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Basics of Security Regulation
1) Intro to Sec Reg
Overview
Purpose
Full and fair disclosure: There is info asymmetry - insiders have > info than outsiders and we want outsiders to have certain info so they can make a reasonable/informed decision

All about consumer protection ( providing SHs and the marketplace w/ sufficient information to make relevant decisions and to be apprised of significant developments
Promote accurate FMV: We want an efficiency of markets b/c if the market isn’t efficient then investors won’t invest and that will cause major disruptions in the market 

Collective Action problem makes it difficult and costly for investor to negotiate for information ( we have dispersed investors so it’s harder for them to come together for the benefit of all of them.
Prevent fraud: Restore public confidence in the capital markets + maintain a viable market 

Prof: Can never fully prevent fraud / IT - but we need to do what we can to mitigate these risks and minimize the losses associated w/ IT and fraud on the marketplace.
Security Broad definitions

Fractional ownership of a business or the economic benefit of ownership (such as profits)

Fractional ownership of long-term debt of a business

Opportunity to increase value based on a project where the holder is passive

Analytic Framework
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Primary v. Secondary Markets

Primary ( 1933 Securities Act
Definition: Issuer (the company whose own security is being sold- not who does the selling -that could be a promoter) sells securities to investor
Parties: Issuer and Investor

Purpose: Raise capital for issuer

Securities Pricing: Always sold at a fixed price

Market Intermediary: investment banks serve as underwriters
Typical transactions: offerings to public that involve a prospectus (either Initial public offering or secondary public offering)
Secondary ( 1934 Exchange Act
Definition: Previously dumped security ( from security holder 1 to security holder 2 (where public sells something to another public person)
Parties: Only investors

Purpose: to accrue some benefit --> typically an accretion of value being sold - or buying security b/c dividend provided from time to time - so investor is looking for accretion of value or an income stream

Securities Pricing: Look at stock exchange and it fluctuates based on supply and demand (how many shares are being bought and sold) at a particular time 
Market Intermediary: Securities Broker

Typical Transactions: resale of privately held securities or a trade on stock market
1933 and 1934 Act

Securities Act of 1933  
Takeaway: All about §5 (the registration requirement) and the antifraud requirements
Issuer must file registration statement w/ SEC
Registration statement contains info on issuer’s business, properties, material legal proceedings, directors and officers, ownership and financials.

Registration statement also provides info on the offering itself: including # of shares offered and the price, the underwriters involved in the offering and the use of the proceeds from the offering

Issuer must provide certain info in a prospectus to potential buyers

Note: Prospectus and Reg statement are separate documents but practically speaking they say the same thing. One is filed w/ SEC and one is sent to potential investors. 

Issuer must follow a public offering timeline and set procedure (gun jumping rules)

Heightened antifraud liability for material misstatements / omissions (creates real liability)

Public and private remedies ( fed gov and investors can sue
Exchange Act of 1934

Takeaway: All about 10b-5 and focuses on public companies and their reporting requirements
Periodic reporting and disclosure requirements for “public” companies

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

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

Insider trading rules

Types of Securities
Common Stockholders: 

Cash flow rights ( Residual and discretionary dividend

Owners of common stock receive a share of corp profits only after all other claims are satisfied (after claims of debt and preferred SH)

Corps can distribute profits to SHS either by issuing dividends or by repurchasing stock from the SH

Voting Rights ( common SH have voting control over corp

SHs elect BOD ( if unhappy w/ corp’s dividend policy, they can elect new directors

Liquidation ( Lowest priority

Debtholder get paid first ( receiving up to the principal amount and unpaid interest 

Preferred Stock SH come second and common stock SHs come third
Preferred Stock:

A more senior class of equity securities (sometimes called Class A common stock)

Rights of preferred stock are negotiated b/w specific investors and corporations

Fiduciaries duties: no fiduciary duty protection from BOD ( they must look to their preferred stock contract to protect their rights

Voting Rights: contingent

Cash Flow Rights: Fixed and discretionary dividend ( preferred stock contracts will specify that the fixed dividend owed to preferred stockholders must be paid before common SH receive dividends

If a startup corp needs lot of capital quickly ( will look to venture capitalist

Venture capital firms: solicit funds from other investors (which the venture capitalist typically pool into a particular fund) and re-invest those funds into mid- and late-stage (i.e., almost ready to go public) startup companies. After an investment is made, venture capital firms also provide management advice and business contacts for the startup companies w/ potential suppliers, customers, employees, etc.

VC firms have seats on BOD to ensure some control over corp’s direction
Liquidation Rights: Medium

Convertible preferred: preferred stock issued to VC firms carries the right to convert into common stock at a predetermined price. Convertability allows the VC to share in the upside of the startup if the does an IPO.

"Preferred stock contracts typically specify that preferred stockholders receive any cumulated, unpaid dividends in addition to a contracted-for share of any remaining assets before common stockholders receive any payment in liquidation.

Bonds: 

A loan by investors to the corporations

Principal amount: the initial investment an investor makes in a bond

Corps owe bondholders fixed and certain periodic interest payments until the maturity date of the bond

Cash Flow Rights: fixed term and the principal invested is repaid at a specified maturity date

Voting Rights: None
Liquidation:  Bondholder must all receive their PA as well as any interest payments owed before equity holders receives anything from liquidation

2) What Is a Security?
Securities Definition 
§2(a)(1) ( if “security”, then must register under §5 before OFFER OR SALE of security
“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.”

Exam tip: the definition of a security is important b/c if something is a security then it would have to be registered - and also subject to antifraud laws

Does it make sense that the customer is going to be essentially hamstrung w/ this liability b/c they are the issuer where they have to find the exemption

It doesn't make sense for sec law to apply - which is nice to consumers b/c other laws protecting consumers - and if sec reg laws applied then certain types of financing (like installment plans to purchase goods) prob wouldn't exist for customers and that would hurt the economy
Stock

Economic Reality Test

The label of stock is dispositive only if it has the typical characteristics of stock (Forman)
give rights to dividends that are contingent on profits, 

are negotiable

can be pledged or hypothecated, 

confer voting rights in proportion to number owned

can appreciate in value

AND under the circumstances, it was reasonable for the investor to rely on the word “stock” in assuming that the transaction was covered by sec. law

Notes

Notes v. Stocks and Notes v. Investment Contract? 

Notes v. Stock: Should financial instruments with the traditional characteristics of debt - a fixed maturity date, a fixed and certain interest payment, repayment of principal at the end of the maturity date - be presumptively treated as securities? After all, stock and notes are specifically delineated in the definition of a security in both the Securities Act and the Exchange Act. The statutory language gives no hint that notes should be treated differently than stock.

To treat notes and other instruments in this manner, however, would be an economic disaster. Consider the problems that would arise if courts did treat as securities any note, bond, or debenture that bore out the standard characteristics of debt. Suppose an individual decides to purchase a home using a bank loan to help finance the purchase. 
The resulting mortgage represents a debt agreement between the individual and the bank. If the home loan were a security, the bank would be the investor and the individual would be the issuer of the debt. Banks hardly need the protection of the federal securities laws from individual homeowners. Many species of consumer loans also fall into this category.
Note v. Investment K: we can't focus on debt / treat debt as we would any other instrument is b/c inherently they are not something that is purchased w/ that ultimate goal of investing

Family Resemblance Test
Family resemblance test has a rebuttable presumption that every note is a security unless it falls into a category of instruments that’s not a security
if debt is over 9 months in term, it is presumptively a security, unless it fits into a family of things that are not securities: working capital debt, home mortgages, small business loans, commercial paper, etc. Notes that are in the family of nonsecurities: 

Notes related to consumer financing, securing home mortgages, and certain short-term business loans relating to the working capital or current operations of a business.
If debt is over 9 months and doesn’t fit into family resemblance – still do reeves factors 

If debt less than 9 months – still do Reeves factor 
Four factor analysis of whether the note should qualify as a security (NOTE: BASED ON TOTALITY OF CIRCUMSTANCES OF FACTORS BELOW)
Motivation of seller and buyer (subjective test): if the issuer of the note uses the proceeds for general business purposes, it’s more likely a security. If the issuer gives the note to buy consumer goods or for some “commercial” purpose, it is more likely not a security
Seller: Particularly whether the seller (the borrower) desires capital to fund consumption or a commercial purpose (in which case the instrument is not a security) or the purpose is to fund substantial investment for general business purposes (and thus is a security)

Buyer: Whether the buyer’s motivation was to make a profit (security)

Plan of distribution to determine whether there will be common trading for speculation or investment
If the notes are widely offered and traded, it is more likely a security. If the note is given in a face-to-face negotiation to a limited group of sophisticated investors, it is more likely not a security
Reasonable expectations of investing public

Motivation of seller and buyer (objective test)
If investors generally view the type of notes to be investments, it is more likely a security
Presence of alternative regulatory regime (if yes, weighs strongly in favor of it not being a security)
If the note is not collateralized and not subject to nonsecurities regulation, it is more likely a security. If the note is secured or otherwise regulated (such as by banking authorities), it is more likely not a security
Reeves v. EY: Addressed the issue of how broadly to define the scope of notes and other debt instruments for purposes of the definition of a security. Farmers co-op issued promissory notes - that were payable on demand by holder and it was given to members and non members of co-op - purpose was to raise $ for bus operations. Rates were variable - uncollateralized notes and uninsured. Co-op ended up filing for bankruptcy and holders of PN contested that they were securities. They sued EY b/c EY audited the co-op and there was no point in suing insurer who goes bankrupt.  Argument - EY assisted in defrauding the investors - b/c they inflated the value of the demand notes. Issue: were these notes a security ( Answer was yes
Motivation of seller and buyer: seller sold notes to fund general business operations and purchasers sought to make a profit in the form of interest
Plan of distribution: notes offered to over 23,000 members and non-members of the Co-Op and more than 1,600 people held the notes prior to Co-Op’s bankruptcy. Despite the lack of a trading market, the fact that the notes were offered and sold to a substantial # of people was sufficient to demonstrate a common trading in the notes
Reasonable expectations of investing public: the notes were advertised as “investments” bolstering the impression in the mind of the public that the notes were securities ( aka objectively, public could think these were securities
Presence of alternative regulatory regime: one factor that heavily weighs in favor of the note not being a security 
banking instruments - they are heavily regulated industry and that is probably enough to conclude that this particular instrument is not a security

Difference b/w Reeves test and Howey Test
Howey

Investment of money - someone of value is provided

Common enterprise - you have these indiv working together toward objective

Expect of profits - why are they doing it (the motivation/intent) - 

Efforts of others

Reeves is a multi-factor analysis and you have to look at the mix of factors 

 But howey is conjunctive - each element of analysis must be satisfied
Reeves - starts off w/ motivations (not looking at investment of $) but what was motivating factor for loaning of money

It's sometimes just to facilitate sale and sometimes its more

Prof: what's important - Howey asks whether issuer was selling security simply to make a profit and looking at one party

Reeves - the analysis looks at both parties (a clear subjective and objective analysis)
Focuses on plan of distribution - some form of common trading - that doesn't mean there actually needs to be trading - mere possibility is sufficient
Prof says this is kinda similar to common enterprise but not identitical

Investment Contracts and Howey Test

Howey Test Definition
1) investment of money, 2) in a common enterprise, 3) with an expectation of profits, 4) from the efforts of others

SEC v. Howey: Two Howey companies - One sold physical land. One maintained orange land. Howey sold strips of land to out of state tourists and gave them the option to purchase a 10-year service K. 85% of buyers signed the service K and Howey had full discretion over land (owners couldn’t enter land w/o permission). The buyers would then share in the profits from the sale of oranges (pro rata share based on the % of total acres owned, not how much was harvested from that buyer’s acreage). SEC sued b/c Howey didn’t register the security 

Holding: This was an investment contract and thus subject to SEC rules b/c it’s a security

Investment of money: buyers invested $
Common Enterprise: buyers pooled oranges together
Expectation of profits: buyer bought the land to make a profit off the oranges

Efforts of others: the buyers didn’t cultivate the land, they relied on the service Ks where Howey did the work.

HYPO: if Howey just sold land and not a service K ( just selling land is not a security

No, the profits would not be the result of the efforts of another and it wouldn’t be a common enterprise because there wouldn’t be collective ownership where profits are just divided equally. In 1933, Congress was concerned about Wall Street but not about regulating contracts for the sale of real property.

HYPO: If the service agreement was offered by a separate company, the service agreement alone would not be considered a security because there would be no investment of money, there would just be payment for a service.
Does it matter that the service contracts were optional? No ( an Offer is enough to be covered by Sec Act of 33
Investment of Money
Doesn’t have to be cash ( real inquiry is if an investor “chose to give up a specific consideration in return for a separable financial interest with the characteristics of a security.”  (Daniel) (rejecting the argument that P had invested in the pension plan by permitting part of his compensation to take the form of a deferred pension benefit)
There must be a choice ( if mandatory investment than this prong probably fails
In Daniel, court also focused on the relatively insignificant portion of Daniel’s entire compensation package represented by the plan.
Looking at the economic realities, it seemed clear than Daniels was an EE selling his labor primarily to obtain a livelihood, not to make an investment

Common Enterprise

Horizontal commonality: (1) multiple investors pools fund or assets; (2) everyone shares the risks/profits equally
Ex: Howey case (, all the oranges were put into the same bucket and all investors got a share of profits from selling all their oranges together

Ex: If the promoter is successful, all investors get a 10% return. Or if it does poorly, all investors lose 15%
If the promoter makes separate deals where the investors do not get the same returns, there is NO horizontal commonality

Most limited test: requires all money is pooled, rise/fall together, and the same promoter

Exam tip: Horizontal Commonality will always satisfy the common enterprise prong, but it depends on jdx for which type of vertical equity satisfies the prong

SEC v. SG Ltd., the court found horizontal commonality was required for the Howey Test because it followed the legislature’s intent.  In such case, the investors placed their money in these virtual companies (pooling of money) while they all shared in the profits and losses, including the risk that no new participants would bring in more funds.  The website stated that the users’ funds were pooled into a single account from which users were paid when they sold virtual stock
Finding a security when offshore corp created online investment game that allowed players to buy “virtual investments” and earn virtual investment returns, which depended on the promoters and players luring new players into the game
Vertical Commonality: focuses on the relationship b/w individual investors and b/w investors and the promoter

Exam tip: Vertical commonality appears when the investor’s profit or loss is subject to the efforts of the promoter

Looks at the person who brought everyone in, if they are the same person then there is a common enterprise even if did not get the same deal or a pro rata share of a pool

Prevents promoters from evading securities laws by paying out different profit shares; catches the sketchy promoters

Broad vertical commonality: (Many Circuits) Where the outcome for the investors is dependent on the promoter's expertise/efforts (i.e., fixed fee). Whether the promoter profits from the scheme is irrelevant for this analysis.

Promoter needs not share risk with investors, can just be a central linchpin who brought everyone together who they all relied on (all relying on the same promoter)

Different investors may receive different returns. (Investment hinges on expertise of promoter, but not everyone relies equally)

Example: a promoter establishes a scheme in selling fractional interests in charitable contributions. That promoter does not cut in the earnings, and only takes an administrative fee for the promoter's services. That fee will not change because of the success of loss of the scheme.

Least restrictive test because essentially just requires investors share one promoter

Differs from “efforts of another” because it ALSO requires that investors share this dependence on the effort of a specific “other” (in this case the promoter) with other investors

Narrow (strict) vertical commonality (9th Circuit): Investors’ fortunes must be linked to promoter’s fortunes (direct correlation b/w parties’ financial success) Thus, the promoter must either have profit or loss depending on the scheme's outcome to the investors.
If the promoter profits when the investors do, there is narrow vertical commonality

Promoter is investing in each deal and his profits are tied to the investors’ success ( Promoter also has risk
Same as broad vertical commonality except that the promoter takes on some risk of the investment going up or down with each individual investor. 

Example: a promoter establishes a scheme in selling fractional interests in charitable contributions. As part of the terms, the promoter takes a bigger fee if certain milestones are reached (such as 5% of the total profit if a fixed targeted return is achieved and then an additional 2% of the total profit if 2x the fixed targeted return is achieved. 

Expectation of Profits

The “expectation of profits” element requires that investors “be attracted solely” by the prospects of a return on investment

United Housing Foundation, Inc. v. Forman:, UHF sold apartment units to low-income tenants. Tenants had to purchase stock in the co-op and then the stock would be repurchased by UHF upon the tenant vacating Co-op City, at the same price that had been paid by said tenant. The shares were explicitly tied to each apartment, and they couldn’t be transferred to a nontenant nor pledged. When UHF tried to raise rents in the co-op the tenants sued UHF, alleging that they were misled in purchasing shares of the co-op in violation of Sec Act 1933.

Substance over Form: This was stock in name only. This “stock” lacked the basis feature of a stock: the right to receive dividends upon an apportionment of profit. Also lacked other important characteristics traditionally associated w/ stock: "they are not negotiable; they cannot be pledged or hypothecated; they confer no voting rights in proportion to the number of shares owned; and they cannot appreciate in value"

No expectation of profits: tenants were not attracted by the prospects of a return. Rather, they were motivated by a desire to live in the building ( Not a security
Efforts of Others

Spectrum of investor effort ( not black and white of whether the investor was passive or completely involved

Focus on how much investor depends on managerial or entrepreneurial skills of another (does the investor meaningfully participate in management such that it has more than minimal control over the company’s performance)
The efforts of the managers must be predominant; the investors must be mostly passive
Rule: efforts of another inquiry focuses on the investors’ expectations at the time of their investment rather than how the partnership actually operates

Spectrum from Left (Passive/relies on others) to Right (the investor is not relying on efforts of others)
Investor does nothing (Passive)( Investor picks 1 Orange (Nominal Involvement is still Passive) ( Investor relies on managers w/o controlling them (Gray Area) ( Investor relies on managers by controlling them (Gray Area) ( Investor is 100% involved (Completely involved)
General Partnerships: There is a presumption that general partnership interests are not securities, unless P can establish that he had: 

No legal control: where the partners have little power in their hands; 

No capacity to control: the partners are inexperienced or unknowledgeable in business affairs; or 

No practical control: the partner cannot replace the manager of the enterprise or otherwise exercise meaningful partnership power
SEC v. Merchant Capital: Wyer and Beasley formed Merchant to buy, collect, and resell consumer debt. Wyer and Beasley raised money by selling interest to members of the general public to become partners; they sold interests in 28 limited liability partnerships (LLPs) to 485 people for $26 million (average > $50,000 per investor). “Partners” expected to participate in the operation of the partnership by checking box on ballot/ The LLPs hired Merchant (owned by Wyer and Beasley) to be Managing General Partner (MGP). The money from all of the LLPs pooled together. Merchant invested into pools of bad credit card debt. The LLP money was not earmarked to a specific designated pool but instead was used to purchase fractional interests in pools with other unrelated investors. Court help the LLP interests were securities b/c met solely through efforts of another prong
Exam tip: by focusing on the investment when sold, courts avoid the problem of an investment relationship that begins as a nonsecurity and evolves into a security or vice versa
Investing in a GP vs LLP: LLP makes it more likely that you are relying on the efforts on another (limited liability protects the partners (less exposure), so more passive). 

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.  

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

Ability to Replace Merchant:  The court found that Merchant had permanent control over each partnership’s assets
Crypto and Security

Cryptocurrency and Bitcoin

Bitcoin is likely not a security b/c of the decentralized nature of the distributed network. Put another way, "there is no centralized promoter on whose entrepreneurial and managerial efforts investors in Bitcoin rely upon."

Under Howey, a security appears to exist when coin/token buyers have a common interest in the value of the cryptocurrency rising b/c of the efforts of a promoter (even w/ some participation by the coin/token holder) to develop a network backed by digital or other assets.
In matter of DAO:

Reasonable Expectation of profits: they would vote to fund certain contracts and they reasonable expected to profit from those contracts

Efforts of others: " The DAO’s investors relied on the managerial and entrepreneurial efforts of Slock.it and its co-founders, and The DAO’s Curators, to manage The DAO and put forth project proposals that could generate profits for The DAO’s investors."

