(a).
	Rule 164/Rule 433 Requirement

	Non-reporting & Unseasoned Issuer

	Seasoned & WKSI Issuer

	Eligibility
Rule 164/Rule 433


	Only after filing of registration statement
	Seasoned: Only after filing of registration statement 

WKSI: Can use FWP during Pre-Filing Period (Rule 163)


	§10 Prospectus 
Rule 433(b)
	Must have filed §10 Prospectus
§10 Prospectus must accompany or precede FWP
Rule 433(b)(2)
	Must have filed §10 Prospectus

Rule 433(b)(1)

	Information

Rule 164(c) / Rule 433(c)
	No info in FWP that conflicts with registration statement

Include Legend


	No info in FWP that conflicts with registration statement

Include Legend



	Filing
Rule 164(b) / Rule 433(d)
	FWP must be filed with SEC no later than first use


	FWP must be filed with SEC no later than first use



	Record Retention
Rule 164(d) / Rule 433(g)
	Three years (if not filed)
	Three years (if not filed)


Rule 164: Permits FWP

· Allows distribution (during waiting period) of “prospectuses” that do not meet the requirements of a §10(b) “preliminary prospectus”
Rule 405: Definitions

· free writing prospectus definition: these offers made during the effective period which will not comply with Sec. 10(a).

Rule 433: Ways in which one can use a free writing prospectus depends on the status of issuer:
· Non-reporting/Unseasoned Issuer: must be accompanied or preceded by prospectus satisfying Sec. 10.  
· Seasoned Issuer/WKSI: a statutory prospectus has to be on file with the SEC.   
· A WKSI can use a free writing before waiting period (Rule 163).

Rule 433: Information in FWP cannot be inconsistent with information in the filed statutory prospectus and must include a legend indicating the issuer has filed a registration statement. Also must be filed with the SEC.

Oral Offers
Oral offers are fine.
§ 5(b)(1)
No transmitting prospectus unless it meets §10 requirements

§ 2(a)(10) 
"Prospectus" means any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television, …

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

Carve-outs to “Graphic Communication”:

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

· 2. Road Show (Rule 433(d)(8)): Written communications used only in connection with a real time road show are not graphic communications. 
· Separate File Offer Exception: a written communication that is an offer contained in a separate file from a road show will be a free writing prospectus subject to filing requirements in paragraph (d) of this section.
· Ppl cant leave with it. Has to only be used in connection w/ road show
· If people leave with it, it is now a Free Writing Prospectus
Road Show
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Tombstone Ads (Rule 134)

Rule 134

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

· (a) Such communication may include:
· (1) the name of the issuer of the security;
· (2) The title of the security … and the amount … being offered;   
· (3) A brief indication of the general type of business of the issuer ...
· (10) The names of the underwriters … ;   
· (11) The anticipated schedule for the offering  … and a description of marketing events … .

Different from Rule 135 (Notice)
Waiting Period Safe Harbors
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III. Post-Effective Period
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Key Topics

End of Prohibition on sales
5(a)(1): You can finally sell securities, b/c the reg statement is in effect.

· But it must be accompanied/preceded by a prospectus
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§ 5(b): To sell a security, it must be accompanied/preceded by a prospectus that satisfies requirements of § 10(a).

Timing/Process of Going Effective - §8

· Default: 20-day period – §8(a)
· Most common: Rule 473 - you waive your right to go effective in 20 days and wait for SEC to decide when to go effective.
· Rule 473: issuer states in advance that they’ll file an amendment.
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SEC Review 
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· SEC considers the Rule 461 factors:

· Might cause denial: inaccurate/inadequate info in prelim prospectus, failure to make bona fide effort for plain English requirements, current SEC investigation of issuer/controlling person/underwriters, or FINRA objection to underwriter compensation

Final Prospectus
Final statutory prospectus similar to preliminary prospectus, with several additions:
· 1. Adds price-related information

· 2. Revisions based on:

· Changes in the offering

· SEC comments

· Rule 430A allows issuers to go effective with a registration statement that contains a form of the statutory prospectus that omits certain information such as price related information. This allows for price to be set at the last moment.
430A: Prospectus can omit price, then add it later.

· SEC recognizes that price will be added afterward.
· Issuers have to eventually file the price related information.  If they do so within 15 business days, then no post-effective amendment is necessary (just file a prospectus with information under Rule 424(b)(1)).

If you file price w/in 15 business days, no need to file post-effective amendment.

Or 424(b)(1): price on the “second business day” after offering
Obligation to deliver a prospectus

When does obligation to deliver a prospectus end?
Sec 5: Requirement to include a prospectus along with the security.

When does the obligation to include a prospectus stop?

· Only applies to issuer, underwriter, dealer.

· Ordinary purchaser/seller don’t require prospectus
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“underwriters & dealers for sole allotment”: Underwriter resells to other IB. Need to include prospectus

Also, the §10(a) Prospectus needs to be consistently updated. 

· Must be “materially accurate”
“Access Equals Delivery”
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Access = delivery. Just need to be able to access the Prospectus

· Don’t have to mail them out.
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Notice.

________________________

Purpose of Disclosures
Provide Information

Deterrent Effect
Deterrent effect of Disclosures: (prophylactic effect) - Disclosure requirements influence mgmt behavior.

· It’s more than just about getting info to investors. 

· If you force them to tell you what they’re doing, they will behave differently.

Justice Frankfurt:
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Guttentag: 2 pieces of research

· If you have to sign your name, you won’t cheat.

· Ppl act differently when being observed. Usually more honest

________________________

Civil Liability 
Overview
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Materiality: What do you have to disclose?

· Prospectus: all material information

· But what counts as material info?

Civil liability:

· Sec 11: consequences for material misstatements/omissions (liability for the substance of what you disclose)

· Sec 12: Liability for failing to meet the timing rules (Gun jumping rules)

Exemptions from §5

· Loopholes to avoid the whole system
Who is Liable?
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“Materiality”
Statutes
1. SEC mandated disclosure items (e.g. Regulation S-K)
Some things are material b/c the SEC says you have to disclose them.
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Item 101.a.  Provide information from earlier periods if material… 

· IE: you have discretion to decide if it is material

Sometimes, SEC tells you what is material:

· Item 402.a.2. Disclose all compensation awarded to named executives and directors…
· Item 406 Disclose whether you adopted code of ethics.  If did not adopt, explain why not.
· You can either adopt a code of ethics, or write an essay about why you chose not to.

· Berkshire Hathaway doesn’t do code of ethics
2. Catch-All (Securities Act (SA) Rule 408 / Exchange Act (EA) Rules 12b-20)
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Catch-all: Must add any material information needed to make the required statements not misleading.

3. Rule 10-b-5
Manipulative and deceptive devices.
Cases
TSC Industries v. Northway (objective standard)
“Reasonable investor/total mix of information” standard
Holding:

Information is material if there is a “substantial likelihood that the disclosure…would have been viewed by the reasonable investors as having significantly altered the ‘total mix’ of information made available.”

Basic v. Levinson (Forward-looking statements)
Materiality under 10b-5 of forward looking statements

Takeaways:
· 1. TSC Industries “materiality” standard applies in §10(b) and Rule 10b-5 contexts

· “Information is material if there is a “substantial likelihood that the disclosure…would have been viewed by the reasonable investors as having significantly altered the ‘total mix’ of information made available.”

· 2. Adopts TX Gulf Sulfur “Probability x Magnitude” test

· Materiality depends on a balancing of:

· A. The indicated probability that an event will occur, and

· B. the anticipated magnitude of the event in light of the totality of the company activity.”
· To assess Probability (of Merger): look to “indicia of interest” in the transaction at the highest corporate levels
· Indicia: Board resolutions, instructions to IBs, actual negotiations between principals/intermediaries

· To assess Magnitude:
· merger premium, relative capitalizations/size of the two companies 
· No single event (except for closing) is sufficient to render merger discussions material

· 3. Reject 3rd Cir “Agreement in Principle” test

· 3rd Cir AIP test: Prelim merger negotiations don’t become material until an agreement in principle as to price/structure of the transaction has been reached between the parties.

· Rationale: 

· 1. Don’t overwhelm investor with “tentative” information

· 2. Preserves the confidentiality of discussions

· 3. Provides easy bright-line rule

· SCOTUS responses:

· 1. Investors are not “nitwits” and can appreciate when info is tentative
· 2. Silence is golden. If you want confidentiality, don’t say anything.
· 3. Ease of application not a reason for “ignoring the purposes of the Securities Acts and Congress’ policy decisions.”

· 4. Reject 6th cir “Denial of Existence” test (Specific to 10b-5 claims)
· 6th Cir test: 

· “Even discussions that might not have been material in the absence of denial are material because they make the statement made untrue.”

· SCOTUS response:

· For Plaint to prevail on 10b-5 claim, they must show that the statements were misleading as to a material fact.

· If it’s not a material fact, doesn’t matter if the statement was false/incomplete.

In re Merck & Co. (Market reaction/lack thereof)
Materiality of historical facts

· Relevance of share price movement, market reaction, lack thereof
On exam: “materiality” in some circuits is viewed as a tight link between time of disclosure and market movement. However, critics disagree. 

Efficient Capital Market Hypothesis (ECMH)
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3 theories of ECMH: 

Weak: Prices incorporate ONLY historical information

· past prices reflect current prices, but don’t predict future prices

· attack on chartists: You can’t use historical info to predict future prices.

Semi-strong: Current prices incorporate historical data AND current public information

Strong: Prices incorporate historical data, public info, and private info

· Prof G: wrong. You can beat the market: insiders
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Facts:
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· 4/17. Medco disclosed. Price went up

Holdings:

· “Our Court, as compared to other courts of appeals, has one of the ‘clearest commitments’ to the efficient market hypothesis.”
· 3rd Cir bright line “materiality” rule (in efficient market):

· “The materiality of 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.”
· Applying bright line rule to facts:

· “Merck’s stock price rose immediately following its initial, minimal disclosure.”

· IE: When the S-1 was filed 4/17, stock price went up
· “Merck was clearly treading a fine line … but in efficient markets materiality is defined as “information that alters the price of the firm’s stock.”
· IE: if the market didn’t react, it must not have been too important.

· Market is the blind genius. 

· Holding: plaintiff failed to establish material misstatement.

· Factors to consider (whether change in stock price is evidence of materiality)
1. Was there an “abnormal” return, or was entire market moving?

2. Were there other confounding disclosures made at the same time?

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

4. Was the market response not “efficient” for some reason?

5. Was there information leakage before the announcement?

In re Franchard Corp. (Mgmt integrity/Conflicts)
Information about management integrity is material 

Facts:
· Glickman (Dir/President of Franchard) doing sketchy shit

· Advanced cash to the corporation (Franchard), then transferred funds to his wholly owned corp.

· Eventually $2.3mil

· Not referenced in prospectuses or amendments

· Pledged his shares in Franchard to get loans with high interest rates

· About $4.25mil
· Auditors told the Board about Glickman diverting funds from Franchard to Venada

· Glick told Board he would repay with interest.

· Glickman continued to make unauthorized withdrawals, and he pledged all his shares in Franchard stock to creditors. 

· Glickman eventually resigned and sold most of his stock

Holdings

· 1. Information about management integrity is material 

· Glickman’s withdrawals were material transactions. Should have been disclosed.
· Unsavory behavior or relationships, regardless of magnitude, is important to investors

· It’s not about how much he borrowed. It’s about the fact that he was secretly borrowing money in the first place.

· He’s a crook!

· 2. Other Dirs are not liable for failure to exercise diligence

· Courts are hesitant to interfere with good faith business judgment (in the absence of clear evidence of fraud)

· Securities acts are not meant to evaluate Dir conduct
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Qualitative Measures
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· Cons: easy to get around it. Just make all transactions 4.9%

SEC rejected this rule:
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§11 Liability (Material Misstatements in Reg Statement)
§ 11 of Securities Act: Civil antifraud provision for misstatements/omissions in the registration statement.

· Relaxes/eliminates several common law requirements for fraud. Makes it easier for investors to obtain compensation and discourages fraud.

Summary of §11 Liability
1. Critical issue for plaintiff class:
a. Tracing, i.e., standing

2. Litigation points for issuer:

a. “Materiality” defense

i. You can argue that you only lied about a non-material fact (ex: Gold score)
b. Affirmative causation defense
i. You can argue that the lie didn’t actually cause the loss; something else caused the share price to fall.
3. For secondary defendants:

a. Due diligence
i. As long as you can show you read the documents, you’re probably ok.

b. Company can’t argue Due Diligence defense
Elements
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Some Defs have strict liability: no mental state defenses

· Issuer – 11(b)

· But plaint usually needs to look for deeper pockets, b/c issuer might not have assets to pay a judgment.
Reliance: Not required

· Just need a material misstatement/omission in the Reg Statement

· Then burden shifts to Def to show other cause of loss – 11(e)

Damages: Get your money back – 11(g)
Potential Plaints: Tracing requirement.

· “Tracing requirement”: Plaint must show that the specific shares they purchased were issued in an offering under the reg statement that contained the alleged misstatement

Defendants: statutory Defs

· Empowers Plaints to go after Dirs, investment bankers, accountants.

· Not the lawyers! Yay.
Standing/Tracing Requirement
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Not all investors can bring suit under Sec 11

Only persons “acquiring such security” sold through a reg statement.

· “tracing requirement”: Plaint must show that the specific shares they purchased were part of the offering conducted pursuant to the reg statement that contained the alleged misstatement

Krim v. pcOrder

Facts:

· Investors sued PCOrder for false/misleading info in reg statement

· Only 1 Plaint could prove that his shares were actually purchased in the Primary IPO

· Others could only show 90% probability that they held some IPO shares
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Holdings:

· 1. Uphold “Tracing Requirement” for §11 standing

· Gives §11 cause of action only to those who purchased the securities offered in conjunction with the false statement.

· “plaints must demonstrate that ALL stock for which they claim damages was actually issued under a defective statement, not just probably”

· “otherwise, anyone who holds stock in street name after the offering date could claim proportional interest in the shares”

· 2. Reject “Statistical Tracing”

· Once pool is intermingled, no way to tell with 100% certainty.

· Statistical tracing would impermissibly expand the statute’s standing requirement.