"Slock.it and its co-founders chose the Curators, whose function it was to: (1) vet Contractors; (2) determine whether and when to submit proposals for votes; (3) determine the order and frequency of proposals that were submitted for a vote; and (4) determine whether to halve the default quorum necessary for a successful vote on certain proposals. "

Report of Investigation on The DAO: DAO sold DAO tokens (a virtual currency) in exchange for Ether (another virtual currency). DAO is a virtual organization without central control, it is controlled by democratic action but is created by an organizer, Slock.it. DAO token holders shared in the assets of projects funded by DAO tokens. To fund a project, a “Contractor” needed to submit a proposal and the DAO would pay them if a majority of DAO token holder voting voted for it. But the proposal would only be voted on if a “Curator” adds it to the “whitelist”. Curators also determine the order and frequency of proposals, and can reduce the voting quorum requirement. The structure created a strong bias to vote yes. Investors in the DAO used Ether to make their investments. Investors in the DAO were investing in a common enterprise and reasonably expected to earn profits. Slock.it and its founder led investors to believe they could rely on their managerial efforts to make the DAO a success and investors had little choice but to rely on their expertise. DAO token holders had voting rights that were quite limited in practice, as they could only vote on proposals approved by Curators and it was difficult to effect change or exercise meaningful control. The Curators chosen by the promoters were running the DAO, which means the DAO token holders were relying on the efforts of others. 
Concluded that security existed in decentralized autonomous organization that allowed investors in smart contracts to determine how raised funds would be invested and to share profits
3) Intro to Public Offerings

Different Types of Offerings

Firm Commitment/ AKA a bought deal
Underwriters guarantee the sale of the offering. Underwriter / group of underwriters called a syndicate will purchase the entire offering at a discount from the issuer before turning around and reselling the securities to investors. 
Classic dealer relationship – UW buys and sells as principal

Why form a syndicate: UW form syndicates to spread the risk of the offering. Forming a syndicate also allows for access to a broader array of investors b/c different UW may have ongoing relationships w/ varying groups of institutional investors

Benefit to Issuer: the underwriter’s purchase ensures that the issuer will receive a certain amount of proceeds from the offering. 

Investors may worry that a corp that receives less than the minimum amount of required capital will instead use the $ on less promising projects. A firm commitment offering alleviates such fears among investors, consequently increasing their willingness to purchase in the offering 
Benefit to Underwriter: The underwriter purchases the securities from the issuer at a discount (for both helping to sell the offering and taking on the risk that the offering might not sell) to the price at which they subsequently will be offered to the public. 

Gross Spread: the discount the underwriter gets for a firm commitment (typically 7% of public offering price of IPO)

Ex: Corp wants to sell 10 million shares @ $20. UW might purchase shares at $18.60 per share (the $1.40 discount is the gross spread)

Best Efforts: 

Underwriters act as agents for the issuer ( Instead of purchasing the securities outright from the issuer and incurring the risk of insufficient investor interest, the underwriters will act as agents for the issuer and find buyers using their “best efforts.”

Typically used for start-up or financially troubled enterprises where b/c the investors have less confidence in the securities’ valuation / the company’s offering and the company’s ultimate success.
In best-effort UW earns commission fees for selling the shares in an IPO. In Firm commitment, the UW earns a profit by selling the shares at a higher price in an IPO.
Note: a successful underwriting will result in oversubscription: meaning more people want to buy shares then there are shares ( even 91% subscription is deemed a failure of UW and they can develop a poor reputation.

All or nothing: To combat some of the uncertainty, investors will ask for all or nothing, meaning that, unless the requisite number of shares (as stated in the registration statemen) are sold and the proceeds are received by a specified date, all funds must be returned to the prospective investors.

Direct Public Offering (not the same as an IPO)
Issuer sells directly to public. Issuer uses a portal, and no UW is used. 
If issuer is selling to public at large w/o UW there is risk they wont get the full subscription and everyone will deem it to be more risky

Usually a rights offering: an offering by a company to its existing public shareholders
Advantage of DPO: it’s an opportunity to create the very frenzie the SEC is trying to avoid, up until the time of the sale ( it can create excitement and can bring up the price past what the UW could if it was a traditional IPO.

It allows the issuer to cherry pick the top end of the market, choosing the investors who value the issuer most highly.

Other advantages: all proceeds go to issuer b/c a DPO cuts out intermediaries, and in a DPO there aren’t really institutional investors b/c you’re selling to the public so now the public doesn’t feel like it’s a closed game and now everyone can participate

Disadvantage: UW is cut out of the process so now they are not incentivized to help, but you need them for their advice on how to go through the process ( so maybe you will still have to give them a percentage
Dutch Auction Offering: the mechanism in a DPO for issuers to try to have their shares be fully subscribed
In a Dutch Auction, the offering price is set not by the UW and issuer but directly by the market

The issuer specifies the # of shares to be sold. Investors then submit bids specifying a desired amount of securities and the maximum price they are willing to pay for those securities.

Issuer then chooses the highest price that will enable it to sell its desired amount of securities. 
Ex: if Corp wants to sell 225k shares and gets the following bids: 100k @$50, 125k @$45, 110k @$35, 190k shares @33. By setting the bid at $45 the corp ensures they will get 225k bids (b/c people were willing to buy 100k at $50 and 125k at $45)
Issuer and UW do not fix an offering price ( There is no final price, the goal is to sell
the issuer typically sets a price range and potential investors submit their bids, reflecting the price at which they are willing to purchase the securities

The issuer will then select the big w/ the highest price (given the range of bids) that will result in the offering being completely sold out
Difference b/w Dutch Auction and DPO

Dutch auctions sell shares progressively starting w/ the highest bid and descending until all stocks are sold, whereas an DPO uses the same bidding methodology but sells all of the stocks at the lowest bid price, such that all bidders pay the same amount
Special Purpose Acquisition Company

Special Purpose Acquisition Companies (SPACs) – used to not be used, but now is being more modernly used (more than half the companies that went public this year were SPACs)

w/ companies slashing dividends and interest rates and super low levels, investors are flocking to SPACs

What is a SPAC:  AKA blank check company. SPACs are shell companies w/ no actual commercial operations but are created solely for raising capital through an IPO to acquire a private company.
A SPAC goes public w/o any info and anyone buying their shares has no idea what the corp will actually invest in.
The SPAC will use the money it got from the IPO (the proceeds) to acquire an operating entity) ( this is a reverse merger: It’s a merger by a public corp that has no more assets (could be it’s own underlying purpose was defeated, probably insolvent, probably de-listed) and now the sole purpose is to absorb a corp that wants to be public
Called a reverse merger b/c on paper the public corp acquires the private corp but in reality that public corp does nothing and the private corp is the one that will control the public corp
The holders of these shares will offer their public corp to be merged into an operating entity for a certain percentage of the final shares

Why would a private corp go public when all it’s doing is going public – it’s not selling shares and getting its own revenue it can use as working capital?

Answer: to attract investors who don’t trust it b/c it’s not public. A lot of investors want the rigours of the public system in order to invest. Also, a lot more investors can invest in public corp (no restrictions like who can invest in private corp)

Timeline: If SPAC doesn’t acquire a company w/in 2 years, all proceeds are returned to investors ( so significant pressure on SPAC to find an operating entity
Typically value of SPAC starts dropping after a few days – b/c investors relying on investment strategy of promoters of SPAC and that doesn’t always work well. 
Key Summary points

Why is it rare for issuers to offer all their shares in a public offering?
Some stock is already issued to SHs. Also, Then there will be additional costs b/c you have all these other shares where you will have to disclose it's history and who owns it - no advantage - b/c the money is coming from issuance of freshly minted shares
What forms of businesses can go public?
Corporations and LLCs ( actually quite broad

What is the primary problem facing investors in deciding to invest?

The issue investors must ultimately determine the value of the enterprise itself b/c at the end of the day they are worried about whether or not they bought at the right price

How must information in the prospectus be presented?
Should be in plain language, but that’s hard b/c you want to be precises and want to use defined terms / terms of art but that can be difficult for the average reader

Prior to the effective date, the issuer and lead UW will determine based on prevailing market conditions, the offering price and number of shares to be sold. The issuer and lead UW will then execute a formal UW agreement that will specify the UW’s discount, the price and shares to be sold, and the firm commitment arrangement b/w the issuer and the UW

Post-effective period begins when the SEC declares the registration statement effective

Once selling begins, the lead UW may stabilize the market to ensure that the market price does not drop precipitously after the offering commences. The lead UW may also act as a market maker for the stock, agreeing to buy and sell the securities to provide liquidity for secondary market trading. After the expiration of a specified quiet period-typically 25 days for an IPO issuers – the lead UW will also provide analyst research and earnings estimates for the issuer
Gun Jumping Rules

4) Registration Statement v. Prospectus Overview

Prospectus v. Reg Statement

Prospectus 

Prospectus: sent to potential investors and contains the disclosures found in Part I of the registration statement and Section 12(a)(2) Liability (reasonable care defense for sellers) 

Exam tip: Most communications can fit w/in def of a prospectus!
Policy: we are trying to control information and if info was relayed that was intended to be a prospectus it needs to be treated 

Contents of prospectus: (1) risk factors: including legal, business, operational, and country risk factors; (2) a summary of financial results and management’s discussion and analysis (MD&A) which discusses trends or differences across years in various metrics; (3) an overview of the industry, including the structure of competition and regulation; (4) a description of the issuer’s business, including production, distribution, the property itself, management, strategy, and litigation; and (5) financial statements. 

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

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

Registration Statement

Reg Statement is filed w/ SEC and 3 categories of info in Reg Statement

Transaction-related info (offering amount, use of proceeds, underwriters, etc)

Company info

Exhibits and undertakings

Public float: = (price of a company’s voting and non-voting common equity)  * (the # of voting and non-voting common equity shares held by non-affiliates). AKA shares being distributed to individuals/corps other than affiliates of the issuer.
Affiliates: those in a control relationship w/ the corp

2 forms of RS: that differ in what they require and in the eligibility requirements

Form S-1: available to all issuers, is the most comprehensive of the disclosure statements, contains all 3 of the categories of info in reg statements
Prospectus under Form S-1 contains both corp info and transaction-related info

Form S-3: available to issuers that have been a reporting corp subject to 1933 Act for 1 year, current in SEC filings, and, if they are offering new equity securities, that have a public float > $75M 
Issuers that are not shell corps w/ < $75M public float qualify for Form S-3 if they have been reporting for 12 months, their common stock is listed on a national stock exchange, and they issue more than 1/3 of their public float in a 12-motnh period. Securities Act Rel. No. 8878 (2007)
i) 4 Categories of Issuers created by the 2005 Public Offering Reforms:

Non-reporting issuers: no publicly traded securities ( not required to filed reports pursuant to § 13 or §15(d) of Exchange act

Reg Statement forms: Must use Form S-1 and can’t use S-3 b/c SEC trying to protect investor while at same time trying to control reg cost

Unseasoned issuers: reporting companies (subject to §13 and §15D) not eligible for Form S-3 but required to filed reports pursuant to § 13 or §15(d) of Exchange act

Reg Statement forms: Must use Form S-1 (same reason as above) 
Seasoned issuers: reporting companies (subject to §13 and §15D) eligible for Form S-3 

Greater reliance on seasoned issuer – there is some trust and thus can use Form S-3

Well-known seasoned issuers WKSI: (Rule 405): Requirements for WKSI status are

Issuer is eligible to register a primary offering of its securities on Form S-3

Issuer, as of a date w/in 60 days of the determination date (date of issuer’s most recent shelf registration statement) has either

A minimum $700M of common equity worldwide Market value held by non-affiliates

In terms of equity - they have $700M in hands of non-affiliates = aka a public float of $700M in equity securities (this can't be as of 3 days ago - the public float must be in existence as of 60 days). If We are talking about debt - it's $1B in nonconvertible securities that were registered in offerings for cash - over the last 3 years (unless they meet $75M float requirement for form S-3 where they fall into seasoned issuer
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Exam tip: Always see if corp is ineligible to be a WKSI: 
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5) Gun Jumping Rules and Section 5 Overview
Overview

Gun Jumping Overview 
The mandated disclosure requirements/restrictions during the public offering process
What needs to be included in the disclosure documents, how do we put it together, when do we file w/ the SEC, when can we deliver what info etc

The gun-jumping rules restrict communication that is deemed an “offer” if it is not part of the registration statement or prospectus.

Policy goals for Gun jumping rules: regulators try to ensure issuers don't jump gun and release info prematurely -info that might be correct - but it would change investors opinion about whether to investor or not - it's about avoiding hype in marketplace before making sure the info is properly disclosed
Policy: Why does the firm have to provide disclosure documents?

Seeking to ensure that investors are not disadvantaged (through info asymmetry) when it comes to trying to determine whether or not to purchase the security

We want to reduce the imbalance of info that might be available to some people only and perhaps even eliminate the asymmetry

Investors need information to value securities; and those who are selling have more information than outsiders.  

To even out the playing field, securities law requires the issuer to disclose certain information in the registration statement and prospectus b/c issuers and their insiders have an informational advantage over outside investors. The risk for outside investors is that issuers may use this advantage to sell overvalued shares.

These documents give rise to different levels of liability  

Section 5 Registration Requirements Overview
Section 5(a): Unless a RS 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 (aka to close a trade)

Section 5(b): It shall be unlawful for any person to transmit any prospectus relating to any security with respect to which a registration statement has been filed (only applies after filing of registration statement) under this title, unless such prospectus meets the requirements of §10.
once the reg statement is filed, you cannot use a prospectus unless it contains specified info AKA certain disclosures)
§2(a)(10) of the 1933 Act: The term “prospectus” means any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television, which offers any security for sale or confirms the sale of a security . . .

Note: the term is very broadly defined and encompasses basically any written document (and probably anything on the internet would qualify)

Idea is the SEC wants to restrict what issuers give out to potential shareholders

Section 5(c): Prohibits all offers prior to filing of RS. Only applies until statement is filed. 
§2(a)(3) of the 1933 Act: The term “offer to sell”, “offer for sale”, or “offer” shall include every attempt or offer to dispose of, or solicitation or of an offer to buy, a security... 

[These terms] shall not include preliminary negotiations or agreements between an issuer (or any person...controlling or controlled... by an issuer) and underwriter or among underwriters who are or are to be in privity of contract with an issuer...
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6) Pre-Filing Period/Quiet Period
Step 1: Are we in Registration

When is the Pre-filing Period?
The pre-filing period restrictions begin when the security is “in registration”, which the SEC Release No. 5009 (1969) defines as at least the time an issuer reaches an understanding with the broker-dealer, who is to act as the managing underwriter. The pre-filing period ends when the documents you file become public (aka are filed w/ the SEC). 

The key phrase here is "at least." An issuer may go into registration at an earlier point in time than when an initial understanding is reached with the managing or lead UW
An issuer that starts active selling efforts for the offering even before locating a lead underwriter, for example, would be considered in registration.
Indicators of “in registration” signing the letter of intent to the UW indicating the lead underwriter's role in the offering and providing for the reimbursement of the underwriter's expenses during the process
The letter of intent will typically specify the underwriter's discount (7 percent in the case of an IPO, lower for a seasoned offering). The letter will also indicate the underwriter's agreement to handle a firm commitment offering and the issuer's agreement to cooperate in the underwriter's due diligence, which will begin in the pre-filing period. 
Practical Steps for how to start process
Step 1: is look for lead UW and then the UW will assemble their syndicate and then make basic determinations about whether best efforts or firm commitment. 

Step 2: issuer needs to restructure in a format which makes it compliant w/ structure rules for public corps ( creating a single corp entity w/ 1 class of common stock
if you are in house counsel for issuer - make sure the corp already looks like public corp b/c everything must be in place by time closing occurs for public offering. 
Can includes changes in corp governance, BOD, and creating additional committees

Step 3: the UW’s counsel will work w/ the issuer’s counsel in drafting a RS
From issuer counsel perspective - role is to protect interests of issuer and make sure they get to the endpoint 
Role of UW counsel - is to double check everything so nothing goes wrong. That counsel serves the underwriting syndicate / more specifically the lead underwriter
Step 2: Is this communication an offer or to someone outside the selling group?
No communication during pre-filing period outside of selling group

NO communication outside the selling group (AKA communication outside the issuer, UW and other service providers for the eventual public offering)
Discussions with underwriters are allowed: Preliminary negotiations are excluded from the definition. Companies can still have preliminary negotiations because they are making an offer to the underwriter, and need to be able to have a discussion about the security. 

UW is excluded from §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. These terms shall not include preliminary negotiations or agreements between an issuer (or any person controlling or controlled by an issuer) and underwriter or among underwriters who are or are to be in privity of contract with an issuer
What Counts as an Offer
Companies are NOT allowed to make offers to sell or buy w/o a reg statement filed

Offers are forbidden until you have filed the preliminary reg statement

Policy: trying to avoid a frenzy ( don’t want everyone to panic / the markets to be conditioned to this sale
What counts as an offer when made online

All non-real time communication on the Internet (Rule 405) is an offer

Real time communication on the Internet (Rule 405) is not an offer

Hyperlink (Rule 433) is an offer

Hyperlink containing historical issuer info in a separate § of issuer’s web site (Rule 433) is not an offer
Broad Definition: Formal offer, but also providing core commercial terms: price, what's for sale, etc

Any communication where trier of fact - would say the communication is “conditioning the market/conditioning the public mind or arouse public interest in that particular securities) 
Objective analysis rather than subjective intent of speaker

Exception: see Rule 163A – not condition the market if > 30 days from registration
In the Matter of Carl M. Loeb, Rhoades & Co: Corp called Arvida wanted to provide financing and assistance w/ real estate - Arvida wanted to go public and raise capital through traditional IPO. Before filing reg state they provided a press release using the letterhead of their UW and indicated the offering, how much would be provided in offering, their asset size - essentially the assets the corp would hold and that they were talking to a banking group already - they provided a lot of information that suggested strongly that it was an offer. The press release provided all info one would expect for a public offering - the core commercial terms. Press release was given to newspapers - and corp got robust response from investors from all over the state - aka they disclosed to the public and the public heard - and there was a strong response

Holding - yes was an offering b/c the def of offer is so broad. 

Policy: purpose for broad def was to ensure there were no abuses - the kind like in this case - good example of why restrictions exist. Case also demonstrates that one goal of securities laws is to slow the selling process to give investors time to digest information ( aka trying to avoid a frenzy

Key Takeaway: public sales campaign prior to filing of reg statement by means of publicity which condition the public mind or arouse public interest in particular securities is an offer ( anything enticing the public is an offer
SEC Release 3844 (1957): Conditioning the market (considered an offer) factors
Motivation of the communication ( objective and not subjective intent
Type of information: soft, forward-looking information looks more like an offer (talking about how great the company is)

Breadth of the distribution: broader means more likely an offer (aka more people spoken to)

Form of the communication: written makes it easier to reproduce so more likely to be broadly distributed and more likely an offer
written info that can be easily reproduced and spread) vs. disclose narrowly to SHs/analysts on the phone
Whether the underwriter is mentioned by name (naming the UW means more likely to be an offer
HYPO: A presentation by the CEO to analysts (including projections of demand, operations, and future profits) that was scheduled well before the decision to make a public offering.  

It’s fine to have this soft info in a presentation but SEC cautions about printing document – higher risk b/c there is greater sensitivity w/ the underlying purpose of releasing that info 

Exam tip: intent is very important (objective and not subjective)

Example #7: CEO runs an ad saying the company is “optimistic about fracking” and “revolutionize the industry”. This might be conditioning the market because they are future-oriented.

SEC Release 5180 (1971) ( Public Companies and regularly released information
5180: Issuers “in registration” can’t initiate publicity, but they can continue to advertise products and services, to make periodic and other disclosures as required by Exchange Act, to issue factual press announcements, and to respond to regular inquiries – all while avoiding future-looking statements and valuation opinions.

Rationale: it would be unreasonable to expect corp to stop all marketing/communication w/ customer base and shareholders - it would be confusing to them to just stop. 