· If court allowed that, EVERY purchaser of PCO stock would have standing, even though there is only a 90% chance that stock was part of initial public offering

· Doesn’t comport with statutory language
Statutory Defendants

§11(a) creates statutory liability for certain parties involved in offering:

§11(a): [A]ny person acquiring such security … may … sue –
· (1) every person who signed the registration statement; 
· §6(a): Who signs reg statement?
· “each issuer, its principal executive officer or officers, its principal financial officer, its comptroller or principal accounting officer, and the majority of its board of directors”
· (2) every person who was a director of ... the issuer at the time of the filing of the part of the registration statement with respect to which his liability is asserted; 

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

· (4) every accountant, engineer, or appraiser, or any person ... who has with his consent been named as having prepared or certified any part of the registration statement ... With respect to the statement in such registration statement which purports to have been prepared or certified by him;
· IE: Experts only have liability for the expertised portions that they prepared.
· (5) every underwriter with respect to such security. 

Defenses; Due Diligence Defense
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2. The Escott court focuses on the fact that a number of defendants simply relied on the representations of BarChris insiders.  What more is required in addition to listening to insiders?

At the very least, due diligence requires not ignoring red flags and looking at easily obtainable written documents to verify oral disclosures by company insiders.

· “The way to prevent mistakes is to test oral information by examining the original written record.”

3.  Is there any way that insiders (Russo the CEO and Kircher the CFO in particular) can meet the due diligence defense?

Probably not.

· Insiders will have a difficult time meeting the due diligence defense.   
· To satisfy due diligence, insiders would have to convince a court that they lacked actual knowledge of wrongdoings in their own company, and that they had also made a reasonable investigation.

Maybe Birnbaum, b/c he was new. But he still didn’t investigate.

Defenses to §11
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1. Plaintiff knew of misstatement/omission when she acquired security (11(a)).
· You already knew it wasn’t true!
2. A year after earning release (11(a)).
· Ie: the info that was misleading is no longer relevant
3. Statute of Limitations: 1yr after learning / but never more than 3yrs (Section 13).

4. Whistleblower defenses (11(b)(1),(2)).

5. Drop in price due to other factors (11(e)).
· Other factors not related to misleading reg statement.
6. Due Diligence Defense (11(b)(3)).

· IE: Get off for proving you did your homework.

· If you can prove you did the work, you’re not liable

§11(b)(3) - Due Diligence Defense 

IE: Get off for proving you did your homework.

· If you can prove you did the work, you’re not liable. 
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11(b)(3)(A):

· For non-expertised portions of the reg statement:

· You did the investigation and had reasonable grounds to believe that the statements in the reg statement were true, and no material omissions.

· Not liable. 

[image: image41.png] Section | I(b)
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11(b)(3)(B)

· For sections you prepared as an expert 

[image: image42.png] Section | I(b)
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11(b)(3)(C)

· For relying on statements prepared by other experts

· No investigation needed
Putting it together:
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2 sections:

· Expertised

· Non-expertised 
2 types of reviewers:

· Experts

· Non-experts
What constitutes due diligence?

[image: image44.png]Section | I(c) gives general guidance
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Treat it like you’re managing your own property.
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Rule 176: guidance on what constitutes a “reasonable investigation”

Escott v. BarChris
Analyzing due diligence defense for each individual defendant:
Russo: CEO

· Familiar with all aspects of business, personaly in charge of dealings, acted on BCC’s authority making finance agreements with Talcott, member of exec committee

· Court: he knew all the relevant facts. Could not have believed there were no false statements/omissions in prospectus

· No DD defense

Vitolo and Pugliese: Founders. Pres and VP, respectively

· Less involved than Russo. Pugliese only supervised construction work

· Limited education, would have trouble reading the prospectus

· But: Liability doesn’t turn on if they read/understood the statement, only that they signed it.

· Not as naïve as they claim: members of exec committee, knew about cash shortages, knew they advanced $$ that was not repaid, agreed not to deposit checks

· Court: their position is not much different than Russo

· Could not have believed there were no false statements/omissions in prospectus

· No DD Defense

Kircher: treasurer/CFO of BCC

· CPA, intelligent, familiar with BCC financial affairs. Knew about Talcott agreements, knew how the financing proceeds would be spent, arranged officers’ loans.

· Knew all about bus ops

· Worked to prep reg statement, read prospectus and understood it.

· Kircher arg: he never dealt with reg statement before, relied on Grant, Ballard and Peat Marcwick to guide them.

· Court: Not really. Kircher withheld info from Grant Ballard

· He had reason to believe that the prospectus was incorrect

· No DD defense

Birnbaum: General counsel/asst secretary

· Young atty, became gen counsel after brief practice period with firms.

· Became secretary/Dir after 1st reg statement was filed and signed later amendments.

· Court: but he wasn’t really an executie officer

· Didn’t participate in mgmt of company

· Only did routine legal matters

· But he kept corporate minutes, so he was informed about bus affiars

· Court: probable that he didn’t know ALL of the innacuracies, but he knew some of them.

· He should have known his obligatiosn under the statute

· No DD defense except for audited 1960 figures
· He didn’t investigate himself. Not entitled to rely on non-expertised portions, need to investigate on your own.
Auslander: “outside” director, not officer of BCC

· Chairman of Board of Valley Stream National Bank

· Vitolo asked him to become Dir, and offered to deposit $1mil in Auslander’s bank.

· Auslander investigated BCC and decided to accept offer to join the Board

· Signed the signature page for the reg statement, but never read it in its final form

· He believed Peat Marwick’s audit was accurate for expertised portion

· Court: fine, he relied on PM

· But: not for non-expertised portion. He relied on Vitolo and Russo’s statements

· Court: Sec 11 imposes liability on Dirs, no matter how new they are

· Can only escape liability through exercise of reasonable care to investigate the facts.

· Auslander only relied on others, didn’t investigate

· No DD defense

Grant: Atty, became Dir in Oct 1960

· His law firm was counsel to BCC in securities reg matters

· Drafted the reg statement for 1959 issuance

· Court: he was directly concerned with writing the reg statement and assuring its accurancy, so more investigation was required of him than a Dir who wasn’t connected with reg statement prep.

· Court: believes that Grant honestly believed the reg statement was true.

· Question is: Despite his failure to detect the omissions, was his investigation effort reasonable?

· Grant could have easily checked some things, but didn’t check them

· Never read Talcott agreements, could have found out about the 100% guarantee, never asked to see certain contracts, didn’t insist on corp formalities like writing up minutes

· Conclusion: for non-expertised portions, he didn’t make a reasonable investigation

Underwriters and Coleman

· All relied on Drexel as lead underwriter

· Drexel made an investigation

· His attys relied on info from Kircher and Grant

· No attempt to verify info was made

· Court: underwriters are just as responsible as the company if the prospectus is false. Investors rely on the reputation of the underwriters in deciding to purchase securities.

· Underwriters must make reasonable attempt to verify the data submitted to them by the issuer.

· No rigid rule, but Underwriters investigation was insufficient.

· Other underwriters who relied on it were bound.

· No DD defense

Peat Marwick: Auditors

· Failed to follow GAAP in the audit

· No DD defense.

 

§12 Liability (Failure to Comply with §5 Procedures)
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Standing requirement: very narrow.

· ONLY the PRIMARY PURCHASER can sue

· Tracing requirement doesn’t apply.

§11 vs. §12(a)(1) Liability
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Pinter v. Dahl

Facts:

Pinter sold unregistered securities (fractional interests in oil & gas leases) to Maurice Dahl and Dahl’s friends, family, business associates (respondents)

Pinter found properties, Dahl toured them and liked them. 
Dahl invested $310k in the properties. Told other respondents about them.