We are looking at basic facts and circumstances test - what I feel test

Judge will say I suspect there is some conditioning of market

This is most important release w/ respect to disclosure
If investors eventually will receive a final statutory prospectus, why does it matter that they earlier obtain information that conditions the market - b/c at end they make decision to invest based on final prospectus so why does CTM matter? Is there any real risk in having disclosure of having CTM

If you believe investor is a rational actor - that they have final disclosure doc then what occurred beforehand should be irrelevant 

Or if you believe investors are not rational actors - if you believe people are motivated by hype and that by the time they get the prospectus they made up their mind or it'll take a lot more for prospectus to change their mind/reconsider than if they didn't have that early info - then that person would believe there was damage/harm by CTM

Policy: Crucial aspect in an investment decision is determining how the corp will perform in the future. Thus, forward-looking information is particularly salient for investors. On the other hand, b/c it’s difficult to verify the accuracy of forward-looking projections, investors may be led astray more easily by this type of info

Step 4: Pre-Filing Period Safe Harbors

Safe Harbor Overview

Outside of the statutory exemptions from §5 requirements during the pre-filing period (like §2(a)(3) and §4(1) and §4(4), the SEC provides a number of exemptions by rule, allowing communication that otherwise might be considered an offer
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Regulation FD (fair disclosure) requires that public corps disclose info to everyone
Prior to Reg FD, a public corp could call people on wall street and give them insider information – this was legal because it was for the benefit of the company

BUT the SEC said this wasn’t fair, b/c people in Wall Street shouldn’t have access to insider info so they created Reg FD, which says if you disclose info you have to disclose to everyone at the same time
163A – 30-day exemption:

Type of Issuer: All
Corp cannot be (and during the last 3 years was not) a blank check corp, a shell corp, an issuer offering penny stocks, a registered investment corp, or a bus development corp
This is b/c these categories of offerings and issuers pose the greatest risk of abuse
Safe Harbor for §5: §5(c)

Rule 163A: allows communications that do not reference the offering and are made by or on behalf of the issuer (other than an underwriter or dealer participating in the offering), up to 30 days prior to filing of RS. 
The issuer takes reasonably steps to prevent further distribution or publication w/in the 30-day period (hard to do, minimum is just not to spread the information intentionally)
Rule 163A and Reg FD: Reg FD still applies to communications using the 163A safe harbor (as communications made in reliance on the rule are not considered to be in connection with a registered securities offering for purposes of the exclusion from Regulation FD).
Policy: Purpose of this was to simplify the entire process and reduce reg burden on corp so corp's not as concerned about inadvertent disclosures. Just do not infer a public offering and then communication is fine

Exam tip: Not considered “conditioning the market” if their disclosures are > 30 days before they file the registration statement; SEC is basically saying they don’t care if you condition the company if it is so far in advance of when you file for registration. 
Examples: 

Communications to analysts and investors about historical financials 50 days prior to filing probably  allowed under 163A

Soliciting offers to buy the securities  not allowed under 163A; cannot discuss the offer

If the issuer does not tell analysts to stop distributing information in the 30-day cool down period  not allowed under 163A

50 days prior to filing, underwriter provides information to analysts and investors about historical financials  not protected under 163A; 163A is only available to the ISSUER; it does not protect underwriters

Issuer provides information just to analysts  this is allowed under 163A if outside of the 30-day period, but not if it is within the 30-day period
Rule 163

Type of Issuer: WKSI (163(a)(1))
Thus, communications by an UW or prospective UW or dealer are not covered
Safe Harbor for §5: §5(c)

Information Allowed: Rule 163 e exempts both oral and written communications, including offers, by or on behalf of WKSIs from § 5(c) during the Pre-Filing Period. Certain offerings, such as mergers and other business combinations, are excluded. WKSIs using Rule 163 must treat such communications as “free writing prospectuses.” 
163(b)(1): Written communications must include a legend informing the investors about the formal statutory prospectus and how to get it"
Note that for WKSIs, the content of the legend changes once a registration statement is filed and rule 163 ceases to apply. [See SA Rule 164]
163(b)(2): The issuer must file any free writing prospectuses with the SEC promptly upon filing of the registration statement.
Policy: Why file free writing prospectus - you don't have a WKSI that's just dealing w/ other institutional investors, it's the public at large and SEC wants to protect those most vulnerable and that's the individual investor. So the SEC wants a record of what has occurred b/c b/w a WKSI and indiv investor the WKSI has the power - so if a complaint is made then SEC can use that filing to make a determination
163(c): In addition, underwriters and dealers participating in the offering are prohibited from using Rule 163.
Written communications are deemed a free writing prospectus and prospectuses under §2(a)(10) relating to a public offering

By deeming a rule 163 written communication a prospectus relating to a public offering, the SEC provides not only for Rule 10b-5 but also for §12(a)(2)
Thus, these communications, while exempt from the gun-jumping provisions, are still considered offers and subject to liability 
Reg FD: Reg FD prohibition on selective disclosure applies to Rule 163 

Rule 163 permits WKSIs to conduct a road show before filing a reg statement, but the road show presentation will still be subject to the liability standards that apply to oral and written offers

163B

Type of Issuer: All
Safe Harbor for §5: §5(b)(1) and §5(c)

Information Allowed: Solicitations directed towards QIBs (Qualified institutional buyers) and IAI (institutions that are accredited investors) are allowed w/o violating §5. 
Before and after filing, any written/oral communication (including offers to them) are allowed to determine whether investors might have an interested in a contemplated securities offering.
Rule 163B permit companies to gauge interest and test the waters
Exam tip: Regulation FD is for already public corps and most companies likely to avail themselves of 163B during an IPO are private corps
Policy: they are classes of investors that require no protection and you can’t condition the market vis-à-vis their interest

Would be impossible for Emerging growth company - younger company that are entering the capital markets- issuers w/ total annual gross revenues of less than $1 Billion- they are typically newer corp (not well established) to go through this IPO process unless the newer issuers were permitted to engage in testing waters and making determination if there is a market for their shares

Advantage: No legend requirement 

168

Type of Issuer: Reporting Issuer

An offering participant who is an UW or dealer, even if acting on behalf of the issuer, cannot rely on this rule (Rule 168(b)(3)

Safe Harbor for §5: §5(c) and §2(a)(10)

Information Allowed: Rule 168 allows most reporting issuers (and those working on their behalf, except for underwriters and participating dealers) to continue the regular release of “factual and forward-looking information” (may not reference offering) 
(a) exemption for purposes of §2(a)(10) (prospectus) and 5(c 

Escaping the prospectus definition also leads to: (i). exemption of §5(b)(1) in waiting and post-effective period; (ii) exemption of §12(a)(2).
Note that communication that will qualify under Rule 168 will almost certainly be treated as written (including graphic communication as defined by rule 405).
Purpose of 168 - make sure none of the other prohibition block that release of that regular information- reporting corps should continue to treat SHs and public as they did before they decided to do a secondary offering

168(b)(1) defines factual business info to include
Factual info about the issuer, its business or financial developments, or other aspects of its business

Advertisements of, or other info about, the issuer’s products or services

Dividend notices

Includes info contained in Exchange Act reporting filing such as Form 10-K

Rule 168(b)(2) defines forward looking information

Projections of issuer’s revenues, income (loss), earnings (loss) per share, capital expenditures, dividends, capital structure, or other financial items. 

Statements about the issuer management’s plan and objective for future operations, including plans or objective relating to the products or services of the issuer

Statements about the issuer’s future economic performance, including statements of the type contemplated by the management’s discussion and analysis of financial condition and results of operation

Also includes info contained in Exchange Act Reporting filing

Rule 168(d)(2) Issuer must have previously released the 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 (aka keep doing what you’re doing, can’t go after a new audience or give new types of information.

Info not allowed: can’t disclose info about the public offering, nor can such disclosure be a part of the offering activities
Examples:

Exchange Act reporting issuer sends 10-K (annual report) with MD&A information about future uncertainties and trends.  This is allowed under 168 and required by the SEC.

Issuer sends out advertisement to trade journals touting products and past track record for safety and reliability.  This is allowed under 168 if the issuer has done this in the past.

Issuer expands advertisement to several financial magazines.  This is not allowed under 168 because it is additional audience

Issuer provides press release as part of its regular course of communications with investors to the market containing projections on future profitability  this is allowed under 168 because it is the regular course of business.

If an underwriter sends out the press release on behalf of the issuer, this is not covered by 168 because it is the underwriter, not the issuer. Safe harbors are only for the issuers, NOT the underwriters. 

Instead of an ad, the issuer sends information in the press release to only select institutional investors. This is a change in the usual course and thus not covered by 168.

Reg FD: Still applies to communications that fulfill the Rule 168 safe harbor
169
Type of Issuer: All (including those that fail to qualify for rule 168)
Safe Harbor for §5: §5(c) and §2(a)(10)

Information Allowed: Rule 169 of the Securities Act allows non-reporting issuers (i.e., most IPO issuers) to continue to disclose “factual business information.” (MAY NOT REFERENCE THE OFFERING). Must be intended only for noninvestors. Unlike Rule 168, however, Rule 169 does not exempt forward-looking information. Underwriters and dealers participating in the offering cannot rely on Rule 169. 
" "Rule 169 tracks Rule 168’s requirements that the issuer have previously released or disseminated information of the same type in the ordinary course of business and in the same “timing, manner, and form.” 
Noninvestors: Rule 169 also requires that the information must have been disseminated previously to “customers and suppliers, other than in their capacities as investors or potential investors in the issuer’s securities.” Rule 169(d)(3). Finally, information relating to the offering is also ineligible"
Like 168, Rule 169 provides an exemption from §5(c) prohibitions on offers in the Pre-Filing Period and an exclusion from §2(a)(10)’s definition of prospectus for purposes of §5(b)(1) in the Waiting and Post-Effective Period

Examples:

Non-Exchange Act reporting issuer sends press release discussing future uncertainties and trends (MD&A-like materials). This is not permissible under 169 because it is future-looking.

Issuer sends out advertisement to trade journals touting products and the issuer’s past track record for safety and reliability. This is permissible under 169 if it is consistent with past action.

Issuer expands advertisement to several financial magazines. This is not permissible under 169 because they are reaching out to investors and this is a change in behavior.

Issuer provides press release as part of its regular course of communications with investors to the market containing historical information on the issuer’s business. This is technically a violation because it is directed at investors, but the concern is going after NEW investors and here it was practice to talk to their own investors, so this is probably permissible under 169.

An underwriter sends out information in the press release to customers on behalf of the issuer. This is not permissible under 169, which does not protect underwriters.

Instead of an ad, the issuer sends the information in the press release to only select institutional investors. This is not permissible under 169 because it is soliciting investors.

CEO says “Company’s strong future ensures that we’ll be around a long time to help customers like you!” This sounds like a future projection, so Rule 169 will not work
Regulation FD potentially applies, but doesn’t apply to non-Exchange Act reporting issuers, who are the only ones that will use 169 (reporting issuers will use 168)
Tombstone Ad – Rule 135

Rule 135 allows issuers, selling security holders, and those acting on behalf of either to publish a notice on the proposed public offering and exempts the communication from the def of an offer for the purposes of § 5.

135(a)(2): Permissible items in notice including issuer’s name, security’s title, amount & basic terms, amount of offering made by selling holders, brief statement of manner & purpose of offering; cannot name underwriters
No images - nothing to create hype - just a bare bones listing of offering that's coming. 

Policy: Why was this allowed - b/c this is how IPOs were conducted back in 30/40's and since it was already established and part of the industry we have this exception where we allows some disclosure w/ respect to a public offering. 


Requires a mandatory legend indicating the statement is not an offer (Rule 135(a)(1))

7) Waiting Period 

Overview

Overview

Begins w/ filing of RS w/ the SEC and lasts until the SEC’s Division of Corporation Finance declares the registration statement effective
§5(a) still applies (no sales) but §5(c) does not apply. Offers may begin!
What happens during the Waiting Period:

Issuer and underwriters attempt to gauge market interest in the offering

Typically, the lead underwriter will form the underwriter syndicate during the waiting period. The investment banks that join the syndicate will sign a syndicate agreement authorizing the lead underwriter to negotiate with the issuer and to perform due diligence. The issuer and the lead underwriter will also embark on a road show during the waiting period, traveling from city to city meeting w/ institutional investors to promote the offering. The road show allows the issuer and lead UW to drum up interest in the offering and gauge investors’ reactions. For IPO issuers, if demand is weak, the issuer may choose to pull the offering and look for alternative sources of capital. 

Gauging Market Sentiment: §5(c) makes it difficult to gauge market sentiment during pre-filing period, but §5(c) no longer applies in Waiting Period. Instead, §5(b)(1) applies which requires a prospectus to meet the requirements of §10
§5(b)(1): continues to prohibit any person from using an instrumentality of interstate commerce in transmitting a “prospectus” unless the prospectus meets the requirements of § 10. 
Thus, written offers in the form of a preliminary prospectus under §10(b) are explicitly permitted

For purposes of §5, the definition of a prospectus is from §2(a)(10). Thus a written communication can be a prospectus under §2(a)(10) and still be prohibited by §5(b)(1) if the prospectus doesn’t meet the requirements of §10
Policy: How much should we open up communication? Usually when UW start testing the waters – lots of communication with institutional investors. In the name of protecting people, we keep things quiet in the pre-filing period. In waiting period, we open up communications (largely because oral communications are allowed). But asymmetry that institutional ones get more information than retail (in the name of protecting them). Dilemma led to Rule 433. 

Rule 433 makes free writing prospectus a §10(b) prospectus 

Prohibited in Waiting Period

Sales

§5(a) still applies

Prospectus Restriction: 
§ 5(b)(1) – Prohibited to send out any written/broadcast prospectus that does not meet the requirements of § 10(a) (the final prospectus filed w/ RS) or 10(b).  To DETERMINE whether § 5(b)(1) has been violated:

Look to see if what was mailed meets the definition of “Prospectus” under § 2(a)(10):  Any written, prospectus, circular, note, broadcast or other written or broadcast information or CD’s, websites, recorded info which is not live which offers a security for sale or confirms the sale of a security. Rule 405

any written, printed, radio/tv broadcast or graphic communication

does not include real-time communications to live audience – think live Q&A sessions

Use the definition of “offer” above to see if the prospectus has made an offer i.e. conditions market.  If so, § 5(b)(1) has been violated.

Selective Disclosures

Selective Disclosures – Prohibited under Reg. FD
What is allowed to be communicated during the waiting period?
Oral Offers (road shows) are not prospectuses
Oral Offers: You’re allowed to say whatever you want. Basically all of the rules include “written or graphical communications” so oral offers are the “glorious exception”
Rule 433(d)(8):  Written communications used only in connection with a real time road-show are not graphic communications. Otherwise 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.

Note to Rule 433 paragraph (d)(8):  A communication provided simultaneously with a road show and provided in “a manner designed to make the communication available only as part of the road show” is deemed to be part of the road show.

Rule 433(d)(8): Must file road show that qualifies as written communication with the SEC, unless a “bona fide” version is available without restriction

Rule 433(h)(5): To be “bona fide” one or more of the issuer’s officers must make the presentation

Written offers that are not prospectuses. 

Although §2(a)(10) is broad to include almost every written offer (and remember that Rule 135 communications are not offers), §2(a)(10) provides for 2 exceptions

Written communications used after RS is effective by SEC, if accompanied or preceded by a final, §10(a) prospectus.

Written communications that only ID the security, state the price, state by whom orders will be executed, and contain any other info the SEC permits (aka rule 134)

§10(b) Prospectuses
Preliminary prospectus: Rule 430: the preliminary prospectus must contain substantially the same information as the final statutory prospectus with the exception of price-related information. The final prospectus requires most of the information required for the registration statement.

A preliminary prospectus under Rule 430 meets the requirements of § 10 only prior to the effective date and therefore may not be used in the Post-Effective Period. 
Summary Prospectus: Rule 431 Exchange Act reporting issuers may also use a Rule 431 summary prospectus during the Waiting Period, but few do
Free writing prospectus: in 2005, SEC adopted rules 163, 164, and 433, which together create a new kind of §10(b) prospectus, called a free writing prospectus. Most issuers can use a FWP during the waiting period, and WKSIs can use one at any time (even before filing)

Takeaway: Rule 433 makes a FWP meeting requirements of 433 a §10(b) prospectus for the purposes of satisfying §5(b)(1)

Important definitions to explain the Free writing prospectus

Rule 405 defines “FWP” as any prospectus (aka any written offer) that is neither a preliminary prospectus nor a final, §10(a) prospectus, does not pertain to certain kinds of asset-backed securities, and is not exempted by the definition of prospectus under §2(a)(10)
Rule 405: A written communication is any communication that is written, printed, a radio or television broadcast, or a graphical communication as defined in this section. 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

Exam tip: emails, websites, and any other form of non-real-time electronic communication are included in the definition of graphic communications. Hence, any offers made through such media are regulated as written offers (and are thus a prospectus). However, all the possible exemptions apply (Rule 163, 163A, 168 and 169 during pre-filing period, and Rule 164 and 433 during waiting period. 
Timing of use of FWP: whether and when a FWP can be used depends on type of issuer

WKSI: can freely make offers, written or oral during waiting period. Rules 164 and 433
Seasoned issuers: Non-WKSI seasoned issuers can use a FWP only after the RS is filed
Unseasoned and nonreporting issuers: can use a FWP only after the RS is filed PLUS the FWP must be accompanied/preceded by the preliminary prospectus that’s in the RS

Contents of FWP: 

Required Content: All FWP contain a legend referring to the fact that a RS has been or may be filed, and advising how the reader can obtain a copy of the prelim prospective (163(b)(1), 433(c)(2)
The remaining info contained in FWP cannot conflict w/ the info from the RS. 433(c)
Filing requirement: Rule 433 says the FWP should be filed w/ the SEC on or before the date of first use

record retention: everyone for 3 years
Information deemed an acceptable prospectus for purposes of §5(b) (FWP)
Rule 433: Under Rule 164, a FWP that satisfies Rule 433 will satisfy §5(b)(1)’s requirement. 

The mechanism that 433 uses is opposite of 134. While 134 takes the communication out of the definition of a prospectus, 433 puts the communication into the category of a 10(b) prospectus
Mechanism is important because §12(a)(2) antifraud liability only applies for communications “by means of a prospectus” and thus applies to 433 prospectuses
Rule 433: Ways in which one can use a free writing prospectus depends on status of issuer.  

For non-reporting or unseasoned issuer, must be accompanied or preceded by prospectus satisfying §10.  

For seasoned issuer or WKSI,  a statutory prospectus has to be on file with the SEC.   

A WKSI can even use a free writing before waiting period (Rule 163).

Limitation: Rule 433 requires that the information released not 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

	Rule 164/433 Requirement
	Non-reporting & Unseasoned
	Seasoned & WKSI

	Eligibility
	Only after filing of reg statement
	Only after filing of reg statement (WKSI may use 163 in Pre-Filing Period)

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

	Info (Rule164(c)/433(c))
	-No info conflicting with reg statement + periodic reports

-Legend
	-No info conflicting with reg statement + periodic reports

-Legend

	Filing (Form FWP) (Rule 164(b)/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)/433(g))
	-Three years (if not filed)
	-Three years (if not filed)


Tombstone Ads and Notice of Offering: Rule 134 

Although the Rule 135 tombstone safe harbor continues to be available in the Waiting Period, the SEC provides broader safe harbors for communications after the registration statement has been filed. Rule 134 provides far more leeway for issuers seeking to disclose information on the offering and on their own business to the investing public
Rule 134: allows issuers to issue notices announcing their public offerings. If Rule 134 applies, written communications are excluded from the definition of a prospectus under §2(a)(10). (This notice is also excluded from the definition of a free writing prospectus in rule 405). Thus, if a written communications fits within Rule 134, it does not run afoul of the prospectus prohibition in §5(b)(1)
Tombstone Ad: a newspaper/other type of advertisement place by the investment bankers in a public offering of a security that provides basic details about the issue
Applies to all types of issuers (seasoned users, WKSIs, non-reporting and unseasoned issuers) 
Exam tip: underwriters can also use Rule 134

Conditions for Rule 134 written communication
Communication cannot occur before the filing of registration statement w/ the SEC
Rule 134 wouldn’t help in pre-filing period: Rule 134 provides an exemption only from the definition of a prospectus (not offer). Meanwhile, §5(c) blocks all offers in the pre-filing period, written or oral
Permissible disclosure: written communications containing info outside these categories are not permitted.
Permitted info includes: legal ID and business location of the issuer, the title and price of the securities and the amount being offered, the general type of business of the issuer, the intended use of the proceeds, the type of underwriting, the names of the UW, the schedule of the offering (including a description of marketing events, such as road shows), and the procedures the UW will use to conduct the offerings
Mandatory disclosure: communication must include a specified legend as well as contact info for those interested in obtaining a written §10 prospectus

Exception: no mandatory disclosure is required if the info contained in the Rule 134 notice is limited to only contact info for those seeking to obtain a §10 prospectus, the type of security, the price, and by whom orders will be executed.

Exception: mandatory disclosure is not required if the written communication is accompanies or preceded by a §10 prospectus. 

Examples: 
Ewing is a non-reporting company. They post an ad for investors who want a high return, intent to sell $200m in common stock, 5-year projection of future profits. This is not a tombstone ad because it has projections and tells investors they will get a high return. But if filed with the SEC could be a FWP if the prospectus was attached
Ewing is a non-reporting company. They post an ad that mentions Barnes-Wentworth (underwriter), briefly describes Ewing Oil’s business, summarizes audited income statements from the last 3 years, and says no sales before effective date. This is not a tombstone ad because summarizing audited income is too complicated and the rule does not allow financial information

8) Post-Effective Period

Overview
What is the post-effective period?

This period begins when reg state becomes effective - upon final receipt of RS from SEC and now §5(a) no longer applies and issuer/offering participants can begin closing sales
This period is characterized by the very rapid sale of public offering shares

This is a rushed period of time - b/c irrespective of time allotted for prospectus before it comes stale - the reality is that investment bankers want to move!!
Objective of regulation: required that all purchasers receive complete disclosure 
We are just concerned w/ delivery of prospectus, contents of prospectus, and other writings/what they amount to

Thus, we need to be cognizant of prospectus, FWP and other material definition b/c the definitions are not the same to what we would attribute w/ respect to those definitions in the prior periods - AKA the definitions for prospectus and FWP here are slightly different
The prospectus now in this period is going to be a prospectus that fulfill req of §10

Traditional FWP exceptions applies after effective date once the formal / section 10 prospectus is filed w/ SEC (which now means filing w/ EDGAR the electronic portal)
Permitted and Prohibited items in Post-effective period

§5(b)(1) and (2) continue to apply. 5(b)(1) continues to block all prospectuses that do not satisfy §10. Section 5b(2) also prohibits the transmission of securities for sale unless preceded or accompanied by a §10(a) prospectus. 
Exam tip: In post-effective period, the Act permits written offers in any form, as long as they are either accompanied or preceded by a copy of the final, statutory prospectus

This privilege to distribute written offers are that accompanied or preceded by the final, §10(a) prospectus is called the Free Writing privilege

Note: this FW privilege in the post-effective period is different from the one in the waiting period

Sales not accompanied/preceded with a 10A (i.e. with Price) prospectus. 5(a)(2) & 5(b)(2)

Exception: See Rule 430A

Written/Broadcast information not accompanied/preceded by 10A (i.e. with Price) prospectus. 2(a)(10)(a) and 5(b)(1)

Delivery of shares not accompanied/preceded by a 10A

Forms of the Final Prospectus

Issue can no longer use Rule 430 preliminary prospectuses ( now primary focus in Post-Effective period is §10(a) final prospectus

Final prospectus: adds price-related info (offering price, underwriters discount, etc) to the info already contained in the preliminary prospectus AND incorporates any SEC comments
But there are timing concerns because issuers don’t want to set price info too early. 

Rule 430A fixes this timing problem ( final prospectus may omit price-related info (this allows issuers to set price at the last possible moment)

Eventually have to file prospectus with price info under Rule 424(b)(1) or as an amendment to the reg statement

available only for all-cash offerings ( so an exchange for stock is a non-cash consideration and thus can’t use Rule 430A

Issuers have to eventually file the price related information. If they do so within 15 business days after the effective date of the registration statements, then no post-effective amendment is necessary (just file a prospectus with information under Rule 424(b)(1)). All companies do this.

If don’t provide the price-related info pursuant to Rule 424(b)(1), the info must be filed as a post-effective amendment to the registration statement
Post Effective FW compared w/ free writing prospectus
Definitional differences: Post-effective free writing is excluded from the definition of prospectus (see §2(a)(10)(a)), while a FWP is expressly defined as a prospectus R.164 +433)
Exam tip: Post-Effective Free Writing: it must be accompanied by a final §10(a) prospectus. If it doesn’t the would-be free writing itself become a prospectus, which does not meet the requirements of Section 10 and is thus illegal under §5(b)(1)
Meanwhile, the FWP is permitted as long as the requirements of rule 164 and 433 are met. Including: (i) the FWP contains an appropriate legend), and (ii) the FWP be filed w/ the S.E.C. Furthermore, for nonreporting and unseasoned issuers must accompany or precede a FWP w/ either a §10(b) prospectus (during the waiting period) or a §10(a) prospectus (during the post-effective period). Thus, for these varieties of issuer, the requirements for using a FWP are very similar to those for using post-effective FW
Takeaway: if any offering wants to take advantage of the opportunity to use a FW, they must make sure that the FW is accompanied or preceded by a §10(a) final prospectus. Otherwise, a FWP can be used, but it will need to comply w/ Rules 164 or 433.
Prospectus delivery

Confirmation of sale - part of offering process- demonstrates sale took place

Know that sale Is usually conducted through warrant - each warrant represents 1 share. when someone subscribes for a # of warrants for a sale of shares, they can pull out until final prospectus is delivered. So a little bit of sale process in advance before sale is concluded - b/c sale is concluded w/ confirmation of sale. 

Problem: investors who purchase or sell securities always receive only a written sales confirmation, and the confirmation itself is prospectus, which does not satisfy §10 and therefore is prohibited by §5(b)(1). 
Solution: exception to definition of prospectus. Under §2(a)(10)(a), a confirmation is not a prospectus if it is preceded or accompanied by a final §10(a) prospectus and thus the written sales confirmation is not prohibited under §5(b)(1)
Limits on Prospectus delivery requirements
§5(b)(1) applies at all times after the filing of the registration statement and so w/o an exemption, the prospectus delivery period would be open ended. Problem: then how could an ordinary secondary market investor selling securities to other investors (sometimes years after the public offering) satisfy the prospectus delivery requirement? Answer: §4 Exemptions
§4(a)(1): §5 does not apply to transactions by someone other than issuer, UW or dealer - aka not part of initial placement. This section does not exempt broker dealer. §4(a)(1) of 33 Act: An ordinary purchaser (AKA transactions not involving any issuer, underwriter, or dealer) has NO obligation to deliver a prospectus and are exempt from §5

Exemption from §5 eliminates the prohibition of §5(b)(1), and thus written sales confirmations may be sent (as well as other written documentation and offers) w/o delivering the prospectus.

Policy: Congress enacted §4(a)(1) to exempt indivs selling in ordinary secondary market transactions from gun-jumping rules
Exam tip: ask if this person may be considered an underwriter

§4(a)(3) Freshness of Prospectus: The prospectus is fresh for 90 days in an IPO after the effectiveness of the registration statement until it becomes stale and when that happens it must be updated and the effectiveness of the reg statement terminates
Thus, the ability for sellers to distribute prospectus (and thus sell the security) is limited in time

Exception: the base rule is that prospectus documents in a secondary public offering are fresh for 40 days after the effectiveness of the reg statement.
Rule 172 ( Access Equals Delivery
Rule 172 treats the filing of the final prospectus w/ the SEC as the most significant disclosure event, rather than the delivery of a final prospectus to each other
172(a): a confirmation of sale may be sent w/o a final prospectus, as long as Rule 172(c) requirements are met. (aka if final prospectus is posted on EDGAR)
Rationale: This is b/c a confirmation of a sale is by definition a prospectus, but we want it to be exempt b/c obviously it contains no information except confirmation of sale itself. So it’s a necessity in the sales process
172(c): This requires final prospectus be delivered to SEC - aka posted on EDGAR the electronic system. Rule 172(c) excuses the delivery of a final, §10(a) prospectus FOR A CONFIRMATION OF SALE if:
A RS is in effect w/ respect to the securities, and is not the subject of a proceeding or examination by the SEC

None of the offering participants are the subject of an SEC examination

The issuer has file a final prospectus w/ the SEC 
Exception: 172(c)(4): 172c4 - indicates dealers not liable if issuer fails to file

Rationale: b/c it would discourage dealers from helping issuers 

It's really dealer that is selling the shares - so dealer purchased shared from issuer and is selling it out. The issuer only cares about the sale outward - they will have use of proceeds available to them. They can be in position where they can move on- but dealer can't and they are stuck w/ all those shares unless they can close the transaction by essentially delivering confirmation of sale

Also: less motivation on issuer to file prospectus once the sale is made to dealer and issuer has their money
Note: this is not a FWP – it’s an exempt writing that’s exempt by rule 172 once the condition is fulfilled
Effect on FW: Post-effective FW under §2(a)(10)(a), which is conditioned upon the FW being accompanied or preceded by a final §10(a) prospectus, is not available unless the prospectus is delivered to the recipient of the FW. In other words, rule 172 does not permit FW w/o delivery of a final prospectus. However, if Rule 172 is used instead of delivering , a FWP under Rule 164 and 433 can still be used
Exempt Offerings

9) Primary Offerings Exempted (From Issuer)

§4(a)(2)

Introduction
§4(a)(2) exempts transactions by an issuer not involving any public offering from registration, gun-jumping, and prospectus requirements of §5

Burden of proof: In Ralston, court held that BOP is on the party seeking a §5 exemption
Corp’s often want to avoid IPO b/c of the disadvantages

Disadvantage to IPO: downside of IPO - valuation, attorneys, filing out form, the time (especially when you need cash quickly and IPO can be lengthy), need to restructure the company and have certain committees b/c must comply listing requirements. Another cost - the C suite generally has to change - CEO, COO etc
Once a company goes public - mindset of company changes - it's beholdent to annual and quarterly filings ( public corps are more short term focus

A public corp doesn't have that leeway/flexibility - b/c the C suite will be punished - BOD will fire them and if they don't then SH will hire new BOD 

Advantage to Private Placement: Advantage of private placement - avoid public scrutiny - your company isn't doing public disclosures - so some advantage to stay private -and that's not feasible w/ SPAC b/c all that info now becomes public. Additionally, it can sustain losses of a few years if they know there will be gain in end
Exam tip: securities offered privately are not exempt from application of the anti-fraud provisions of securities laws
SEC General Counsel’s Opinion (1935) states that the FACTORS in determining if a “public offering” include: 

Number of offerees ( the more offerees the more likely it is to be “public”
Relationship of the offerees to each other and to the issuer (tied to ability to fend for themselves) ( includes following 2 sub-factors (see Doran)
Role of investment sophistication (investing experience, wealth, etc) 
Sophistication: if even one investor cannot fend for themselves ( a public offering
Are these investors knowledgeable enough to ask the right questions, demand and get the info they need to make an intelligent investment decision?
Requirement of available information
Relationship w/ issuer: show that offerees had a close relationship to the issuer and its management b/c this provides the needed access to relevant info (See Doran)
Receipt of material info: can demonstrate access to info by having issuer show it actually distributed to its offerees the same type of material info as would be contained in a formal RS and provided access to any additional info requested (no matter how sophisticated the offerees are). 
To prove access, D must show that offeree could “realistically have been expected to take advantage of his access” bc of “privileged position relative to the issuer”
Information: must have disclosure or access to the same kind of information the RS would make available. If you did not request/have access ( NOT a private offering

Note: No actual delivery of info is needed, just power to access. 
Number of units offered

Size of the offering (but Court specifically rejects numerical test as determinative)
$$$ amount of offering (the smaller the more likely non-public)
Manner of the offering 
How was the offering advertised?

Exam tip: key it to look at the offerees, not the ultimate purchaser

Note: The exemption depends on the offerees and not the purchasers. All offerees must meet this test, or the entire offering falls out of the exemption.
The Doran court held that in determining the application of §4(2) courts must weigh not only the 1935 factors as "guideposts but also the legislative purpose to protect investors.
Policy: Some people can fend for themselves: Private offering and transactions exempt if no practical need for application because investors can fend for themselves

Policy: Other reasons for exemption stem from the fact that it’s expensive to comply w/ the 33 and 34 act and not all start up companies can afford to do so
Connecting 1935 General Counsel Factors + Ralston Purina + Doran
How does the Doran Court tie Ralston Purina together with the 1935 SEC General Counsel Opinion Factors?

The court states that the first factor, “the number of offerees and their relationship to each other and to the issuer,” is closely related to the Ralston Purina notion of “fend for themselves.” This analysis reinforces the link between the ability of investors to fend for themselves and their access to information.

What test does the Doran court use to determine whether an offering qualifies for §4(2)?

The court mentions several factors. First are the factors from the 1935 opinion (number of offerees and relationship to each other and the issuer, number of units, size of offering, manner of offering). Second is the notion of fend for themselves from Ralston Purina. Within the concept of fend for themselves is (a) sophistication and (b) information
Case Examples
SEC v. Ralston Purina Co.: Ralston Purina Co. (defendant) offered its stock to its “key” employees for sale. EEs had to take the initiative to inquire about the offering in order to purchase. “Key” employees included any employee eligible for a promotion, including many low-income workers that may not otherwise have the opportunity to engage in securities transactions. The Securities and Exchange Commission (plaintiff) brought an action against Ralston, alleging that the sale of stock by Ralston required it to register said stock. Ralston argued that the sale was exempted as a private offering since the stock was only offered to employees. The issue here is whether Ralston Purina’s offering to “key employees” are within the § 4(2) non-public offering exemption. Court held that not all “key” employees had “access;” therefore, not private offering. Exemption would be available if made to corporate officers if “have access to the same kind of information that the act would make available.”

Policy: Here, the court highlighted the fact that the Sec Act is intended to protect investors by promoting full disclosure of the info necessary to make informed investment decisions ( thus the act’s applicability depends upon the relative sophistication of the particular investor, not any arbitrary classification of that investor made by the seller
Exam tip: Good example of using policy / understanding why we have Sec Act to analyze something 

Private stock sales are exempted from registration requirements b/c they don’t require as much company-provided investor info as sales to the general public

Here, while the stock sales were private sales made to key employees, many of these key employees were low income worker who didn’t have access to the kind of information that registration would disclose.

While an offering to an executive level employee might not require registration, the employees in this case were much closer to the uninformed general public, thus the court concluded that the corp needed to comply w/ the Sec Act and register the stock sales it made to its employees

Main focus is on whether or not an investor can fend for themselves: Under the Ralston Purina formulation, an offering even to a small # of investors may constitute a public offering if the investors can’t fend for themselves.

Doran v. Petroleum Management Corp: Petroleum Management Corp. (PMC) (defendant) formed a limited partnership for the purpose of operating drilling wells. PMC offered an interest in the drilling program to eight investors. There were only a small number of shares offered for relatively low value and the offering was made to the eight investors personally, without any public advertising. PMC did not file a registration statement in connection with this offering of securities and Doran (plaintiff) was the only one out of the eight who ended up investing in PMC. A little more than a year after Doran invested in PMC, the Wyoming Oil and Gas Conservation Commission ordered the drilling wells sealed for about a year due to deliberate overproduction by PMC. As a result of the shutdown, a note on which Doran was liable went into default and Doran lost a state court case requiring him to pay significant costs. Doran then brought suit against PMC seeking damages for breach of contract, as well as rescission of his contract with PMC based on a failure to register the offering in violation of the Securities Acts of 1933 and 1934. The district court found that the PMC offering was exempt from registration because the offering was private in that Doran was a “sophisticated investor” and did not need federal securities protection. Doran appealed.
Holding: that a private placement exemption (per the Securities Act §4(a)(2)) is only available if certain factors weigh in favor of the exemption.  Theses certain factors include the number of offerees, relationship of the offerees to each other and to the issuer, number of units offered, size of the offering, and manner of the offering.  See id.  The Doran Court makes it apparent that not one factor is dispositive.  See id.  Instead, a court must look at the factors in conjunction to determine whether this is a private placement transaction pursuant to §4(a)(2).  

Number of offerees (not # of purchasers): important to ascertain the magnitude of the offering and in order to determine the characteristics and knowledge of the persons thus identified

Here, 8 investors were offered LP shares ( consistent w/ being private
Relationship of the offerees to each other + issuer (tied to ability to fend for themselves)

Role of investment sophistication ( Doran was a sophisticated investor based on the record. "although the evidence of the offerees’ expertise “is certainly favorable to the Ds, the level of sophistication will not carry the point. In this context, the relationship between the promoters and the purchasers and the ‘access to the kind of information which registration would disclose’ become highly relevant factors"
Requirement of available information

Policy: Among the 1935 factors, the court noted that the 'the number of offerees and their relationship to the issuer" most closely matched the purpose of protecting investors, but the need of the offerees for the protection of the securities laws was also relevant, as emphasized in Ralston Purina. In assessing the need for investor protection Doran did not limit its review to purchasers’ bur included all offerees. Thus, Doran's considerable experience investing in oil limited partnerships was not dispositive
10) Regulation D

Overview

Overview

To provide guidance on the convoluted case law surrounding the “private offering” exemption provided in the Securities Act §4(a)(2), the SEC promulgated Regulation D (“Reg D”) to set up a series of safe harbors that an issuer could rely on to avoid an enforcement action by the SEC.  
Note: Antifraud and liability still apply 
Policy: Reg D’s purpose is to:

Simply and clarify existing exemptions; expand the availability of existing exemptions; achieve uniformity b/w fed and state exemption
Two main pathways to creating a private offering: Rule 504 and 506

The defining feature is that Rule 504 is only good if you want to raise up to $10 million IN THE 12 MONTHS PRECEDING THE OFFERING, but Rule 506 allows you to raise as much money as you want – up to billions of dollars

Aggregate offering price

Could you do two $10 million Rule 504 offerings by spacing them over 8 months? 

NO ( Rule 504 has a 12-month window
Rule 504(b)(2): The aggregate offering price for an offering of securities under this rule 504 shall not exceed $10,000,000, less the aggregate offering price for all securities sold within the twelve months before the start of and during the offering of securities under this section in reliance on any exemption under section 3(b) of the Act or in violation of section 5(a) of the Act.

Number of Purchasers: Note that this rule focuses on # of purchasers and not # of offerees
Policy: "The SEC’s central concern with unregistered offerings is the broad-based sales of securities to the general public. Many public investors lack investment sophistication, which could lead them to purchase overpriced securities. In addition, public investors may feed off of each other’s excessive optimism, driving the price of overvalued securities still higher."
Rule 504: No limit on number of purchasers

Rule 506(b): unlimited # of accredited investors plus not more than 35 persons who are not accredited investor (Rule 506(b)(2)(i))
506(c): Only accredited investors may buy
How to calculate number of purchasers

Rule 501(e): The following (among others) are excluded from count:

Relative, spouse or relative of the spouse of purchaser (and same residence as purchaser) (501)(e)(1)(i)).