· No other respondents (except Dahl) spoke to Pinter or toured the properties.

Respondents sued Pinter, Pinter sued Dahl for contribution.
· 12(a)(1) of Securities Act: unlawful sale of unregistered securities

Holdings
Dahl is a “seller” for purposes of 12(a)(1) 
The class of 12(a)(1) defendants are those who offer or sell unregistered securities.

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

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

At least some persons who urged the buyer to purchase are included in statutory seller status.  
· The risk of invocation of § 12(a)(1) should be felt by solicitors of purchasers.

What else may qualify as a statutory “seller”?

Includes a person who successfully solicits offers to purchase securities motivated at least in part by a desire to serve either:

a. His or her own financial interests or 
b. Financial interests of the securities owner.

________________________
Exemptions from §5 

§3 Issuers/Transactions Exempted
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3(a)

· (2) US-issued securities

· (3) Short-term notes

· (11) Purely Intrastate offerings

· Somewhat ambiguous

3(b)

· Congress grants SEC discretion to set up rules to exempt small offerings. 

Primary Offering Exemptions
Primary offerings exempted under § 4(a)(2) 

· Offerings that are not a “public offering”

i.  §4(a)(2) Private Placement
Summary
§ 4(a)(2): Private Placement Exemption
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But what IS a public offering?

1935 SEC general counsel opinion: Factors relating to whether offering is “public”:

· Number of offerees

· Relationship of offerees to each other and to issuer

· Number of units offered

· Size of the offering

· Manner of the offering

4(a)(2) Summary

1. Number of offerees and manner of offering crucial (SEC 1935 Opinion).
2. Transaction is exempt if investors can “fend for themselves” (Ralston Purina)
a. Also consider access to information: “Executive personnel who because of their position have access to the same kind of information that the act would make available in the form of a registration statement.”

3. Key to the public offering test is whether the investors had “Effective or actual access to information equivalent to that in an Reg Statement” (Doran)
a. More focused on access to info, less concerned about investor sophistication.

1. Investor’s relationship to issuer and sophistication more important if investor only has access 
b. Actual or effective access
· Actual access: You had access to the info

· Effective access: If you’re sophisticated/powerful enough so that you COULD get access to the information, but you CHOOSE not to get the information, that still constitutes access.

4. No general solicitation/general advertising

a. Kenman:

1. “The exemption from registration under Section 4(a)(2) is not available to an issuer that is engaged in a general solicitation or general advertising.”
2. Gen Solicitation: An offer to a person which whom the issuer does not have a pre-existing relationship.

1. Mineral Lands: Must be special pre-existing relationship; must allow issuer to determine the investor’s sophistication.
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SEC v. Ralston Purina Co.

Ralston Purina takeaway:
Key to “public offering” test is both:

· Whether investors can fend for themselves

· Whether investors had access to information
Issue:  Whether Ralston Purina’s offering to “key employees” are within the § 4(2) non-public offering exemption.

Transactions should be exempt if no practical need for application, e.g.  investors who can “fend for themselves”

Prof: this is incoherent thinking. 

· IE: Turing the question of “is the offering public?” into “can the investors fend for themselves?”

Exemption would be available if made to corporate officers if “have access to the same kind of information that the act would make available.” 

IE: if the employees here had access to the kind of information provided in a Reg Statement, it would not have been a public offering.

Not all “key” employees had “access;” therefore, this was not a private offering.

What types of investors can “fend for themselves”?

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

Doran v. Petroleum Management Corp.

Doran takeaway:
Key to the public offering test is whether the investors had “Effective or actual access to information”
· More focused on access to info, less concerned about investor sophistication.

Effective vs actual access

· Actual access: You had access to the info
· Effective access: if you’re sophisticated/powerful enough so that you COULD get access to the information, but you CHOOSE not to get the information, that still constitutes access.
Facts:

· Doran bought shares in a limited partnership formed to drill for oil.  Doran paid cash and also took over a promissory note owed by the partnership.  Issuer did not register its offering.  

Issue:  
· Was the offering to Doran (a sophisticated investor) within the § 4(2) non-public offering exemption?

Holdings:
· Four factors for exemption:  number of offerees, number of units, size and manner of offering.

· Knowledge of offerees is also key; therefore focus on number of offerees and their relationship to each other and the issuer. 

· Defense case on number and relationship of offerees is the weak point (even though only four/eight and all sophisticated).

· One necessary condition for an offering to be private (from SEC v. Ralston) is access to information.  Determined by employment, family, or economic bargaining power.

· Remanded to determine if information delivered or “true” access provided.

ii.  Reg D (4(a)(2) Safe Harbors)
	
	Rule 504
§3(b)

$10mil limit


	Rule 506(b)
§4(a)(2)
AI & 35 non-AI


	Rule 506(c)
§4(a)(6)

AI only (verified)


	Dollar Limit (12 mo)
	$10 million in 12mo
Subtract any offerings from last 12 months:

· offered under Rule 504, or 
· in violation of §5(a)

Rule 504(b)(2)
	Unlimited

	Unlimited

	Investor Limit/ Qualifications
All: No “Bad actors”

· Rule 506(d)
	No limit on #
	Unlimited AI
Up to 35 non-AI, but they must have “such knowledge and experience in financial and business matters that he is capable of evaluating the merits and risks of the prospective investment…”

506(b)(2)(ii)

Excluded from count: 
· Purchaser’s relatives, spouse, or relative of spouse (if same residence as purchaser)
	AI only; unlimited #

	Investor Verification Requirements
	No
No requirement that the issuer determine whether the purchaser is financially sophisticated.

	Issuer reasonable belief that non-AI has sufficient knowledge/experience
506(b)(2)(ii)


	Issuer must take reasonable steps to verify that all purchasers are AI’s:

· Review tax returns/financial statements

· Written certification from atty/accountant

506(c)(2)(ii)



	General solicitation/advertising allowed?
	No (unless state law exists: 504(b)(1))
	No 
	Yes 

	Resale Limitations
	No restriction on resale if offering complies with state law registration requirements. 

Rule 504(b)(1)


	Restricted securities

	Ensure purchasers are not underwriters 
Rule 502(d)
	Issuer must exercise reasonable care to assure that the purchasers are not underwriters 
· Rule 502(d)

Issuer must do the following: (or similar actions)

· 1. Reasonable inquiry to determine if purchaser is buying for himself or for other persons; 
· 2. Written disclosure to purchasers (Securities are not registered, cannot be resold without registration or exemption); and

· 3. Place legend on certificate/transaction document

*Not required for 504, if offering complies with state law reg requirements



	Disclosures Required
	None (but state disclosure requirements still apply)
Antifraud 10b-5 is still in effect


	Yes, if offering to non-AIs
· Rule 502(b)(1)

· Requirement vary with Issuer and $$ offered
	None
Antifraud 10b-5 is still in effect



	Notice Filing
	Form D filed with SEC within 15 days after first sale (Rule 503)


	Blue Sky applies?
	Yes
	No (but Form D/fees)
	No (but Form D/fees)


Accredited Investors 

Rule 501(a)(5): Accredited Investors
· 1. Natural persons that at the time of purchase either:
· Net Worth Test:

· have a net worth exceeding $1 million (modified by Dodd Frank Act to exclude value of primary residence), or
· Income Test:
· have:

· income of $200K/yr individually (or $300K/yr jointly with spouse) in the 2 most recent years; and
· reasonable expectation of reaching same income in the current year (subject to future Dodd Frank Act modification) 
· 2. Various financial institutions

· 3. Issuer’s Dirs, Exec Officers, General Partners (Rule 501(f))

· Exec officers: President or VP in charge of principal business unit or policy making function
· 4. Corp/organization/pship with assets ≥ $5mil, unless organized for the specific purpose of acquiring the securities offered.
· 5. Corp/organization/pship where ALL equity owners are AI

Qualifying as AI

501(a)(10): 3 exams to qualify as AI 

· General Securities Representative license (Series 7), 

· Licensed Investment Adviser Representative (Series 65)
· Private Securities Offerings Representative license (Series 82).