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

Rule 501(a): Accredited Investor: shall mean any person who comes within any of the following categories, or who the issuer reasonably believes comes w/in any of the following categories, at the time of the sale of the securities to that person
Various financial institutions

Directors, executive officers, general partners of the issuer

executive officer means president, vice-president in charge of a principal business unit (501(f)), any other officer with policy-making function (even if subdivision)

Corporations with assets exceeding $5 million (sort of - cannot be made for the purpose of buying these securities)

Natural persons that at the time of purchase either:

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

Have:

1. income of $200K individually / $300K jointly w/ spouse

2. reasonable expectation of reaching same income that year (subject to future Dodd Frank Act modification) 
Rule 506(b): Non-accredited Investor MUST BE FINANCIALLY SOPHISITICATED to evaluate the merits and risks of investment
Note: if the investor is not financially sophisticated, then they must have a Purchaser Representative who is financially sophisticated (aka an investment advisor)
Purchaser definition Meaning: is not an affiliate of issuer (including director, officer or employee, or 10% more holder of any class of issuer’s stock) EXCEPT (see exceptions, including relative to investor); (2) has knowledge and experience in financial and business matters that he is capable of evaluating merits and risks of prospective investment; (3) Is acknowledged by the purchaser in writing, during the course of the transaction, to be his purchaser representative; (4) discloses to purchaser any material relationship to issuer (in advance of representation)

Exam tip: the issuer must reasonably believe that the investor is an accredited investor or is a non-accredited investor that is financially sophisticated (aka has a purchaser rep) 

Thus since no sophistication requirement applies to accredited investors, they are the preferred targets for Rule 506 offerings

How to check if an investor is accredited or if they are a sophisticated investor
Ascertaining Accredited Investor Status: Accrediting investor: 506(b): you are seeking to have the investor self-certify (called checkbook verification)

506(b): Check-book verification: Accredited investors typically self-certify accredited status. Look and see if in a final definitive agreement like a share purchase and sale agreement, that there is a representation that the person is accredited

3. Maybe that the person exceeded $200k in revenue last year

506(c): Issuers must take reasonable steps to “verify” accredited status. Doc delivery – lengthy questionnaire which requires original documents to verify statements to satisfy ‘reasonable verification’ (this is due diligence)
4. Can sometimes get a service provider to do 506(c)
Sophisticated investor: no bright line test for sophisticated investor (very few services will confirm sophisticated investor status) ( but can give the sophisticated investor a questionnaire to complete to confirm their status

General Solicitation

Rule 502(c) bans general solicitation and advertising in 506(b) Offerings
Policy: otherwise, the philosophy behind limiting private placements is defeated

Exam tip: any breach of general advertising and solicitation will collapse the safe harbor where it exists. Thus, could even argue under Rule 508 that it’s an innocent mistake – it’s a rigid rule to be applied strictly
504 offerings in general: Reg D prohibits general solicitations in rule 504 transactions, but compliance w/ certain state law registration procedures makes general solicitations permissible if the issuer sells exclusively in a state that provides for the registration of the securities under state law and also requires the public filing and delivery to investors of a “substantive disclosure document” prior to sale. "

Prohibited General solicitation / advertising includes (but not limited to):

Any ad, article, notice or other communication published in any newspaper, magazine, or similar media or broadcast over TV or radio; and

Example: placing an ad in Wall Street Journal announcing an offering 

Any seminar or meeting whose attendees have been invited by any general solicitation or general advertising

What is Not a general solicitation/advertising ( when you have pre-existing relationships

Pre-existing relationship; when the issuer/selling group or broker or director has enough of a pre-existing relationship where they know that the person they are communicating w/ is financially sophisticated

Policy: b/c this category of people are not at risk ( they are not a group of people who need to be protected by securities regulation (think of Ralston Purina)

Exception: 506(c) permit general advertising/solicitation when all purchasers are accredited, however, the prohibition against general solicitation applies to offerings under Rule 506(b) that include nonaccredited investors
Policy: 506(c) are promulgated under section 4a2 (aka not a public offering). That means that although the issuer is engaging in some form of general advertising/solicitation - the risk that's associated w/ that is not significant b/c #1: the purchasers and offerees can only be accredited investors and #2: there is confirmation/extra step taken that they are accredited investors - so thus underlying risk of reaching out to public are mitigated

In the matter of Kenman Corp: Issuers sold limited partnership interest securities to investors to finance various apartment building compelxes and Dairy Queen restaurants. Although the securities were not registered, the issuers attempted to comply w/ the Rule 506 exemption. Kenman, the agent for the issuer, sent materials on the offerings to several different lists of potential investors (constituting thousands of individuals), including executive officers of Fortune 500 companies, physicians in Ca, managerial engineers, and presidents of certain listed companies as listed in the Morris County, NJ Industrial Directory. 
Holding: SEC held that b/c the issuer and offerees had no pre-existing relationship, this offer was a general solicitation

In Mineral Lands Research and Marketing, someone wrote a “no action” letter to the SEC and said that they want to raise $500K and their officer of the issuer was also an insurance broker, and was going to offer securities to its clientele (with whom he had a pre-existing business relationship – e.g., selling insurance products). Most of the clientele would not qualify as accredited investors. The court held that the SEC’s pre-existing relationship is an “important factor” in determining whether the offer is a general solicitation. 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.”

Mere prior social relationships are unlikely to count as preexisting relationships for purposes of Rule 502(c)

Rule 148: Demo Day

Exception where issuer is allowed to go out and speak to larger group and essentially ignore general solicitation requirement 

A communication will not be deemed to constitute general solicitation or general advertising if made in connection with a seminar or meeting in which more than one issuer participates that is sponsored by a college, university, or other institution of higher education, State or local government or instrumentality thereof, nonprofit organization, or angel investor group, incubator, or accelerator, provided that: 
Why have requirement of being sponsored by higher ed?- b/c happens all time and SEC determined these meetings aren't to start offering process- the idea is that on demo day the company is presented / issuer is presented - they talk about what they are doing and issuer is just trying to get sense of whether there is a market

(1) No advertising for the seminar or meeting references a specific offering of securities by the issuer;

Can't be a set of terms that have already been determined for the offering (Type of security, price, etc)
(a) (2) The sponsor of the seminar or meeting does not:

Make investment recommendations or provide investment advice to attendees of the event;

it changes color of meeting - if they propose investments - that's not what testing waters is all about - if anyone provides advice - even registered investment advisor - then that will deny the issuer the right to apply rule 148. what does that mean for the issuer - it means they can't move ahead with an offering anytime soon - they're going to have to divorce themselves from this particular communication and not touch any of the investors - b/c they need to make sure some time has passed

Engage in any investment negotiations between the issuer and investors attending the event;

Just getting a sense of the interest in the security IF they were to proceed

Charge attendees of the event any fees, other than reasonable administrative fees;

prof says if attendees charged premium rate then looks like insider opportunity - so rate must be what is typical of these seminars - free or nominal

Receive any compensation for making introductions between event attendees and issuers or for investment negotiations between such parties; ...

AKA no finders fee

Why do we care about demo day

If looking at reg D offering. If we have general condition of no general solicitation but facts demonstrate issuer went out to see if any interest if they did go to private markets -then in order to ensure that a subsequent offering isn't defeated right away - they must rely on 148

Disclosure Requirements under Reg D ( rule 502(b)

A key factor in whether an offering qualifies for a §4(2) exemption is the availability of info similar to that in a reg statement.
That info can be made available either through access or disclosure (See Doran)

Reg D still requires issuers to provide purchasers w/ info under Rule 502(b) depending on: (1) type of investor (accredited or not) and (2) type of offering (Rule 504 v. Rule 506)
504/accredited investors: When securities are sold under Rule 504 or only to accredited investors under Reg D, there is no mandatory disclosure. However, in such a case, the issuer is still subject to the antifraud and civil liability provisions of the fed securities laws and must comply w/ any applicable state disclosure requirements
Non-accredited investors: For Rule 506 offerings to a non-accredited investor, the type of disclosure mandated under Rule 502(b)(2) then varies based on: (1) the type of issuer and (2) the size of the offering.
506(c): NO SPECIFIC DISCLOSURE REQUIREMENT FOR OFFERINGS W/ ACCREDITED INVESTORS
Disclosure for 506 offerings – for Exchange Act reporting issuers:
Exam tip: Note that the disclosure for Exchange Act Reporting issuer does not very by offering amount
Issuers must give nonaccredited purchasers a package of company-specific info, including the annual report, the most recent Form 10-K, the definitive proxy statement and any more recent Exchange Act filings
Company-specific information includes a description of the business, properties, material legal proceedings, executive officers, board of directors, principal shareholders, audited financials, and so on. In addition, Exchange Act reporting issuers must give nonaccredied purchasers transaction-specific information relating to the offering, including "a brief description of the securities being offered, the use of the proceeds from the offering, and any material changes in the issuer's affairs that are not disclosed in the documents furnished" (Rule 502(b)(2) (ii)(C))
506 Offering: Disclosure for Non-Exchange Reporting Issuer

Rule 502(b)(2)(i)(A): Non-financial disclosure requirements will be the same regardless of offering amount

"Rule 502(b)(2)(i)(A) refers to the “same kind” of information contained in Part I of a public offering registration statement."

Financial Disclosure: As the offering amount increases, the level of financial disclosure increases (with a greater audit requirement)."

Resale Restrictions

502d restricts investors who purchase securities through a Reg D exempt offering from freely reselling their securities. 
Resale requires either another exemption from §5 or a registered offering (but won’t get a registered offering in a resale b/c you’re not the issuer, so must find another exemption from §5)
Exception: When are Reg D shares freely tradeable - under 504b1 - if relying on equivalent blue sky law which permits them to be freely tradeable, then the restriction on the security doesn't apply

Not only are the securities sold through Regulation D so-called “restricted securities,” but Rule 502(d) imposes a requirement that the issuer take reasonable care to discourage investors from reselling the securities (at least under circumstances in which the purchasers would be deemed “underwriters” under § 2(a)(11))
Key: we want to confirm that the person purchasing is purchasing to hold and not with a view to resell the securities, so they don't become an underwriter b/c if they do fall w/in the definition of UW they become part of selling group and then issuer might be in trouble - if relying on safe harbor it may collapse b/c resales aren't permitted

How do issuers take steps to ensure the purchasers are not underwriters
Reasonable Inquiry to determine whether the purchaser is acquiring the securities for himself or for other person
Written disclosure to each purchaser piror to sale that the securities are restricted and cannot be resold
Have your final definitive agreement, so you have your share subscription agreement share purchase and sale agreement etc

Inside of it you will have certain reps and warranties that will remind the purchaser that this is a private placement - that this is a sale of shares in the private markets. It will indicate that this cannot be resold w/o application of another exemptions

Also includes requirement that seller obtain a legal opinion - rule 144 - must provide that letter to issuer which is really the broker - essentially holder must prove the resale is subject to an exemption and they are permitted to do so

Placement of Legends - there needs to be a legend on share certificate indicating restrictions
508/ Forgiveness
w/o some protection, a minor failure could cause the offering to fall out of Reg D compliance, potentially resulting in a §5 violation
Even if an issuer fails to comply with Regulation D, the exemption is not lost if the issuer shows the failures were insignificant:

the noncompliance did not undermine the protection available to the particular investor seeking to avoid the exemption; and

the noncompliance did not involve the ban on general solicitations, the Rule 504 dollar limits, or the Rule 506 limits on the number of nonaccredited investors; and

Exam tip: Things that are deemed significant: for 504 the period of time - 12 months is critical and the $10M cap is critical. For 506 - the 35 investors is critical ( also the general prohibition on solicitation counts as being critical
the issuer made a good-faith and reasonable attempt to comply with the rule.

NOTE: you only need forgiveness provision IF there is something to forgive (i.e., if there is a built in excuse in Rule 506 then you do NOT need forgiveness) 

E.g., 501(a) says issuer just needs to “reasonably believe” the investors are accredited 

May be that the investors are lying but if the issuer reasonably believes them then its fine and there is nothing to forgive 

List of built-in excuses such that Rule 508 might not be necessary  

Accredited investor definition - "reasonably believes" (501(a));

Purchaser sophistication - "reasonably believes" (506(b)(2)(ii);

Purchaser representative definition - "reasonably believes" (501(h));

Number of purchasers - "reasonably believes" (505(b)(2)(ii), 506(b)(2)(i))

Resale limitation - "reasonable care" (502(d))
HYPO: "Trendy conducts a private placement for $10 million of common stock under Rule 506, selling to five large hedge funds (all accredited investors with pre-existing relationships with Trendy and the placement agent for the offering) and 36 sophisticated, non-accredited purchasers (all lower-level Trendy employees). Two of the non-accredited purchasers tell Trendy that they are cousins and live in the same house" "It turns out that the cousins are not in fact cousins, but just friends (and they lied on their offeree questionnaire about their status). The hedge funds sue under § 12(a)(1) to rescind their purchases."
Prong 1: the miscalculation of number was not designed to directly protect the hedge funds. 

So b/c we are dealing w/ these cousins the question then becomes if the cousins complained would that change things - answer is yes

Prong 2 - was the failure to comply insignificant to offering as a whole - here prof says the number of nonaccredited investors financially sophisticated investors is always deemed significant and if there's an error where you're going from 35 to 36 it will always be significant so that's what ends the analysis here
Prong 3: good faith attempt - they reasonably believed there were 35 purchaser and not 36 b/c the two people would have qualified as one based on info they had since they filled out the questionnaire - so they are relying on representations of the investors

Bad Actor
An Issuer is disqualified from using Reg D if the issuer or persons connected with the issuer are “bad actors”.
Disqualification happens b/c Disqualification happens because of specified criminal convictions, regulatory or court orders, or other disqualifying events affecting the issuers or persons connected with the issuer, where the event happened after September 23, 2013 (the effective date of the Rule 506 amendments) and after January 20, 2017 (the effective date of the Rule 504 amendments). Under the disqualification rule, events before these dates that would be disqualifying must be disclosed to investors. Rule 504(b)(3); Rule 506(e).

Besides the issuer, the rule covers the issuer’s insiders (directors, general partners, managing members, executive officers, and 20 percent owners), investment managers (for pooled investment funds, such as hedge funds), and intermediaries (promoters and others compensated for soliciting investors). Rule 506(d)(1).

The rule specifies disqualifying events:

securities-related criminal convictions (in the last five to ten years) securities-related court injunctions and restraining orders (in the last five years and still in effect) final regulatory orders of financial-related state and federal regulators that bar a person or are based on fraudulent conduct (in the last ten years) SEC disciplinary orders that suspend, revoke, limit, or bar securities-related entities or their professionals (while order is still in effect) SEC cease-and-desist orders based on fraudulent conduct (while order is still in effect) SEC Reg A orders stopping or suspending the exemption (in the last five years) SRO suspension or expulsion, such as by FINRA (while order is still in effect) U.S. Postal Service false representation orders (in last five years). 
The issuer can avoid disqualification if it shows it did not know and reasonably could not have known that a covered person with a disqualifying event participated in the offering, or obtains a waiver from the court or regulatory authority that entered the order. Rule 506(d)(2).  
Integration

Integration Overview

Reg D is not available to any issuer for any transaction or chain of transactions that, although in technical compliance with these rules, is part of a plan or scheme to evade the registration provisions of the Act
Integration: Attempts to stop issuers from using a series of transactions to get around the requirements of exempt transactions.

2 transactions will be integrated w/ one transaction depending on the balance of certain factors: SEC Release No. 4552
The sales are part of a single plan of financing

The sales involve issuance of the same class of securities

The sales have been made at or about the same time
The same type of consideration is received 

The sales are made for the same general purpose

it's deeming multiple offerings as being one 

an issuer could not slice and dice an offering so that different parts fit different exemptions if the offering as a whole fitted none

Thus, integration affects all Reg D requirements. By treating 2 offerings as 1, integration requires that the combined offering amount, number of purchasers, manner of solicitation, implementation of resale restrictions, and information disclosure ALL meet the requirements of a Reg D exception
UNLESS the integration falls w/in one of the 5 integration safe harbor
Integration Safe Harbor (when offerings will NOT be integrated)
SH: Offers and sales that are made more than six months before the start of a Regulation D offering or are made more than six months after completion of a Regulation D offering will not be considered part of that Regulation D offering, so long as during those six month periods there are no offers or sales of securities by or for the issuer that are of the same or a similar class as those offered or sold under Reg D
SH #1: (offerings outside 30-day windows). Any offering made more than 30 calendar days before the commencement of any other offering, or more than 30 calendar days after the termination or completion of any other offering, will not be integrated with the other offering. Rule 152 (b)(1).
Exception: Exception if you rely on 506c and you engage in general solicitation and after 30 days you have another offering and you rely on 506b and there's a prohibition on general solicitation - you have a problem - you must ensure no one was made aware
Safe harbor #2 (offerings exempt under Rule 701 or Regulation S). Rule 701 employee benefit plan and Reg S Offerings are not to be integrated (Rule 152(b)(2)).

Safe harbor #3 (registered offerings after exempt offering). Any offering for which a registration statement has been filed will not be integrated with a prior exempt offering that has been terminated or completed, provided (1) general solicitations were not permitted in the prior offering, (2) general solicitations were permitted in the prior offering only to qualified institutional buyers (Rule 144A) or institutional accredited investors, or (3) assuming general solicitations were permitted, the prior offering was terminated or completed more than 30 calendar days before the registered offering commenced. Rule 152(b)(3).

Safe harbor #4 (offerings permitting general solicitations). Offerings under an exemption permitting general solicitations will not be integrated
Exempt Securities 

11) Rule 147 and Rule 147A

Overview
Exam tip: Analyze rule 147 or 147A and then if it fails analyze §3(a)(11)
Purpose of 147 and 147A - was to provide much greater clarity than 3a11 b/c there were too many what ifs

Reminder like all safe harbors: it must be strictly adhered to! Any incident of noncompliance will result in loss of that safe harbor being available unless there is a substantial compliance rule within it (which we don't have in 147 and 147a)

State Blue Sky Laws: state on exam: Rule 147 and 147A does not - so you still have to review the applicable state exemption and ensure that it applies - state that on exam
Remember: 506B and 506C preempt state laws so blue sky laws w/ respect to registration - but rule 504 does not

Rule 147

SEC adopted rule 147, a safe harbor rule that provides specific criteria which, if followed, ensure that the issuer qualifies for the intrastate offering exemption. As with other safe harbors, if an issuance of securities does not qualify under rule 147, the issuer can still rely on the general terms of §3(a)(11).
Rule: to qualify for the intrastate offering exemption under rule 147, the issuer, offerees, and purchasers must all be residents of the same state
Issuer: 2 requirements to establish residence

Residence in a state

Corporation = state of incorporation, for partnership, state where p’ship has PPOB, for indiv, state in which the party has principal residence

Doing business requirements: an issuer is deemed doing business in a state if it meets the 80-80-80 test

we need an 80% of gross revenue must be derived from in state operations

80% of all assets must be in state, 

80% of net proceeds from the offering must be used in state and majority of the employees must be in the same state
Offerees and purchasers

147 requires issuer to obtain a written representation from each purchaser regarding place of residence (but 147 does not require any representation from offerees)
Note: there are no disclosure requirements, no dollar limits, no cap
Integration issue: 147 provides an integration safe harbor, so that transaction covered by other §3 exemptions or by §4(a)(2), and which occur either 6 months or more before, or at least 6 months after rule 147 transaction, will not be integrated with the intrastate offering, so long as there are no offers, offers to sell, or sales of securities of the same or similar class by or for the issuer during either of these 6 month periods
Issuers must take certain precautions to guard against illicit resales. These measures include disclosing the resale limitations to all offerees, placing legends on the certificates, describing the resale limitations, and receiving a written representation from each purchaser declaring bona fide residence in the state of the offering
Rule 147A

An issuer, or any person acting on behalf of the issuer, may rely on this exemption to make out-of-state- offers and sales using any form of general solicitation and general advertising, so long as all the purchasers are in-state residents (or the issuer has a reasonable belief w/ respect to such-instate residence for all purchasers.)
Why do we have rule 147A - b/c there is a recognition that rule 147 is very restrictive and it severely hampers the ability of in state companies to apply rule 147 b/c they can't neatly fit within all the requirements.
Exam tip: the main benefit of 147A over 147 is that now you can use the internet to offer to out-of-state residents and the issuer can be out-of-state
Essentially 147A has 2 major difference

Offerings are allowed to be made out of state but purchasers must remain in state

So here we have allowance / the permission of issuers to engage in some form of general solicitation and advertising

The issuer can be incorporated out of state. - this is really important - as minor as it sounds it's critical - b/c so many incorporated in Delaware but operate in another state

Important rule 147A conditions

Resident definition: The person must be a resident AT THE TIME OF THE SALE OF THE OFFERING/ ESSENTIALLY THE CLOSING 

One of the common issues that arise here is for example: you have a DE incorporated corp that is operating in LA and it satisfies the doing business reqs in CA and it's selling it's shares to CA residents but it turns out that one so called CA resident is actually a resident in NM - that NM resident is aware that they are no longer eligible to buy the securities b/c the corp is relying on 147A. The NM resident incorporates a corp in CA, so that indiv remains in compliance - is that satisfactory- answer is no!
Exam tip: If you are an issuer issuing and your client is issuing shares under 147 or 147A you will be looking at the residents of the ultimate shareholders - so you look through the corporation

Must make determination that it's a bona fide purchaser by a CA corp and not a NM resident whose intent is to avoid the restrictions
Rule 147A requirements are similar to those of 147

A limit on resales to persons resident within the state or territory of the offering for a period of six months from the date of the sale by the issuer to the purchaser of a security sold pursuant to the exemption. 

An integration safe harbor that will include any prior offers or sales of securities by the issuer, as well as certain subsequent offers or sales of securities by the issuer occurring after the completion of the offering. 

Disclosure requirements, including legend requirements, to offerees and purchasers about the limits on resales
Resale Restrictions: Resale of securities < 6 months after purchase under rule will not destroy safe harbor 147b and 147Ab

Having said that - you have your 6-month resale restriction period- it is breached - does it undermine the issuer's ability to rely on it - not necessarily - key is reasonable steps must be taken by the issuer to avoid this
12) Intrastate Offerings

§3(a)(11)

Overview
Securities offered and sold only to persons residing w/in a single state, by an issuer that is also a resident of and doing business in that state, are exempt from registration under §5

Under §3(a)(11), the entre issue must be intrastate, and resales to nonresidents can destroy the exemption unless the offering has come to rest (the point at which the securities are purchased w/ the intention of keeping them for investment).

Note: the issuer, offerees, and purchasers must all reside in the sam estate
Exempted Security: §3(a): Government securities, evidence of short-term debt (debt that does not exceed 9 months), securities issued for a social benefit (charitable, educational benevolent), select bank instruments, interest in a railroad equipment trust, bankruptcy certificates, insurance polices and intra-state securities.