Organizations AI Count
How many non-AI included in count?

	Are any of the equity owners non-AIs?
	No

(all equity owners are AI)
	Yes
	Yes
	Yes

	Organized solely to invest in these securities?
	(doesn’t matter)
	No
	No
	Yes

	Over $5mil in assets?
	(doesn’t matter)
	No
	Yes
	(doesn’t matter)

	Relevant Provision
	501(a)(8). Organizations where all equity owners are AI.
	501(e)(2)

Entity counts as 1 purchaser if not organized for purpose of acquiring the securities and <$5mil assets.
	501(a)(3)

Corp/organization/pship with assets exceeding $5mil, unless organized for the specific purpose of acquiring the securities offered.
	501(e)(2)

	Number included in count as Reg D investors (non-AI)
	0
	1
	0
	# of beneficial equity owners


General Solicitation
Elements to Prove NO General Solicitation

To prove that your offering involves no general solicitation, you need to show:

1. The investors were sufficiently sophisticated, AND

a. Kenman (below)

2. You had a preexisting relationship with them.
a. ^^Mineral Lands adds another factor to “pre-existing relationship” inquiry:
i. The relationship must give enough information for the issuer (or someone working on its behalf) to assess the sophistication of the investor.

ii. The Pre-existing relationship must be of a kind that “enable the issuer ... to be aware of the financial circumstances or sophistication of the persons with whom the relationship exists or that otherwise are of some substance and duration.”

Kenman General Solicitation test: 

· General solicitation = An offer to a person with whom the issuer (or those working on behalf of the issuer) do not have a “pre-existing relationship.”  

· IE: If you contact people that you DON’T have a pre-existing relationship with, that is a general solicitation.
Makes it beneficial to have lots of pre-existing relationships, or have someone work on your behalf who was lots of relationships (ie underwriter)

In re Kenman Corp
Facts
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Holdings
Issue: Was there a General Solicitation under 502(c)?

SEC: Yes

In re Mineral Lands
SEC no-action letters:

· Ask SEC if they would recommend action on your issue. 

· They give you an assessment about whether they would recommend action or not.

· SEC publishes no-action letters

Facts
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Issuer wants to use Rule 504 exemption

Asking SEC, “are our pre-existing relationships with the offerees sufficient to avoid the general solicitation prohibition?”

Holdings

Holding 1:  SEC: pre-existing relationship is an “important factor” in determining whether the offer is a general solicitation.  

· But that’s not enough: It must be a special kind of pre-existing relationship:

Holding 2:  Pre-existing relationship must be of a kind that “enable the issuer ... to be aware of the financial circumstances or sophistication of the persons with whom the relationship exists or that otherwise are of some substance and duration.”

^^Mineral Lands adds another factor to “pre-existing relationship” inquiry:

· The relationship must give enough information for the issuer (or someone working on its behalf) to assess the sophistication of the investor

Disclosures for Non-AI
502(b)(2): Information Requirements for Non-AI’s
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In real life: Just don’t sell to non-AI’s

Resale Restrictions
Rule 506(b) and 506(c): Restricted securities. 
Rule 504: No limit on resales, if offering complies with state law registration requirements.

Issuer must verify that purchasers are not underwriters. 
· 502(d): Issuer must show reasonable care that purchasers are not underwriters by:

· inquiry that purchaser acquires securities for himself

· written disclosure of the limitation to resell 

· placement of a legend on the certificate or document

Rule 144 (sales)
A holder of restricted securities can resell those shares either: 

(1) privately in an exempt non-public transaction, 

(2) publicly in a registered transaction (and they will sometimes get “registration rights” for this) or 

(3) under the Rule 144 safe harbor for resales 

Rule 144 Requirements:

1. Holding period

a. 6 mo for securities of a reporting company

b. 1 yr for non-reporting company

2. Current public information available
a. For reporting companies, this generally means that the companies have complied with the periodic reporting requirements of the Securities Exchange Act of 1934. 

b. For non-reporting companies, this means that certain company information, including information regarding the nature of its business, the identity of its officers and directors, and its financial statements, is publicly available.

3. Volume limitation

a. Amount that can be sold in 3-mo period for listed companies limited to greater of:

i. 1% of the shares of the class outstanding, or

ii. Avg weekly trading volume during prior month

b. 3-mo period for over the counter (OTC) securities:

i. 1% of the shares of that class outstanding

c. Or 10% of the class outstanding for debt securities

4. Manner of sale (only ordinary brokerage transactions)
a. Unsolicited brokers transactions, directly to market makers, or riskless principal transactions

5. Notice of sale

a. Seller must file Form 144 with SEC

Innocent and Insignificant Mistakes
Rule 508(a): A failure to comply with a term, condition or requirement of Regulation D 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 ... ;  and   

(2) The failure to comply was “insignificant with respect to the offering as a whole”

a. Certain failures are always “significant”:

i. Rule 502(c): general solicitation prohibition

ii. Rule 504(b)(2): aggregate offering price limit

iii. Rule 506(b)(2)(i): limit on # of purchasers

(3) A good faith and reasonable attempt was made to comply with all applicable  ... requirements ... 

Filing Notice of Sale

Rule 503

(a) An issuer offering or selling securities in reliance on Rule 504 or Rule 506 must file with the Commission a notice of sales containing information required by Form D within 15 days after first sale of securities

iii.  Reg A+ (Small issuer, ≤$50mil)

Reg A+
· Reg A: Mini public offering

· Tier 1: $20mil

· Tier 2: $50mil

· Not for reporting companies

· Allows for immediate resale of the securities

	
	Tier 1
	Tier 2

	Dollar Limit 
	$20 mil within prior 12months, but no more than $6 million by selling security holders. 


	$50 mil within prior 12 months, but no more than $15 million by selling security holders. 



	Manner of offering
	“Testing the waters” permitted before and after filing Form1-A. 
Sales permitted after Form1-A qualified. 


	“Testing the waters” permitted before and after filing Form1-A. 
Sales permitted after Form1-A qualified. 



	Issuer/investor requirements
	Cannot be reporting company (non-public)

No AI requirement
	Cannot be reporting company (non-public)

No AI requirement; however, investors who are natural persons and are not accredited investors are subject to an investment limit 

	Filing Requirements
	File test-the-waters documents, Form 1- A, any sales material and report of sales and use of proceeds with the SEC. 


	File test-the-waters documents, Form 1- A, any sales material and report of sales and use of proceeds with the SEC. 

Issuer subject to ongoing reporting requirements. 



	Resale Restrictions
	Not restricted securities
	Not restricted securities

	Blue Sky
	Subject to state blue sky laws regarding pre-offering review, filing, and anti-fraud. 


	Not subject to state blue sky laws regarding pre-offering review; however, subject to state blue sky filing and anti-fraud requirements. 




iv.  Crowdfunding §4(a)(6)
Requirements:
· A. 12-month max (aggregate of all Reg CF offerings): $5 mil  

· B. Investor purchase limit, 12-month aggregate:

· Income/net worth < $107,000

· greater of $2,2000 or 5 percent of the annual income or net worth of such investor

· Income/net worth ≥ $107,000

· 10 percent of the annual income or net worth of such investor, as applicable, not to exceed a maximum aggregate amount sold of $107,000,
· C. Transaction conducted online through an SEC-registered broker-dealer or funding portal.
· D. § 4A(b) Disclosure requirements

· Make certain basic information available to investors (names of directors and officers, description of business, and certain financial information)

· Use of proceeds, target offering amount, and deadline to reach target

· Price of the offering

· Ownership and capital structure

· May not advertise the terms of the offering except for notices directing investors to the funding portal or broker

· Limits on ability to pay others to promote the offering

· Periodic disclosure requirements with SEC and investors
· E. Securities are restricted
· Securities are restricted securities and may be resold only through an exemption from § 5 (such as Rule 144) or through registration under § 5

· F. Bad actor disqualifications apply
· Investors in § 4(a)(6) securities are not considered as record holders for purposes of determining public company status under the Securities Exchange Act

· Section 12(a)(2)-style liability applies to issuer and those who offer or sell the security in the offering

v.  Intrastate Offerings
§ 3(a)(11) involves three basic prerequisites:

· Local investors:  Investors must be residents of same state.  Issuers must consider the possibility of other offerings outside the state being integrated with an in-state offering.  Securities must “come to rest” in the hands of in-state investors.   Issuer cannot blindly rely on representations by buyers.

· Local Companies: Issuer must be resident in-state (e.g., incorporated) and must have its predominant income-producing, operational activities in-state.  Issuer’s operations must be substantially in-state and not consist of mere “bookkeeping, stock record and similar activities”.

· Local Financing: Proceeds must be for activities in-state.

	
	§ 3(a)(11)
	Rule 147
	Rule 147A

	Integration
	Out-of-state offers may be integrated with 3(a)(11) offering.
	Offerings occurring more than 6 months before or after are not integrated.
	Offerings occurring more than 6 months before or after are not integrated.

	Advertising/Solicitation
	
	
	147A: allows general solicitation

· Offers can occur out of state

· sales must be to persons resident in the same state as issuer

	Issuer Residence Requirement
	
	Principal office; 80% of gross revenue, assets and use of proceeds in-state.

147: Must be incorporated/organized in state, and has principal place of business


	147A: only have principal place of business in state

· May be incorporated out of state.

Not available to issuers that are investment companies, or required to register under investment company act of 1940



	Issuer “Doing Business” Requirement
	Doing business in state: substantial operations in state of incorporation.
	147/147A: Must satisfy 1 of 4 requirements:

· 1. ≥ 80% of gross revenue from operations in state

· 2. ≥ 80% of assets are in state

· 3. Use ≥ 80% of net proceeds from 147 sale for in-state operations 

· 4. Majority of employees based in state
	147/147A: Must satisfy 1 of 4 requirements:

· 1. ≥ 80% of gross revenue from operations in state

· 2. ≥ 80% of assets are in state

· 3. Use ≥ 80% of net proceeds from 147 sale for in-state operations 

· 4. Majority of employees based in state

	Offeree/ Purchaser Residence
	Residents of state.
	Offerees AND purchasers must reside in same state as issuer.

Principal residence within state.
	Only purchasers have to reside in same state as issuer
Principal residence within state.


	Resale Restrictions
	Securities must “come to rest” in state before being resold to out-of-staters.
	6-mo holding period (only in-state resale)

Can resell out of state after
	6-mo holding period (only in-state resale)

Can resell out of state after


vi.  Regulation S
Summary

1. Exempts non-U.S. transactions from registration requirements

2. Only offshore transactions

3. No directed selling efforts in the US


4. Three categories of offerings, three levels of restrictions

Basic Reg S Requirements

Exempts certain “offshore” offers and sales from §5

Rule 901: exempts offers and sales outside of the US from §5

· 3 categories: Category 1, 2, and 3 offerings

2 basic requirements for all 3 categories:

1. All offerings must take place through an “offshore transaction”, and

2. Involve no “directed selling efforts” into the US

Offshore transactions: where offers are not made to a “person in the US”

· Geography is key, not residency

· Or executed on an established foreign securities exchange

________________________

§4(a)(1) Secondary Market Transactions

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

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

(2) Transactions by an issuer not involving a public offering…

Exceptions to §5 allow secondary transactions

· 4(a)(1): exempts transactions with no “issuer, underwriter, or dealer” in the transaction

· 4(a)(4): exempts unsolicited broker’s transactions

“Underwriter”
“Underwriter”: 2(a)(11). Any person who does any of the following:

· Purchasers from issuer with a view to, or offers/sells for an issuer in connection with, the distribution of any securities

· “offers/sells for an issuer”: Focus on the benefit to the issuer (Chinese Consolidated)

· Participates in any such undertaking (directly or indirectly)

· Participates in the underwriting of any such undertaking (directly or indirectly)

Caselaw Summary:
1. “Underwriter” definition sweeps broadly
· Not necessary to be in the business

· “offers/sells for an issuer”: Focus on the benefit to the issuer (Chinese Consolidated)
2. Shares obtained in an exempt offering must “come to rest” before resale

a. Gilligan: Investor Gilligan held debentures for 10 mo, but he only intended to retain them if company was profitable. That is purchasing with view to distribution.

3. Exceptions:

· Change of circumstances

· Resale that is not a “distribution”

Gilligan, Will & Co. v. SEC
Facts:
·  On July 6, 1955 Elliot & Co. agreed with Crowell-Collier Publishing Company to try and sell, without registration, $3 million of Crowell-Collier debentures. 

·  Gilligan purchased $100,000 of the Crowell-Collier debentures “for investment” (not resale) on August 10, 1955.

· Gilligan held debentures for 10 months then decided to convert into stock and sell the stock. Sold stock for a profit on the American Stock Exchange.

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

Holding:
Court: Yes, the issue was a “public offering”, and Gilligan was an “underwriter”

Ralston Purina standard to determine if issue is public offering:

· Whether the offerees were in a position relative to issuer where they either have the information in Reg statement, or have access to the info

· Court: purchasers here were not supplied with the info, nor did they have access to it.

Also, the sales by Gilligan on the American Stock Exchange was a “public distribution”

· Since he intended to only retain the debentures if CC continued to operate profitably, that is equivalent to “purchasing with a view to distribution” under 2(a)(11)

· 10-month holding period doesn’t change anything.

Chinese Consolidated
Facts:

CCBA set up committee (no official relation with China) for the purpose of:

· Soliciting and getting funds from members of Chinese communities in NY, NJ, and Connecticut, and from general public, for transmission to China 

Issue:  

Were CCBA offers legal?  That is, was CCBA entitled to the §4(1) exemption from §5.  