Exam tip: exempt securities means they don’t have to register w/ the SEC (b/c not subject to §5 registration requirement). HOWEVER THEY ARE STILL SUBJECT TO ANTIFRAUD REQUIREMENTS.

Policy: Exempted securities b/c there is less of a policy reason to help consumer b/c there is not the same risk that a municipality would engage in the same process as a corp. Additionally, some of these are exempted b/c they are already heavily regulated (bankruptcy and insurance) and intra-state is exempted b/c of con-law.

§3(a)(11): Except as hereinafter expressly provided, the provisions of this title shall not apply to any of the following classes of securities:

Any security which is a part of an issue offered and sold only to persons resident within a single State or Territory, where the issuer of such security is a person resident and doing business within or, if a corporation, incorporated by and doing business within, such State or Territory.
Takeaway: This is an exemption where if the company, investor/all trading takes place within same place/territory then it's exempt from fed securities regulation

Policy: Why does Congress create this exemption, considering that use of mail, phone or any form of federally mandated telecommunication, you have a nexus for fed oversight/enough for fed gov to impose laws. So why did fed gov - having that power - decide to have an intrastate exception anyway

The fed gov by enacting this provision, recognized that there are some aspects of enforcement which are better undertaken at the local level. Important to understanding rationale: essentially, fed gov saying we are not concerned that this is the type of activity that requires fed oversight and state oversight is sufficient. 

The idea here is that the fed gov wants to ensure that there's this balance, you have investor protection, but at the same time, you have a little bit of flexibility, you have an opportunity for very small businesses to pursue funding

Bottom line here: state boundaries matter - if looking at whether or not to apply this rule it's all about the states

Sec Act Release 4434: What do we mean by local under 3a11

Issuer must be local

Incorporated in state - this is important b/c consider 3a11 and 147 - in both exemptions the issuer must be incorporated in same state (and this becomes an issue b/c lots incorporate in Delaware)

Primarily operates in state ( they don't have to operate exclusively in state, but they do have to operate primarily in state 
Local investors

All shares must come to rest in-state: 
Look at the objective intent of original purchasers -> if securities were purchased w/ intention of keeping them for investment, the issue is complete and resales to nonresidents may begin. But if the purchasers intend a further distribution or resale, the issue has not come to rest and any resale to nonresidents will destroy the exemption.
This means not just a matter of selling the shares to investors in state - come to rest means cant be resales where investors act as underwriters. When offering is completed - all the shares are still in the same state - this is important b/c in many instances issuers don't have controls they like for the transfer of shares after they sell them

Offerings cannot be so big that resting in state is improbable - if so many shares being sold  - may be a likelihood that with bigger and bigger amounts that those shares will make way out of state (eX: 5k shares or 10k shares) 

cannot be quick resales out of state. One step is issuer should include in reps and warranties of underlying share subscription agreement that there wont be any sales out of state AND in the least there should be a confirmation of where that party resides (just b/c you negotiate w/ someone in CA doesn't mean that person lives in CA)

No bleeding - this is a reference to shares making their way out of state. Essentially we need to take steps to avoid this

Local financing: proceeds must be for in-state activities

There has to be subjective AND objective intent that the proceeds from the offering will be used in state

Test from (Busch v. Carpenter)

At the time of the issuance/offering the company's income streams must generally come from instate activities

There has to be subjective AND objective intent that the proceeds from the offering will be used in state at the time of the issuance/offering. If change takes place months later that's irrelevant
Anti-Avoidance Rule: we see it in most rules where it will indicate that even if there is a technical application of the rule - the rule will not apply if it was solely relied on to avoid the protections or underpinnings of that rule. 

Busch v. Carpenter

Facts: P are Paul and Linda Busch. They bought shares at Sonic, a Utah oil and gas company. Sonic sold stock entirely to Utah residents. Although Sonic complied with all state law requirements, it did not register the securities under federal law, relying on the exemption for intrastate offerings. Then Sonic went through a merger w/ Mason (an IL corp). Shortly after “Mason Oil” was formed, Mason drew over $350,000 from the remainder of the net proceeds of the original Sonic offering and deposited it in Illinois. This money was not used in Utah. Seven months later, non-Utah residents bought shares of the stock through a Utah brokerage. Now Ps alleging that they should have been registered w/ SEC b/c they resold their shares. 

Local Issuer: Problem was that Sonic had no active business - there was no operating activity which goes to the issue of where are they primarily operating

At time of offering they had plans on oil and gas exploration but they hadn't engaged in anything yet - that's why doing an offering ( to begin operation

In terms of business presence - they had office in Utah but nothing else  but we are focused on what's really happening on ground - fact that they had office in Utah was insufficient - (substance over form) 

The local investors - all local so fine

Local financing - the Busch’s argued that the proceeds were not for in-state activities - b/c they were doing stuff in IL when they merged w/ Mason and so they moved substantial percentage of proceeds out of state

Burden of Proof: At beginning if issuer can establish the basic elements of exemption can apply then anyone challenging it must demonstrate why exemption doesn't apply

Issue 1: Whether the resales that occurred 7 months after the offering resulted in a loss of §3(a)(11) exemption

Issue 2: Whether the use of the proceeds out of state resulted in a loss of the exemption

The court stated that doing business in state means that the issuer must engage in sufficient income producing activity so that the State regulatory oversight of the business is effective 

Policy: This goes back to the rationale of 3a11 in first place - the state must be in a position where it can discharge it's responsibilities in overseeing an issuer in order for this to make sense

So the issue here is we can't quiet identify what the use of proceeds are at the time and then later on we see a direction that the additional cash be used to finance the construction of the factory

Anti-avoidance rule: In this case - it'll be up to a judge to determine if there was true intent for in state for the proceeds to be used in state or if arguments were made after the fact
13) Regulation S

Overview

Overview

Reg S in a nutshell: offers and sales must be made offshore to avoid the registration requirement under Section 5.

Reg S is an exemption from the regulation requirement, it is not a rule by which we determine whether securities are sold w/in US or outside - aka doesn't determine jdx
Policy: primary concern in drafting regulation S is that securities distributed abroad might eventually end up in the hands of US investors, and most of the regulation is designed to minimize the likelihood that an offering nominally conducted outside the US is actually aimed at US investors

Purpose of rule: to permit US issuers to offer abroad and to permit the sale to us persons abroad (w/o intent to sell to us persons) 

NOTE #1: Reg S does not exempt a securities transaction from anti-fraud provisions.

NOTE #2: US laws only apply within the US – unless the applicable statute is expressly extra-territorial (Morrison v. National Australian Bank, 2010, SCOTUS); Thus, without a sufficient nexus to the US, the anti-fraud provisions will not apply.

Reg S is intended to facilitate capital raising - particularly in 2 scenarios

You have US corp offering offshore

US investor purchases offshore

Reg S Rule 903 Safe Harbor
AN offer or sale of securities by the issuer [or] a distributor... shall be deemed to occur outside the United States within the meaning of Rule 901 if it satisfies the following requirements ...

Offshore Transaction – defined in 902 essentially as a transaction in which the buyer is outside the US at the time the buy order is placed, and the execution nof the transaction and delivery of the securities takes place outside the US
No US Directed Selling efforts: activities that are intended to, or could reasonably be expected to, result in conditioning the market in the US for the securities offered.
this is about issuer intent - issuer should not be looking to sell to a us person

Note: can end up selling to a us person abroad as long as they weren't specifically targeted and they just happened to obtain and read the offering material

Release 6863 Anti-Avoidance Rule: Similar to anti-avoidance rule in §3(a)(11)

Even if there is a technical application of the rule - the rule will not apply if it was solely relied on to avoid the protections or underpinnings of that rule.

Reg S Analytic Framework

Step 1: Look to see if selling shares outside of US

Step 2: What was intent of issuer ( did they reasonably believe they were selling to person outside of US

HYPO: what if purchasers got material abroad then came back to US and had broker in Germany purchase the shares ( Answer: Focus on when the buy order takes place

There is protection for the issuer - if they reasonable believe that the broker was representing an overseas buyer 

Was it reasonable for issuer to assume buyer was still overseas when broker completed purchase- and generally speaking - dealers only invest for indivs within own countries (some exceptions) so yes it was reasonable for issuer to believe they sold to overseas person

HYPO: What if Issuer sells shares on a foreign stock exchange and US citizen ask their broker to buy shares of this stock in US, but then the broker buys shares of this stock through a foreign stock exchange

So in this case, they go to their broker, they assume it's going to be in US - but does it matter that the purchasers thought it would be in US - answer is no - we look at actual sale - at time of the buy order - the buyer is outside US or the seller or any person acting on its behalf reasonably believes that the buyer is outside the US

So in this circumstance you have the broker executing abroad. Is there any reason that the issuer should have known that the buyer was in the US? No we have no facts to suggest that

Reg S definitions Rule 902

Directed Selling Efforts

any activity undertaken for the purpose of or reasonably could be expected to have the effort of conditioning the market in the US 

Conditioning the market is not limited to just selling in US it's offering, it's setting stage for offering in the united states

Such activity includes placing an ad in publication w/ a general circulation in US. 

"An isolated, limited contact with the United States generally will not constitute directed selling efforts that result in a loss of the safe harbor for the entire offering. 

Rationale: The Regulation likewise is not intended to inhibit routine activities conducted in the United States for purposes other than inducing the purchase or sale of the securities being distributed abroad, such as routine advertising and corporate communications.

The dissemination of routine information of the character and content normally published by a company, and unrelated to a securities selling effort, generally would not be directed selling efforts under the Regulation. For example, press releases regarding the financial results of the issuer or the occurrence of material events with respect to the issuer generally is not a “directed selling efforts."

Tombstone ad in publication w/ general circulation in US: there are certain requirements - if has < 20% of circulation in US- they ad must have a legend that securities aren't registered under act and may not be offered or sold in US so this is a far more strict/restrictive legend that you would expect in other safe harbors

HYPO: "Trendy is a worldwide leader in the alternative drink market. Trendy’s Lean Green drink both refreshes the soul and helps line the pockets of Trendy’s investors. We project increasing long-term profits (at over a 25% annual rate of growth) for Trendy’s investors over the next ten years. To be a Trendy investor is to be a well-satisfied investor"

This is a prime example of directed selling effect in the US. Yes b/c in Wall street journal (a major us publication) and the language they are using to promote their securities and their projection is another tactic trying to promote to US

If we look at underlying rule - the principles- Congress has enacted this rule to permit offshore transactions, but also to ensure there is no condition of the market in the US

"to be a trendy investor to be well satisfied investor" -this is kind of language that's trying to condition the market

People Abroad

Offshore transaction: offer a sale of securities made in offshore transaction if the offer is not made to person in US 

People abroad: serving abroad and diplomats - or can be a corp w/ a lot of US expatriates 

Exam tip: notably, offers and sale of security specifically targeted at identifiable groups of US citizens abroad or members of the US armed forces serving overseas shall NOT be deemed to be made in an offshore transaction 

Release 77516: SEC has distinguished b/w foreign and domestic issuers and specifically a website by a foreign issuer advertising an offshore offering must implement procedures designed to avoid US persons investing. Among these procedures are a prominent disclaimer making it clear that the offer is directed only at countries other than US - aka the electronic legend

To avoid being deemed entering into or affectively directing selling effort to the US - what else could an issuer doe besides from a legend? Prof: at time of purchase - if they take credit card from purchase - then the name has to be same person purchasing and it's easy to establish residency from credit card

Could require mailing address / telephone number b/c that IDs where they are located

SUSMI – Substantial US Market Interest-  most important definitions in US 

SUSMI depends on whether the securities are equity or debt and the relative size of the US market copared to the world market for the securities
For equity securities, U.S. stock exchanges and NASDAQ cannot constitute the largest market (or one of the largest markets) for the class of equity securities being offered. Rule 902(j)(1).

For debt securities, U.S. persons cannot be significant record holders of debt securities of the issuer—whenever 300 or more holders are U.S. persons, U.S. persons hold $1 billion or more of the securities, or U.S. persons hold 20 percent or more of the securities. Rule 902(j)(2).

What was congress looking to accomplish under Reg S - issue goes to sales of securities overseas that may find itself in the US or in hands of US persons so when we look at these rules - always keep this in mind - and that some transactions have higher risk of falling back into hands of US persons
Regulation S Categories
Overview

Issuer safe harbor is applicable not only to the actual issuer, but also to the issuer’s distributors, their respective affiliates, and persons acting on behalf of the foregoing. 

Distributor is defined in Reg S as any UW, dealer, or other person who participates pursuant to a contractual agreement, in the distribution of the securities in question
The conditions that must be satisfied to meet the issuer SH differ depending on the type of securities being offered. 
Categories are based on the likelihood that the securities will flow back to the US

Distribution compliance period: this is the period from when we have the first offering to persons other than distributors or up to the date of closing

Means the period that begins when the securities are first issued to persons other than distributors in reliance of Reg S or the date of closing of the offering, whichever is ladder and continues until the end of the period of time specified in provision of rule 903
Exam tip: Understanding compliance period is important b/c some categories have certain prohibition on things that can be done in the compliance period in order to rely on the Reg S as a safe harbor
These are subrules categories 1 through 3

Category 1

Category one: lowest risk of flowback. Besides the offshore transaction requirement and prohibition against direct selling fforts, there are few restrictions. 
Who qualifies?

foreign issuers without SUSMI

foreign issuers with SUSMI, where the offering is directed to a single country (not the U.S.)

Why single country? b/c then regulator in that country will be the regulator that is. Expected to monitor and supervise that transaction

domestic issuers selling non-convertible debt, not denominated in dollars, where the offering is directed to a single country (not the U.S.)

What are the conditions of the offering?

offers and sales made in offshore transactions

no directed selling efforts in the U.S.

What are the offering and transaction restrictions?

None bc low risk transaction

Category 2
Now flowback is considered more likely, but the presumed info and sophistication of US markets in these securities somewhat offset the flowback risk. Besides the offshore transaction requirement and the prohibition against directed selling efforts in the US, Category 2 offerings are subject to additional offering and transactional restrictions as precautions against flowback

domestic issuers offering debt - is medium risky of flowback of shares going to US (but medium b/c debt doesn't flowback as easily as equity - so that's why you'll see US reporting issuers offering any debt)
Reporting foreign issuers (for equity securities) and nonreporting foreign issuers for debt securities Offering Restrictions under Rule 902(g)

The issuer must obtain written assurances from distributors that all sales and offers during a 40-day distribution compliance period will comply with the Reg S safe harbor conditions.

The issuer must insert statements in its offering documents that the securities have not been registered and may not be offered or sold in the United States or to U.S. persons

Reporting domestic Issuers- debt securities Transaction restrictions. Rule 903(b)(2)(ii), (iii)

During a 40-day distribution compliance period, no offers or sales can be made to U.S. persons after the offshore offering commences.

What are the offering restrictions for all category 2?

each distributor conforms to safe harbor requirements
each “distributor,” selling to a “distributor” or dealer (as defined in §12(a)(12) of the Securities Exchange Act of 1934) prior to the end of a 40- day “distribution compliance period,” must send a notice to the purchaser stating that the purchaser is subject to the same restrictions that apply to a “distributor”

all offering materials bear a legend

What are the transaction restrictions?
no sales to a U.S. person

must notify other security professionals that they are bound by the same restrictions

Category 3: 
This is the catchall category, for all of the offerings not eligible under Category 1 or 2. Rule 903(b)(3). The risk of flowback is considered high, and Reg S imposes numerous additional restrictions on issuers, distributors, and purchasers. A Category 3 offering must comply with the “offering transaction” requirement and the prohibition against “directed selling efforts,” in the United States, as well as all the Category 2 “offering restrictions” and additional conditions that depend on whether the offering is of debt or equity.
Nonreporting domestic issuers-debt securities

Offering restrictions: same as category 2

Transaction restrictions

During a 40-day distribution compliance period, no offers or sales may be made to U.S. persons.

During the 40-day period, all the securities are issued under a temporary global security that is not exchangeable for definitive securities.

Nondistributor purchasers must certify they are either non-U.S. persons or U.S. persons purchasing in an exempt transaction.

Distributors must notify members of the selling group that during the 40-day period they are subject to the same restrictions.

Reporting and nonreporting domestic issuers – equity securities

Offering restrictions: same as for category 2

Transaction restrictions 

During a one-year distribution compliance period, no sales or offers can be made to U.S. persons.

Nondistributor purchasers must certify they are either not U.S. persons or U.S. persons purchasing in an exempt transaction.

The purchaser must agree that any resale will be registered, be exempt from registration, or be undertaken pursuant to Reg S.

The securities must be legended, and the issuers must impose transfer restrictions.

Distributors must notify members of the selling group that during the one-year period they are subject to the same restrictions.

Other Category 3 class notes

Everybody else e.g. debt securities of a nonreporting “domestic issuer” and equity securities of a reporting “domestic issuer
If there is an offering that is subject to category 2 or 3 - there are offering restrictions - this is where we will see our disclosure requirements, the legend, and there is that distribution compliance period

There can be no sales back to us persons for 40 days after the completion of the period

Category 2 and 3 restrictions
“offering restrictions” must be implemented 

the offer or sale, if made prior to the end of a 40- day “distribution compliance period” cannot be made to or for the benefit of a “U.S. person,” and 

each “distributor,” selling to a “distributor” or dealer (as defined in §12(a)(12) of the Securities Exchange Act of 1934) prior to the end of a 40- day “distribution compliance period,” must send a notice to the purchaser stating that the purchaser is subject to the same restrictions that apply to a “distributor”
Finders Fee

Overview

Finder fee: it's a commission paid to an intermediary for the introduction for potential investors

It is a commission. So question becomes what kind of commission. If it's a flat rate that's paid - if paid flat fee to go out and look - and it's not based on Identifing anyone - that's not a commission

Note: their compensation cannot be tied to the number of individuals they find or the amount collected

They are pervasive

There is a provision that permits a very limited scope for finders - it permits payment of finder's fee solely for identifying investors

Prof wants us to know that there are laws one must adhere to in CA that look nothing like requirements under fed sec reg laws

The exchange act regulates market intermediaries, and it also regulates brokers and brokers must be registered

Resale Transactions

14) Restrictions on Resales

Overview

Overview

Why restrict resales?

W/o a restriction on resale, an issuer could construct a sham public offering. The issuer could first sell to a single accredited investor who would then turn around and resell to the general public, thus undermining the Reg D restrictions

Thus, the broad scope of § 5 means that even an ordinary secondary market transaction b/w two outside investors, whether a public corp like Microsoft, or relatively closely held one, must meet the §5 requirements. 
However, we want people in the secondary market to be able to trade, and thus they use §4(a)(1) as an exception

§4(a)(1): Permits trade by persons other than an issuer, underwriter, or dealer

Thus, if a participant in an offering is classified as an issuer, UW, or dealer, then they can’t rely on §4(a)(1) as an exemption, and unless you find another exemption, then the offering must comply w/ the §5 requirements

Issuer: §2(a)(4): an issuer includes every person who issues or proposes to issue any security
§2(a)(12) includes both brokers and dealers) those in the business of buying/selling for their own accounts OR those who are in the business of assisting others sell their own
The term “dealer” means any person who engages either for all or part of his time, directly or indirectly, as agent, broker, or principal, in the business of offering, buying, selling, or otherwise dealing or trading in securities issued by another person.

Dealer: If the market intermediary purchases security and sells it themselves

If you have someone who resells, essentially it's really about the resale needing to be analyzed under that original issuance. Not as simple as saying it subsumed in original issuance

Burden of Proof: as w/ safe harbors, the court argues that if someone relies on this exemption - they have burden to prove the exemption is available to them - anything less then can't use it

Who is an Underwriter?
3 classes of persons who are considered UW w/in meaning of 33 act

Persons who purchase securities from the issuer with a view toward public distribution
Persons who offer or sell securities for an issuer in connection w/ a distribution
Persons who participate in a distribution

Includes a control person
View towards Distribution

Any person who purchases securities from an issuer with a view towards distribution
Distribution essentially means a public offering (i.e., an offering to a substantial # of unsophisticated investors who can’t fend for themselves)

Gilligan Takeaway Rule of §4(a)(1): requires that there be a change in circumstance in order for the resale and failing that - there cannot be a distribution as it's understood in Ralston Purina (aka can the new purchase “fend for themselves”)
View To: if you bought with an investment intent, no view to distribution. 