Holdings:

· CCBA is an underwriter under § 2(a)(11) for China (issuer) despite the lack of any formal arrangement or compensation. 

· Whether China knew did not matter; it is enough that the solicitations were for the benefit of the Chinese government.  

· Court focuses on: 

· (1) systematic and continuous nature of the solicitations (resulting in distribution of securities) and 

· (2) CCBA’s role in the collection and transmission of the funds.

· Even if CCBA is not an underwriter, it is still participating in a transaction where an issuer, underwriter, or dealer is present and thus § 4(1) does not apply to the transaction.  
Purchasers from issuer with a view to, or offers/sells for an issuer in connection with, the distribution of any securities

· “offers/sells for an issuer”: Focus on the benefit to the issuer (Chinese Consolidated)

Rule 144 (§5 Resale Safe Harbor)
Rule 144 safe harbor from § 5 for resales

Rule 144 Summary:

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

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

· Allows participation in sale by control persons (affiliates) 


· Information requirements (but easy to get around if you wait 1 yr)

· No requirement for non-public company

· Non-affiliates get a free pass after a year

If a sale of securities complies with Rule 144 Requirements:

1. Any affiliate or other person who sells restricted securities will be deemed not to be engaged in a distribution and therefore not an underwriter for that transaction;

2. Any person who sells restricted or other securities on behalf of an affiliate of the issuer will be deemed not to be engaged in a distribution and therefore not an underwriter for that transaction; and

3. The purchaser receives securities that are not restricted securities.

Restricted Securities:

The term "restricted securities" means:

· (i) Securities acquired directly or indirectly from the issuer, or from an affiliate of the issuer, in a transaction or chain of transactions not involving any public offering; or

· (ii) Securities acquired from the issuer that are subject to the resale limitations of Rule 502(d) under Regulation D;  or

· (iii) Securities acquired in a transaction or chain of transactions meeting the requirements of Rule 144A; or . . . 

	
	Non-affiliate holding restricted securities



	Holding Period Requirement
Rule 144(d)


	6 months if Exchange Act reporting (public company):  

Rule 144(d)(1)(i)

1 year if non-public company: 

Rule 144(d)(1)(ii)



	Information Requirement
Rule 144(c)


	1 year information period if Exchange Act reporting (public company): 

Rule 144(b)(1)(i)

No information requirement if non-public: 

Rule 144(b)(1)(ii)
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________________________

________________________

* 1934 Act *
We’re only focused on certain parts of 34 Act:

· Disclosure requirements

· 34 Act: requires ongoing disclosure by public companies

· Creates liability for failure to disclose

· Rule 10b-5 Litigation

· Makes securities fraud a federal crime 

· Insider trading

Disclosure Requirements
Who is a public filer?
3 categories of public companies (Exchange Act Reporting Companies)
	Section
	Trigger
	Requirements
	Termination Conditions

	§12(a) & 12(b)
12(a), 12(b): No trading securities on public exchange without registration


	Exchange listing


	- periodic filings
- proxy rules & annual report

- tender offer rules

- insider stock transactions

- Sarbanes Oxley Act


	delisting and:
<300 shareholders OR

<500 shareholders +

<$10m in assets for 3 years



	§15(d)
Ongoing periodic disclosure requirements after registered public offering


	Registered public offering (filed reg statement, etc.)
	- periodic filings

- Sarbanes Oxley Act


	<300 holders +

1 year after offering (suspended, not permanent. Company always has to comply)

foreign issuer can

 terminate; Rule 12h-6



	§12(g)
12(g): closes the “over the counter” loophole 

Creates disclosure obligations for certain private companies
	>2,000
s/holders &
>$10m in
assets


	- periodic filings
- proxy rules & annual report

- tender offer rules

- insider stock transactions

- Sarbanes Oxley Act


	<300 shareholders OR

<500 shareholders +

<$10m in assets for 3 years




“Going Dark” (Terminating Public Company Status)
Some companies want to “go dark”

· Must negate all 3 public company triggers:

· 1. Delist from national securities exchange

· 2. Ensure it’s not a public company under 12(g) thresholds

· 3. If company has filed prior reg statement with SEC, they must meet 15(d) requirements to suspend public company status

Most public companies can only terminate public company status through a “going private” transaction (buying back publicly-held shares)

15(d): suspend public company status

· Need <300 shhs, or

· <500 shhs and <$10mil assets

15(d) suspension not permanent: company always has to comply

Rule 12h-6: Foreign company termination
Disclosure Timing
3 Disclosure Forms

1. Form 8-K – Filed on specified events that are important to investors
· filed on occurrence of specified events deemed to be of particular importance to investors.

· Ex: CEO dies, factories explode

2. Form 10-K – filed annually. 
· Audited financial data and complete business description required.

· Must be filed annually

3. Form 10-Q – filed quarterly.
· Financial data need not be audited, but chief executive officer and chief financial officer still required to sign.

· “Quarterly earnings” – earnings calls, etc.

8-K Filing Triggers

Companies must disclose “on a rapid and current basis…material info regarding changes in a company’s financial condition or operations”
· Unless otherwise specified, a form is to be filed within four business days after occurrence of the event.  (General Instructions B.1.)

Information to be Reported (Triggers)

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

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

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

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

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

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

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

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

9. Item 2.06.  If there is a materially impairment of a company asset.

10. Item 3.01.  If the company’s stock is delisted.

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

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

13. Item 4.01. If the firm changes the certifying accountant.

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

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

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

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

18. Item 5.05.  If there is an amendment to the Code of Ethics or waiving a provision of the Code of Ethics. 
19. Item 7.01.  Information registrant elects to disclose under Reg. FD.
a. Reg FD (Fair Disclosure): If you’re gonna tell someone, you gotta tell everyone
20. Item 8.01.  Information the registrant deems of importance to security holders.

In the Matter of HP

Holding: HP should have disclosed the disagreement leading to the Dir’s resigntation

· They didn’t comply with 502(a) – disclose Dir resignation after disagreement

· Holding 1:  Form 8-K requires that a reporting company disclose information when a director resigns from the board.  If the resignation is due to a disagreement with the company on a matter relating to its operations, policies, or practices, the Form 8-K must provide a brief description of the circumstances of the disagreement.  

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

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

Disclosure Contents

10-K & 10-Q
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Form 10-K

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

a. Item 101.a. of S-K. General development of business.

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

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

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

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

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

3. Item 1B. Unresolved Staff comments. 

4. Item 2. Properties information required in Item 102 of Regulation S-K. 

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

5. Item 3. Legal proceedings required in Item 103 of Regulation S-K. 

a. Item 103 of S-K. Describe briefly any material pending legal proceedings.

6. Item 4. Reserved.

7. Item 5. Market for companies required in Item 201 and 701of Regulation S-K.  

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

b. Item 701 of S-K. Unregistered sales of securities, if any.

21. Item 6. Selected financial data required by Item 301 of Regulation S-K.  

a. Item 301 of S-K. Last five years of summary financial information.

22. Item 7. Management discussion of results required by Item 303 of Regulation S-K.  

a. Item 303 of S-K. Description of content of MD&A section.