Gilligan - Can prove by showing that a subsequent change in circumstance is what led you to distribute ( must be changed circumstance of purchaser and not changed circumstance of issuer (this is so it doesn’t undermine the initial intent to invest)
If someone is selling at higher value then there is some notion of disclosure b/c why would they sell at higher value if not good reasons but we don't turly know if sufficient info and everything turns on whether there is sufficient info in secondary market to provide accurate share price and how do we know shares aren't overvalued
Rule of thumb: Will be “view towards distribution” if sold w/in 2 years
Rebuttable presumption that investment intent is conclusive after 3 year holding period b/c now the temporary informational advantage dissipates
Gilligan, Will & Co v. SEC demonstrates the breadth of the UW def. Facts: Crowell-Collier Publishing Co sold $100k of convertible debentures in an unregistered public offering to G w/o registering them w/ § G representing to Crowell that it was purchasing for investment and had no present intention of distributing the securities. Despite these representations, less than a year after purchasing the Crowell securities, G noticed that C’s magazine advertising wasn’t increasing. Concerned, G converted the debentures into common stock and then sold the stock on American Stock Exchange

G purchased debentures b/c told corp operating on profitable basis - b/c he was a shareholder he had access to certain info and then was able to recognize that this wasn't necessarily the case - and so he had info advantage b/c outsiders don't have info on private corp - and one of the core objectives of sec act is full and fair disclosure - we want to ensure that parties have fair disclosure. 

G’s argument: Circumstances had changed. Here, Gilligan held shares for 10 months and a lot would argue holding shares for 10 months was intent to hold- but ultimately court said not enough to show intent to hold

Holding: G’s intention to retain the debentures only if the corp continued to operate profitably was equivalent to a “purchased with a view to distribution.” To hold otherwise would be to permit a dealer who speculatively purchases an unregistered security in the hope that the financially weak issuer had, as is stipulated here, “turned the corner,” to unload on the unadvised public what he later determines to be an unsound investment without the disclosure sought by the securities laws"

Policy: It all goes back to the issue of informational advantage

Ralston Purina Court includes discussion of Ralston Purina b/c by equating the term distribution in the def of UW in 2a11 w/ term public offering in 4a2, then we can ensure the underlying theory Ralston created for private placements applies in general and we serve our objective of full and fair disclosure.

Ralston Purina was all about people being able to fend for themselves, and the Gilligan court here noted that the investors who purchased from Gilligan didn’t have access to info similar to that in a reg statement. Thus, the court held that the resale was G engaging in a distribution

Participates in Offerings
People who participate in a distribution are UW of the issuer’s securities w/in meaning of §2(a)(11)

Test of participation: whether the person in question took part in some significant fashion in the UW. It does not depend on whether the person receives any monetary compensation for the services

Any person who directly or indirectly participates in the offering, selling or underwriting process for an issuer in connection with a distribution

Anyone who participates in any form of the offering ( made evidence of facts themselves

Ex: if MITU by shares for CEO who is her friend and doesn’t enter into an agreement, doesn’t matter – she is part of the scheme – so doesn’t need to be paid for it. She doesn’t even need to derive benefit from it – she will still be captured by def of UW

Continuous solicitations by a third party on behalf of an issuer may be enough to “satisfy” the participation prong.

If someone is truly somehow participating in the offering then they will be captured in def of UW

Is a Control Person

Any person who purchases from or sells for a control person when such purchase or assistance is a part of the control person's distribution

A control person will generally be an UW and a CP can't rely on 4a4 (exemption only for broker themselves)

Exam tip: most likely will have to bring up issue of someone (aka a control person) being an UW on the exam
Control person is someone having the power to direct the management and policies of the issuer (Rule 405). HOWEVER A CP TECHNICALLY ISN’T AN ISSUER for purposes of 4(a)(2)
The CP’s power may come through stock ownership, a position in management, influence w/ management, or a combination of these factors

Who is included in this def: CEO, BOD as a whole but prob not one indiv Director, but if BOD of 3 and one Director doesn’t agree, then they don’t have any real power, Majority SH (bc can replace slate of directors), Minority SH is unclear

Who is a control person: again we go to the issue of asymmetry

Outside investor, nonmanaging EEs w/ some shares, majority investor, and executive officer- moving along the right there is greater access to information, but it also means that going to the right they have more influence over the management and operations of the issuer and that’s just as important  - along spectrum more info to 

When we talk about someone who is in a control relationship w/ the issuer: they clearly have an inherent and enduring informational advantage. In other words, time won't matter b/c the info they have doesn't go stale - they have current info at any given time.  And this issue of control person isn't just about info advantage, but in Wolfson we see issue of if a control person has some managerial control or influence over corp then why should there be exemptions that outside investors have when the solution is to have registration under §5 and a control person is someone who does have the ability to compel the issuer to register (unlike a normal outside investor looking to buy who has no power over an issuer)

Wolfson: he was single largest SH of continental inc. W and others sold shares of continental through 6 brokerage houses and they didn’t register the sale of shares pursuant to §5 and thus an exemption was required. They ended up selling using a private placement

Here we have a resale and 4(a)(1) is only available if not an issuer, UW or dealer
W was a CP ( he had 40% of shares and was largest SH (40% is controlling based on the broad public distribution of shares in marketplace and thus it’s difficult for other SHs to come together). Thus, W couldn’t use the 4(a)(1) exemption
Court rejected this defense: that he was far too above the details of sec laws to pay attention

Here court found there was an UW involved - once you bring a broker on board, you have a true to form UW. Here there were 6 brokerage houses involved.

4a2 can’t apply either b/c W isn’t the issuer
Takeaway: even if the UW if the UW is present for the CP and not the issuer, then §4(a)(1) can’t apply
Problem w/ Control Persons ( they can’t rely on §4(a)(1) (b/c will likely be considered an UW) and they can’t rely on §4(a)(2) b/c that’s reserved for issuers, and a control person isn’t an issuer)

Thus, they rely on this 4(a)(1/2) 

4(a)(1/2)
There is no §4(a)(1 ½) exemption from §5. However, the term refers to an interpretation of §4(a)(1) using §4(a)(2) doctrine as reflected in Ralston Purina and other cases.

Given the importance of Controlling public sales of securities, courts equated distribution, in the definition of UWs under §2(a)(11), with public offering, as reflected in §4(a)(2).  
Step 1: Is the CP acting as a UW? 
If the CP resale is NOT a public offering under Ralston Purina fend for themselves definition, then the resale does not involve an UW (but must still satisfy step 2)
Here, the investor’s status as a CP is irrelevant. Instead, what matters is the CP’s own holding period and intention in purchasing the securities from the issuer.
Rationale: Fall back on Ralston Purina: Can the new purchaser fend for themselves

"Instead, the § 4(a)(1 1/2) exemption is an interpretation of the § 4(a)(1) exemption (with its emphasis on the definition of an underwriter) informed by § 4(a)(2)’s distinction between public and private offerings. If the control person is selling to an investor with the ability to fend for himself, there is no “distribution” within the meaning of § 2(a)(11), and therefore no “underwriter” in the control person’s transaction. The § 4(a)(1) exemption is then available to the control person."

Gilligan: have the shares come to rest? Is the sale part of an ongoing distribution? [Look at seller’s intent and buyer’s access to info or power to demand info]

Step 2: If a CP is not a UW, is there a 3P UW assisting the sale?

Includes: (1) a brokerage firm assisting CP in resale (see Wolfson) and (2) any investor purchasing from the CP who may be deemed an UW if they resell w/ a view to the distribution of the securities 
Look to see if the 3P assisting CP in the resale is selling to a sophisticated buyer who can fend for themselves (Ralston purina) 
Ask whether the investor turns around and sells the securities one day after buying from the CP bc then she may be an UW

Note there’s no 502(d) forgiveness for the CP here, because Reg D only applies to issuers. And CP is only an issuer for purposes of 2(a)(11).
15) Rule 144 Safe Harbor
§4(a)(1) Safe Harbor from UW status
Rule 144 Overview

Purpose: provides a safe harbor allowing a §4(a)(1) exemption to persons holding restriction securities of an issuer (people who bought securities in §4(a)(2) transaction) and to affiliates of an issuer who seek to resell either restricted or unrestricted securities (addresses the problem of the locked in SH), and for brokers under §4(a)(4) exemption who are effecting sales of such securities, which: 

allows sale (and participation in sale) of restricted securities without becoming an “underwriter” under §2(a)(11) and won’t be “engaged in a distribution”
General Anti-Avoidance Principle: Rule 144 can’t be used for situation where structure is technically compliant, but it was created to avoid registration. There must be an intent to conduct a private sale of securities 

Note: Filing requirement: must file a Form 144 on EDGAR

Legend: restricted shares will have a legend affixed to the certificate (typically in back) but sometimes a portion of it will be in the front
To be able to sell those restricted shares, the legend must be removed. 

Affiliate: Affiliate of an issuer is a person that directly or indirectly through one or more intermediaries controls or is controlled by or is under common control w/ such issuer. This def encompasses a CP

Rule 144 is available for securities that were originally sold under Rule 4A2 – aka for any transaction compliant w/ an exemption
allows participation in sale by control persons (affiliates)

Restricted Securities: includes privately offered securities acquired directly or indirectly from the issuer or a CP, securities issued under rule 506, and securities sold under Rule 144A
Exam tip: the result of issuance of shares under Reg D is that those shares are restricted securities (aka to be sold, it requires registration or exemption), but once rule 144 is applied the shares are now freely tradeable
Non-restricted securities: securities sold pursuant to Sec Act registered offering (ex: securities acquired through the stock exchange transaction) as well as those sold pursuant to Reg A+ and rule 504 state registered offering
Holding Period: 6 months for restricted securities of Exchange Act reporting issuers and 1 year for restricted securities of non-reporting issuers. 
Holding period runs from the date of purchase from the issuer or from an affiliate of the issuer. Hence, a subsequent acquisition of stock from a CP will trigger the start of the holding period as will an initial purchase from the issuer. A Non-affiliate may tack to his holding period those of prior holders who were unaffiliated w/ the issuer
Tacking: If you have shares that are purchased by an indiv and that indiv puts it in a trust and the trust is their trust – they are the trustee – and then they transfer their shares 6 months in, we don’t have the issue of having to wait a year from that transfer date, it’s essentially from the initial purchase.
Policy: Holding period seeks to ensure that the person assumed an investment stake in the prior purchase and has not acted merely as the issuer’s conduit for a sale to the public of unregistered securities
Disclosure requirements: when talking about non-affiliates, consider their info requirements (limited for private corps, but still must have some of them) and a lot of that info is either publicly available or disclosed in the final definitive purchase agreement
For nonaffiliate selling shares of public corp -you have one year of shares that are of a public corp, it could be in a private placement, but the company is otherwise public.
For nonaffiliate selling private corp: limited info like name and directors
[image: image6.png]Non-Affiliate and
Reporting Issuer

Non-Affiliate and
Non-Reporting
Issuer

Affiliate

(or for the account
of an Affiliate) and
Reporting Issuer

Affliate

(or for the account
of an Affiliate) and
Non-Reporting
Issuer

Less than 6 mos.

No Resales
(144@(1)D)

No Resales
(144(@)(1)(ii))

No Resales of
restricted
securities (144(d)
My

Resales of
unrestricted
sccurities allowed
but must comply
with all 144
requirements

No Resales of
restricted
securities (144(d)
My

Resales of
unrestricted
securiies allowed
but must comply
with all 144
requirements

6 mos. to 1 year
Resales allowed

but 144(c) information
applies (144(d)(1)(i))
No Resales (144(d)(1)
(i)

Resales allowed but
must comply with all
144 requirements

No Resales of
restricted securities
(144@D0)

Resales of unrestricted
securities allowed but
‘must comply with all
144 requirements

1 year or more

No Resales
unrestricted

Resales
unrestricted

Resales allowed
but must
comply with all
144
requirements

Resales allowed
but must
comply with all
144
requirements





HYPOS

HYPO 1: An issuer sells shares to SH Y and SH Y is not a control person and now SH Y resells to SH Z. If the shares are sold from issuer to SH Y – then sold under issuer exemption or safe harbor and that means for SH Y that Rule 144 is available and if not available then will look at §4a1 and if CP then 4a1/2 (but here SH Y isn’t a CP)
All that SH Y needs to be worried about: info disclosure and holding period

Here Y is a non-affiliate and so Rule 144b1 deems Y not an UW and so Y’s sale to Z is separate from the issuer’s offering

HYPO 2: issuer sells to SH Y who is a CP or was a CP in last 90 days. Rule 144 is available for the trade pending 1) the holding period and 2) the number of shared to be sold. If we have compliance then shares sold to Z are freely tradeable
HYPO 3: Issuer sells to SH Y who is an affiliate and here X is assisting Y (consider X as a broker). Issue can we have a resale? Yes, we have a broker assisting and broker X isn’t an UW for the affiliate and it’s thus not a CP and so it’s fine
Rule 144: VIP: Affiliate Volume Limit
w/ respect to affiliates control person: essentially you have CP who are limited in their ability to resell (only for affiliates): 

they cannot sell the greater of 1% of the outstanding shares in the same class being sold in any 3 month period or

1% of the average reported weekly trading volume for the last 4 weks before

If public corp: you’re going to have that trading volume if it’s simply a private corp: a CP can’t sell more than 1% every 3 months which is very difficult (this is known as the slow drip method of selling)

CP can only sell through this slow drip: Why? We need to provide CP w/ ability to dispose of shares, but we need to protect investors against informational disadvantage they have and thus CP ability to sell is limited

Rule 144A

144A is not the same as 144

144A: is a safe harbor for private resales of securities to Qualified Institutional Buyers (QIB)

QIBs are entities that own at least $100M in securities and they conduct their own transactions in a separate market – no retail investor has access to it and they don’t require protection

§4(a)(7)

New resale exemption

Created to codify doctrine of §4(a)(1/2) but it’s more extensive

Even though 4a7 has been enacted and is enforced it does not remove §4a1/2 (it’s a theory that can still be applied)
Thus §4(a)(1 ½) can still be used for seller who can’t comply w/ requirements of §4(a)(7)
It has certain requirements which are to the befit of CP to resell 

No safe harbor applies to 4a7

4a7 pre-empts state blue sky law and this has same treatment as reg D and so we don’t have to worry about exemptions under state law 
2 requirements of §4(a)(7) not included in §4(a)(1 ½)
Securities must have been outstanding for at least 90 days

Information required to be provided must include certain financial statement get but no info requirments if dealing w/ the sale of shares for an issuer that happens to be public b/c if public corp all that info is already readily available, and foreign private issuers also don’t have required info
A security holder may sell to a buyer when:
The purchaser is an “accredited investor” within the meaning of Regulation D;

Seller who is selling can be a control person selling to a buyer who is an accredited investor
Neither the seller, nor any person acting on its behalf, uses any form of general solicitation or advertising;

The seller is not the issuer or a subsidiary of the issuer;

Neither the seller nor any person who has been or will be paid for its participation in the transaction is qualified as a “bad actor” under Regulation D;

The issuer is engaged in business, not in the organizational stage or in bankruptcy or receivership, and is not a blank check, blind pool, or shell company that has no specific business plan or purpose and has not indicated that its primary business plan is to engage in a merger with an unidentified person;

The transaction does not relate to an unsold allotment to, or a subscription or participation by, a broker or dealer as an underwriter of the securities;

The securities have been authorized and outstanding for at least 90 days; and

Required info (mainly for private companies)

Exact name of issuer and issuer’s predecessor, address of issuer’s exec offices, title and class of security, par or stated value of sec, # of shares or total amount of sec outstanding as of end of issuer’s most recent fiscal year, name and address of transfer agent, corp sec, responsible for transferring shares of stock certificates, statement of nature of business of issuer, names of officers and directors of issuer

Civil Liability

16) Materiality

Intro

General Rule

Rule 10b-5 – any person directly/indirectly “make untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading” … in connection with a purchase/sale 

NO GENERAL DUTY TO DISCLOSE EVERYTHING THAT WOULD BE CONSIDERED MATERIAL 

Need to look at rules which compel disclosure in particular provisions

Plaintiff has the burden of showing materiality when an affirmative misstatement or omission creating a misleading impression has been made

Material Misstatement or Pure Omission
Material Misstatement + a half truth 

Material misstatement: flat out lie

Half-truth: a select disclosure - a portion of the disclosure, which creates the appearance of something which is not in it of itself accurate. If statement suggest A but reality is B then it's a half-truth. To be accurate - you must provide hearer w/ accurate understanding

Note: half-truth isn't legal concept in sec reg - it's prof way to define what constitutes an affirmative misstatement. You can have a statement where if omitted part was also included, it'd be right that the half truth - aka you omit portion that makes corp look bad in your statement. A portion is omitted to create a different understanding 

Pure Omission ( only actionable if duty to disclose. The following situations create duties.
Rule 408 SA ’33: Duty to correct a misleading statement
Rule 12b-20: Duty to update information when changes in circumstances down the road now make the prior statement incorrect/misleading (aka duty to avoid half-truths)
Duty to Correct/update: there is a duty to correct a misleading statement 
Duty to correct can relate to error at time of statement or can relate to duty to having to update when changes in circumstances down the road now make the prior statement incorrect.

SEC mandated disclosure items: ex: form 8-K there are requirements of clear circumstances where form must be filed w/ SEC and press release made. So all of items listed in form 8-k are material
Reg s-k focuses on nonfinancial disclosures: Item 101(a) of Regulation S-K: “Describe the general development of the business of the registrant…during the past five years…Information shall be disclosed for earlier periods if material to an understanding of the general development of the business.

Rule 408 requiring disclosure of additional info necessary to make mandated disclosures not materially misleading

Duty to avoid “half-truths” – Rule 12b-20 = “In addition to the information expressly required to be included in a statement or report, there shall be added such further material information, if any, as may be necessary to make the required statement, in the light of the circumstances under which they are made not misleading.”

Antifraud liability for half-truths (material omissions)

What is material

Rule Overview

TSC Industries: Info is material if there is a “(1) substantial likelihood that the disclosure . . . would have been viewed by the (2) reasonable investor as having (3) significantly altered (4) the total mix of information made available.”

Substantial likelihood: defined as significant propensity - something more than on the balance of probabilities but definitely less than a sure thing - must be a little comfort w/ trier of fact that w/ respect to material that the disclosure would be viewd by reasonable investor as having significantly altered the total mix of info

Reasonable investor: objective test (thus idiosyncratic and erroneous belief of one particular investor is irrelevant)
Using proceeds to pay off a debt is material

Total mix: must be assessed relative to the other info available

Note: the “Total Mix” element is used more often than not as a shield by defendants to dismiss legal actions

Closer Look at Total Information from TSC definition
This leads to the truth on the market defense – where courts use the total mix formulation to dismiss suits that they perceive to be weak
Takeaway: If the material fact is already known to the whole market, then it’s already part of the total mix of info (AND THUS COULDN’T HAVE SIGNIFICANTLY ALTERED THE TOTAL MIX OF INFO) because now the market has incorporated the information despite the false information. So investor were relying on market price and thus investors couldn’t have been harmed if the market price was already unaffected by the misstatements
Longman v. Food Lion: (4th circuit opinion) Food Lion, a grocery chain, required it’s employees to meet certain goals. A union, in the middle of its efforts to unionize Food Lion’s workers, filed a complaint w/ DOL in Sept 1991, alleging the FL labor’s practice forced EEs to work “off the clock” w/o pay to meet work goals. FL made a series of releases to the public denying the union’s allegations and saying that employees who violated this were disciplined. In Nov 1992, ABC’s Primetime TV program ran an episode on FL stores, reporting on both FL’s off-the-clock work as well as unsanitary conditions. SH of FL brought a class action alleging securities fraud relating to off-the-clock work under Rule 10b-5. Class action brought for various misleading disclosures.  Class period from 1989 Annual Report to 1992 Prime Time episode. Over this time, Food Lion lied about its work practices and sanitation conditions.  (In 1989 Annual Report and press release, it said: “competitive wages, excellent benefits,” and “close attention to service and cleanliness.”  In 1991 Press Releases after Union’s complaint, it said: “clear policy against ‘off-the-clock’ work,” “nothing proven, nothing decided,” “launched investigation of allegations” and “Union was harassing Food Lion to unionize.”  In 1991 Annual Report, it said “competitive wages” and ‘stores are “clean and conveniently located.’”  In 1992 Quarterly Report, it said: “ultimate liability ‘not presently determinable,’” and “management believes Food Lion’s defenses are ‘meritorious.’”)
P argument: is that during the Class Period, FL’s earnings were “artificially inflated due to Food Lion’s widespread violations of federal labor laws and pervasive unsanitary food-handling practices” and that Food Lion failed to disclose these facts and, indeed, publicly denied them. Plaintiffs contend that the true facts were “first disclosed to the public in credible fashion” when ABC News aired PrimeTime Live on November 5, 1992, presenting “an exposé on Food Lion’s labor and sanitation practices"

"Plaintiffs’ contention focuses on the allegation that Food Lion knew about employees being forced to work off the clock and that, even though the practice was widespread, it failed to disclose it. Because such work provided productivity from employees without compensation, the plaintiffs’ theory goes, the practice illegally and artificially inflated Food Lion’s earnings."