23. Item 8. Financial information pursuant to Regulation S-X. 

24. Item 9. Changes in and disagreements with accountants required by Item 304 of Regulation S-K. 

25. Item 9A. Controls and procedures information in Items 307 and 308 of Regulation S-K. 

26. Item 10. Information about directors and officers in Items 401, 405, and 406 of Regulation S-K. 

27. Item 11. Executive compensation Information in Item 402 of Regulation S-K. 

28. Item 12. Security ownership described in Items 201(d), 403 of Regulation S-K. 

29. Item 13. Information about related transactions in Item 404 of Regulation S-K. 

30. Item 14. Information about accounting fees and services. 

31. Item 15. Exhibits.

Form 10-Q

Lighter burden than Form 10-K

· Financial statements don’t need to be audited (just comply with GAAP)

Certification

Forms 10-K and 10-Q must be certified by CEO and CFO.

They must certify that:

· They reviewed the report

· Based on their knowledge:

· Report has no material misstatements/omissions

· Financial statmaent fairly represent the issuers results/financial condition

· They are responsible for establishing/maintaining internal controls and have:

· Designed the controls so material info is made known to them

· Evaluated effectiveness of controls w/in 90 days of report, and

· Presented the conclusion in their report

· Disclosed to auditors any weaknesses in inernal control or fraud

· Any changes to internal controls subsequent to the evaluation

purposes of cert:

· Focuses CEO/CFO on the need for accurate reporting

· Reduces CEO/CFO ability to claim ignorance of misstatements/omissions in periodic reports

· Makes it harder for them to avoid personal liability

Rule 10b-5 Antifraud
· Rule 10b-5 Litigation

· Makes securities fraud a federal crime 

Judicially interpreted private right of action.

Standing to Sue
Who was standing?

· People who purchased or sold securities at the time of the allegedly fraudulent or misleading statement.

Blue Chip Stamps
Private right of action under Rule 10b-5 limited to actual purchasers and sellers of securities

· Respondent didn’t buy or sell, so can’t bring 10b-5 action

10b-5 Elements
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i. Misstatement of a Material Fact
Def conduct MUST involve manipulative/deceptive practice
· Also, 10b-5 doesn’t reach breaches of fiduc duty as long as adequate disclosures are made.

Santa Fe Industries v. Green

Plaints: Minority shhs in freeze out merger. Company appraised their shares lower than plaints claimed they was worth. Plaints sued, alleging the appraisal was fraudulent.
Holding: Not manipulative or deceptive, company disclosed the relevant info
· Also, 10b-5 doesn’t reach breaches of fiduc duty as long as adequate disclosures are made.

ii. Scienter
Scienter Required for 10b-5

· Def must have intent to “deceive, manipulate, or defraud”
E&E v. Hochfelder
No evidence that accounting firm had intent to “deceive, manipulate, or defraud”

· Negligence is not fraudulent!

· Need intentional/willful conduct designed to deceive investors

· Recklessness is sufficient to prove scienter (some courts)
· “willful blindness” / “extreme departure from standard of ordinary care.

Holding: No intent, no 10b-5 action.

Facts:

· Plaints sued E&E auditors. E&E auditors failed to uncover fraud of president, but no intentional fraud. 

Court held no 10b-5 standing.

Tellabs v. Makor

Pleading requirements for scienter: 34 Act §21D(b)(1)
· 1. Allegedly Misleading statements

· 2. Why you believe the statements are misleading

· 3. State with particularity facts that support your belief 

· The facts that support your belief must give rise to a STRONG inference of Def’s scienter.
· Inference doesn’t need to be “irrefutable”, on even “most plausible of competing inferences”

· Test: Inference of scienter must be at least as compelling as any opposing inference.

Scalia: Test is too weak. Should be “whether the inference of scienter is more plausible than inference of innocence.”
No discovery until after motion to dismiss is decided.

· Sec 21D(b)(3)(B)
Facts:
· CEO made false statements about company growth.

Holding: Remand. 7th cir held that plaints adequately plead scienter.

iii. Reliance
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Prove:

1. Reliance/Transaction Causation (“I believed this was Ariana Grande’s VW Tiguian, that’s the only reason I bought it”)

2. Loss causation (“I bought the Tiguan at a high price thinking it was Ariana’s, now I can only resell it at a loss”)

Types of proof:

· Direct proof of reliance

· Direct proof: showing that Plaint was aware of Def’s statement and purchased/sold stock passed on that misrepresentation
· Basic: “fraud on the market theory,” raise rebuttable presumption of reliance
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Basic FOTM theory:

Basic: “fraud on the market theory,” raise rebuttable presumption of reliance:
· In efficient capital market, stock price reflects all publicly available information, including any misrepresentations

· The lie is “baked in” to the market price.

Elements
1. Defendant made a public misrepresentation

2. Misrepresentations were material
· Not required at class certification stage
3. Shares were traded on an efficient market

a. Efficient: high weekly turnover, # of analysts, etc.
4.  Plaintiff traded the shares between the time the misrepresentation was made and the time the truth was revealed

You don’t have to prove that Plaints KNEW about the misrepresentation. Only that the misrepresentation was publicly known

You don’t have to prove that the specific lie caused the specific price increase/decrease.

How to rebut FOTM: show no actual price impact

· Destroys the class action
Haliburton II

Doesn’t overturn Basic FOTM theory for proving reliance
· But: Def can rebut with evidence of lack of price impact
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iv. Loss Causation
Loss causation: need to prove that the lie caused the drop in stock value.
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Dura Pharmaceuticals

9th cir:

· All you have to do is show that price was inflated by lie on the date of purchase.

· Injury occurs at time of transaction.
[image: image64.png]+ Holding | (Supreme Court): An inflated purchase
price will not itself constitute or proximately cause the
relevant economic loss.

« Holding 2: And if a purchaser subsequently sells at a
lower price, that lower price may reflect, not the effects of
the earlier misrepresentation, but other changed
circumstances.

« Holding 3: Complaint fails to allege actionable loss. Did
not claim share price fell after the truth became known.




SCOTUS:

· No. just buying at an inflated price does not constitute “loss causation”

· What constitutes a loss?

· If you buy at an inflated price (caused by lie), then sell at a lower price, where the lower price was caused by revealing the truth about the prior lie.

You have to claim that the lie/reveal caused the drop in price.

v. Secondary Liability
Statutory language: “unlawful for any person, directly or indirectly…”

· Secondary parties might have indirectly contributed to fraud
· No “aiding and abetting” liability for private cause of action

· Aiders and abettors can only be held liable by SEC, DOJ, etc. NOT private plaintiffs.
· Central bank of Denver, 34 Act §20(e)

Stoneridge v. Scientific Atlanta
· Facts: Customer/supplier company agreed to arrangement to help Def company prepare false financial statements.
Holding: 

· Customer/supplier co not liable: No reliance

· Investors didn’t rely upon the statements of supplier co, they relied on Def co

· No aiding/abetting liability

Janus Capital Group
“Secondary liability” standard is refined in Janus case

Facts:
JCG owns JCM, JI Fund
· JCM and JI Fund have advisory contract. JI Fund issued prospectus saying that it was not suitable to market timing, but JCM/JCG entered into secret market timing arrangements with some investors. 
· NY atty general field complaint, which affected JCG stock

· JCG shhs sued JCM
Isssue: Did JCM “make” the misstatements about market timing in JI Fund’s prospectus?
Holding: No
· To be liable, JCM must have “made” the statement.
· Maker of statement for 10b-5: the person/entity with ultimate authority over the statement, including its content and whether and how to communicate it.

· “suggesting” is not “making”