Holding: P’s lose class action claim b/c the nature of the off-the-clock claims and the claims’ risk to earnings were in fact well known to the market before the PrimeTime Live broadcast, and therefore FL’s omissions were not material.”

Sept 1991 – the union filed suit w/ DOL about the off-the-clock work and unsanitary practice and FL came out saying it would do an investigation – "The market had a full opportunity to evaluate these claims and to reflect their risk in the market price for Food Lion stock."

"Because the market was thus informed of the union’s charges before PrimeTime Live aired, what PrimeTime Live disclosed was not material. Indeed, even the much larger problem alleged more than a year earlier by the union was not material. Food Lion settled all of the claims made by the union with the Department of Labor for $16.2 million, $8.1 million payable in each of 1993 and 1994. During the same period, Food Lion’s earnings exceeded $200 million per year. Experts on both sides agree that this settlement, reflecting a charge of less than two cents per share for each year, was not material to Food Lion’s stock price. And consistent with this conclusion, Food Lion’s share price did not drop following announcement of the DOL settlement. "
If share price does not move, the argument is that - considering the total mix of information - the misstatements themselves are immaterial. This position is strengthened by the arguments that the rumors have already introduced the allegations into the total mix of information and such allegations are baked into the price. The statements may have been misleading, but they are no longer material because the market has already considered this information.

The share price did drop after ABC's documentary aired, but this deemed inapplicable because the market has already considered this information. The only relevant period to determine materiality is the period following the public announcement of the Department of Justice settlement.

Different Tests for Materiality
If Forward-Looking information ( Probability X Magnitude

Will most likely use this test for mergers 

Materiality “will depend at any given time upon a balancing of both: the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity.”[probability X magnitude]
Probability of success that future event/transaction will be consummated – 
indicia of interest at the highest corporate levels: board resolutions, how much time /how often was this event actually discussed, instructions to investment bankers (b/c they would need to be the ones to fund the deal so instructions to them suggest it’s serious), actual negotiation, having other service providers show parties are serious about the deal and thus the deal is much more likely to occur, if other legal implications (antitrust laws) then those can be an obstacle that may prohibit consummating tractions
Exam tip: this is a test for contingent event, there future event doesn’t have to be 100% certain, still can be a contingent event and be material
Magnitude: significance to issuer ( significance of underlying event to them. 
Note: even if the probability is low, but the consequence to the issuer is extreme (for example a merger) then it can still be material

Mergers – if 2 equal corps (within their respective industry) are merging and there’s going to now be one successor entity, that’s significant for the issuer
Note: hard to apply TSC rule to forward looking info that’s why we have this test

Why different test for forward looking info? There is an inherent issue w/ TSC industries that Basic v. Levinson tried to address - how do you apply substantial likelihood when we are discussing a future event (b/c SL is greater than balance of probabilities but lesser than a certainty) b/c almost no info at that time to deal w/ total mix of info and thus application of TSC industries test is difficult when dealing w/ soft info and so SC wanted a test that could be more readily applied than the TSC test

The reason for probability and magnitude test - is to have some sort of basis for all stakeholders involved to make a reasonable determination about whether a statement made that was misleading was material - or we have material omission issue and then we ask whether there was a duty to disclose

Basic v. Levinson: Combustion wanted to acquire Basic inc, but couldn’t b/c of antitrust laws, but then FTC changes some laws. Beginning in September 1976, Combustion made inquiries of Basic. During 1977 and 1978, Basic issued three statements denying that it was engaged in merger negotiations. In December 1978, Basic reversed course, announcing that Combustion would acquire Basic for $46 per share. Basic SH brought suit and argued that Basic violated Rule 10b-5 b/c Basic denied the merger and so SH sold the stock, but they wouldn’t have if they knew about the potential merger. 

Misstatement: Basic came out and lied about Merger talks

Magnitude: a merger w/ another company is significant to the issuer 

Probability: This probability of the merger going through was changing through time – the last misstatement was more probable that the merger was going through

"Where, on the other hand, the event is contingent or speculative in nature, it is difficult to ascertain whether the “reasonable investor” would have considered the omitted information significant at the time. Merger negotiations, because of the ever-present possibility that the contemplated transaction will not be effectuated, fall into the latter category"

"Generally, in order to assess the probability that the event will occur, a factfinder will need to look to indicia of interest in the transaction at the highest corporate levels.”
here court determined that issuer would have to look at 2 factors that are kinda intertwined = magnitude affects probability. could aruge that there is some connectivity. probability the more likely a partie s are to merge, the more likely that a denial would be deemed a misstatement - but magnitude was added b/c court recognized if you’re sh of 2 companies - acquirer and target
Exam tip: What could Basic have done to not commit fraud ( never have issued a statement denying the merger and instead saying “no comment” b/c no duty to disclose merger info and saying “no comment” = silence)
Problem arises, however, if the corp only all of a sudden adopts a policy of saying “no comment” during the merger negotiations b/c then it signals something is going on. Thus, advice to issuer is too advise them to adopt a policy of saying “no comment” from the very beginning in order to avoid problems later on
Note: another way to protect issuer is to create a communications committee and to have no public communications released unless the stakeholders all sign off on it
Sixth Circuit: once a statement is made denying the existence of any facts, even such facts that might not have been material in absence of the denial are material

SC rejected this argument b/c again we don’t want to flood SHs w/ info and thus materiality must always be considered
Policy: Purpose of materiality element - is very much about figuring out what's material so investor isn't flooded w/ info that won't go to the issue of whether to buy, sell, or hold securities - but also to provide enough info so an investor can make that decision

Another way of putting that- the issuer is obligated to provide that material information where it has that obligation b/c the court wants to promote full and fair disclosure

Unnecessary info isn't promoting full and fair disclosure 

When do we NOT apply Basic test? When it’s a statement about past info like financial data
Market Reaction Test

in efficient markets materiality is defined as “information that alters the price of the firm’s stock.” “information important to reasonable investors…is immediately incorporated into stock prices.”

the absorption of the info occurs in the period immediately following disclosure.

Efficient Market Hypo
	Weak
	Semi-Strong
	Strong

	All info concerning historical prices fully reflected in current price

Theory that cap markets- somewhat efficient, but the info is generally based on historic disclosure. Idea that there new info is slowly absorbed into share price
	Current prices incorporate all historical info and current public info. As soon as any disclosure takes place it’s incorporated into market – past and present info all factored it
	Prices incorporate all info whether publicly available or not

	Implication: Prices change only in response to new info
	Implication: Investors can’t expect to profit from studying available info bc mkt already incorporated it into price
	If insiders engaged in insider trading – theory is that’s already incorporated into market (prof disagrees w/ this form)


In Re Merck: Merck had subsidiary, Medco. Medco’s business was helping pharmacies to identify insurance beneficiaries. Medco’s accounting policy: book the customer’s copayment as revenue (even though going from the customer to the pharmacy). Merck was thinking of doing an IPO of Medco. 4/17, Merck did disclose on Form S-1 disclosed for the first time the revenue recognition but not the total amount of co-payments it recognized. Then price went up. 6/21, WSJ revealed this accounting scheme and the estimated amount of revenue. The share price dropped by 12.3% between WSJ story and the end of the class period.

This was an omission (but could argue half truth b/c they listed revenue but it was misleading b/c didn’t include total amount of co-payments they recognized). In this case, after the first disclosure, the price didn’t drop. Judge looking at the time the disclosure was made, not the time the WSJ story came out (which was 2 months later.) Thus, this ‘omission’ wasn’t material
The info from the WSJ story was already available to investors (in S-1) but broken down; WSJ just did some simple math to put a few pieces together, but accounting firms should have been able to do that too.
Although on the day The Wall Street Journal reported on the accounting practice, the company’s stock price declined by more than 2 percent and the company was forced to cancel an IPO for the business unit engaged in the accounting practice, the court gauged materiality and the market reaction as of the date the information was first revealed. In effect, the court assumed the informational efficiency of the market despite the evidence that the market only responded to the accounting practice when the story had been broken by The Wall Street Journal and not when the company had first filed a registration statement for the IPO.
3rd circuit presumed a semi-strong efficient capital market hypothesis where current prices incorporate all historical info and all current public info. 
prof says if you believe that then any disclosure of information will essentially prohibit an argument later on of a material omission b/c any level of disclosure is sufficient to demonstrate/effect disclosure - aka we don't need to know the impact of the material omission or any of the economics or facts - fact that issue of total revenue was disclosed was sufficient and that was critical to this analysis
For Guttensohn, he thinks we have a weak efficient capital market – if price did not move, suggests slow absorption of info. Court rejects this though. Indicate info absorbed immediately but no affect on the price. Ultimately he thinks, revenue recognition issue not material; had it been, the price would have changed at that particular time. After the disclosure w/ the S-1 event.
17) Anti-Fraud Liability
Section 11 and 12
How §§11 and 12 Protect investors

Reduces information asymmetry by motivating accurate disclosure

Promote fair and efficient markets (to increase confidence in the capital markets)
Confidence in capital markets is necessary: we are concerned about loss of confidence in any company seeking to go public and we want an efficient and strong market

Protects retail investors who do not follow issuers as closely as institutional investors

The possibility of fraud can deter some from participating (as fraud becomes more commonplace, there will be those who choose not to participate), so the securities act has liabilities who were included in drafting of act simply to counteract the ease or incentive of an issuer to perhaps lie - to mislead, to omit (when there is a duty)

Need an incentive to counteract wanting to engage in fraud
	
	§10(b)
	§ 11
	§ 12(a)(1)
	§ 12(a)(2)

	Misstatement 
	Yes
	Yes 
	No 
	Yes

	Materiality 
	Yes 
	Yes 
	No 
	Yes 

	State of mind 
	Scienter 
	SL for issuer; (DD) 
	Strict liability 
	(Reasonable care)

	Reliance 
	Transaction caustion (Fraud on the market)
	Tracing req’t 
	No 
	No 

	Causation 
	Loss causation 
	(Loss causation) 
	No 
	(Loss causation) 

	Damage 
	unlimited
	Offering price
	Rescission 
	Recession 


Overview of §11
Focus of §11
§11 focuses on material misstatements / omissions in reg statements
2 big analytic issues for §11 ( whether P has standing and D’s due diligence defense
Standing

Who has Standing: §11(a): In case any part of the registration statement, when such part became effective, contained an untrue statement of a material fact or omitted to state a material fact required to be stated therein or necessary to make the statement therein misleading, ANY PERSON ACQUIRING SUCH SECURITY (aka meets tracing requirement) may, either at law or in equity, in any court of competent jurisdiction sue…
Tracing: Standing is available only for purchasers who can “trace” their particulars shares back to the materially defective Reg Statement.
The harm must have been done to the shares that were related to the materially defective RS
Note: this is different from Rule 10b-5 which allows both purchaser and seller to sue

Tracing isn’t an issue w/ IPO b/c it suggests a first issuance of shares, however §11 standing is difficult if we’re dealing w/ a number of secondary offerings b/c of this tracing requirement
Rationale: b/c of the damages – once shares are completely commingled and you can’t tell where the shares came from b/c you have had a # of offerings, then it’s hard to argue which shares were sold based on fraud or not and if we don’t know that then we can’t assess damages
Krim: Can’t rely on “mere probability” to show tracing. (Court found 99% not enough)

Prof: even an expert saying “almost statistical surety” isn’t enough for tracing, need expert to say it was a certainty” that bought through shares related to the materially defective reg statement (most likely IPO) and not a secondary offering 

Standing v. Reliance
Standing goes to classical issue of whether there is a justiciable case or controversy

We are concerned just that this plaintiff has / suffered a personal harm - aka has a right to file that suit

Reliance is more involved - goes to awareness of underlying violations - for example: was the P aware of the misstatement or omission etc

So they are not equal but standing and reliance look similar

Who is liable under §11?
§11(a)(1) every person who signed the registration statement

§6(a): A registration statement must be signed by each issuer, its principal executive officer or officers, its principal financial officer, its comptroller or principal accounting officers and the majority of its board of directors (CTO IS NOT INCLUDED IN THIS LIST)
Why do they have to sign: they are providing further assurances to the market as to the accuracy of the reg statement
Exam tip: the issuer technically isn’t listed as a potential D under §11. However, when you sign a contract as the CEO, the CEO isn’t entering into the K, it’s the company b/c CEO is an agent of the corp. Thus, through 11(a)(1) the issuer can be included as a defendant
§11(a)(2) every person who was a director of the issuer at the time of the filing of the part of the registration statement with respect to which his liability is asserted

§11(a)(4) every accountant, engineer, or appraiser, or any person who has with his consent been named as having prepared or certified any part of the registration statement

Limit: §11(a)(4) Experts may be liable only for those parts prepared or certified by them ( not liable for other parts of Reg Statement that they weren’t apart of 
§11(a)(5) every underwriter with respect to such security

§15: anyone who controls any person who is liable under §11 and 12
Control person: ability to direct policy and control the company ( able to ensure the corp engages in a compliant §5 registration
EX: A 40% Shareholder
§11 Damages

§11(e) allows for basic compensatory damages - your actual loss

if you have a misstatement, when that misstatement is exposed the misstatement should depress the price and so the price will go down

so compensatory damages means that the damages should be the diff b/w the price you paid and the current price (which should be lower) 

11g. P’s recovery is capped by the offering price, and s are not liable for the extra damages if the P purchased registered securities in a trading market above the offering price. idea of if no price change no damages - but that's not necessarily interpretation by all courts

11g has been interpreted differently than reinforcing 11e

If you were advising a client - you must ID that it might not be as simple as difference in share price

Sometimes 11g interpreted as to focus on aggregate sales as opposed to per share.

Ds are not liable for an amount in the excess of the aggregate proceeds

Negative Causation Defense: Allows Defendants, who bear the burden of proof, to reduce their liability by demonstrating that other causes were responsible for Ps’ stock losses
Other causes: (a) overall market and industry movements and (b) firm-specific information not related to the alleged material misstatement or omission

11(f): Ds are jointly and severally liable BUT
§11(e) UWs’ liability is capped at the total price underwritten and distributed

Ex: if an UW member of a syndicate of UWs underwrote only $10M of a $500M offering, then this particular UW would face liability only up to the $10M

§11(f)(2) outside directors are proportionately liable if they did not know of violation (where they weren’t as culpable)
So if a director didn’t know of violation, then proportionality will be applied

§11 elements

Material Misstatement/omission: must be material misstatement / omission in reg statement itself

Scienter: no mental element ( strict liability (mere fact of false statement is sufficient)
Reliance: don’t have reliance as an element, but we always look at standing 

Exception: under 11(a) there is no need to demonstrate reliance until there is an earning statement that’s released which is supposed to be within 1 year
Why is reliance suddenly part of the analysis after a year? b/c once release of earning statement (assumption those statements are accurate) then any harm or error will be exposed and so the pricing will reflect the earning statement - so if you purchase after that time can't argue that they were all at harmed

This is meant to act as an effective statute of limitations

Loss Causation: P does not need to demonstrate loss causation as an element of pleading although they should include as a way to eliminate / significantly hamper the ability of Ds to argue a loss causation defense
However, D can argue loss causation as a defense 
§11 in practice
Most anti-fraud actions are filed as class action suits

Most cases are litigated as summary judgements and if it passes the summary judgement state and it’s permitted in a class action suit, then there is a very high likelihood of settlement (aka success for the Plaintiffs) 

Why? B/c the cost to litigate and damage to the BOD tends to be too great

Thus §11 is a tool to compel settlement in major security cases

§11 Due Diligence Affirmative Defense

DD Principles
Never available to Issuer
For all others: generally, requires reasonable investigation and must hold reasonable belief AT TIME reg statement becomes effective

For non-experts of expert material: no reason to believe that the is not accurate
Definition: 
Extract of expert report: provisions that are summarized from expert reports 

How to distinguish expertised v. non-expertised? 

Expertised: audited financial statements, exhibits such as geologist’s report, attorney’s statement that these shares are authorized under state law.

Everything else is non-expertised.

Due Diligence Defense

§11(b)(3)(A): Non-Experts looking at non-Expertised portions of RS: Non-experts looking at General Provisions of Reg Statement: any portion not made by an expert oran extract of an expert report: Not liable if you did some reasonable investigation (which is tied to your role as a non-expert) and reasonably believe that the statements in the reg statement were true and free of any material omission
3 characters of the defense
Reasonable investigation

Reasonable ground to believe (objective)

Actually believed (subjective)

Ex: opinion based on facts that was not false at the time

§11(b)(3)(B): Experts looking at Expertised portion of RS: Expertised provisions = any portion made by an expert or includes an extract from the expert after reasonable investigation by the expert, where the expert has reasonable grounds to believe and does believe that when reg statement become effective there was no material misstatement or omission
§11(b)(3)(B)(i): 3 characters of the defense Part 
Reasonable investigation

Reasonable ground to believe (objective)

Actually believed (subjective)

 §11(b)(3)(B)(i): if the expert gives his expert report and it’s summarized improperly or was not a fair copy of or extract from his report or valuation as an expert, then the expert is not liable
§11(a)(4): Experts looking at non-Expertised portions of RS: Experts are only liable for the expert info they prepared, if the material misstatement / omission is in another part of the reg statement, the expert isn’t liable
§11(b)(3)(C): Non-Expertise looking at Expertised portions of RS: no investigation requirement, but just need no reason to believe something is untrue
If evidence / some personal knowledge to believe something is untrue from expert portion – then can’t use DD 

Escott Case

Escott v. Barchris: Barchris builds bowling alleys and sells them. Purchasers don’t buy for cash, but give Barchris an IOU (promissory note). Barchris sells the notes to Talcott (the factor) for a discount and guarantees the value of note. They made material misstatements in their registration statements (said they sold alleys that weren’t sold (overstate their sale), said they guaranteed 25% of notes to Talcott, but guaranteed 100% (so liabilities not accurately reflected), that all loans by corp officers to BarChris were repaid (but they weren’t), and that offering proceeds would be used for construction of a new plant, development of new equipment line and working capital (but proceeds were all used to pay off existing debt)
Holding: No one was able to use the DD defense
Step 1: Determine the parties and their roles (who are the experts) 

Step 2: When it comes to reasonableness 

If expert: what would expert do who has same role/qualification

Non-expertised: reasonable investigation that of prudent man in management of his own property

CEO: As CEO he knew all relevant facts and problems w/ financial statements – so he can’t argue reasonable belief reg statement was not misleading

Founders + Exec Officer: Court noted they lacked sophistication but Prof doesn't think there is a reasonable basis to argue - particularly if looking at reasonable standard - that someone who lacked information should then be accorded an advantage of any sort - including more deference or more likely to rely on due diligence defense - that's a problem that arises all the time - law is clear that when there is strict liability - where law provides RPP standard - the issue of the financial sophistication of director should not come into play 

Despite the court recognition of founder's lack of sophistication - they did note there were warning signs - particularly b/c serving on exec committee and their knowledge that their own advances had not been paid up. There were some instances where they should have known and they did clearly have knowledge of one item being a misstatement.

Exam tip: Having knowledge of one item being a misstatement is absolutely enough -
Treasurer and CFO: He had intimate knowledge of BarChris financials so court said He knew the underlying facts, so (i) he had reason to believe the expertised part of the prospectus was incorrect, and (ii) he must have known that parts of the rest of the prospectus were untrue.
In house counsel (who was also corp secretary and director): he was not an executive “in any real sense” but he signed an amendment to the reg statement. Court recognized he didn’t have knowledge of all corp facts, but he was secretary so he had access to corp minutes. 
Court held lawyer could rely on Peat for Expertised portions of reg statement b/c he had no knowledge of true financial statement, but lawyer got in trouble b/c he should have made a reasonable investigation and not just rely on oral representations. He had access to contracts. So he couldn’t rely on the DD defense
18)  Section 12 Liability
§12(a)(1)

Overview

§5 registration violation w/ respect to an offer or sale of a security
For example: securities were offered or sold and securities weren’t registers or securities were offered or sold before the effective period, etc
Standing: anyone who purchased security where that sale was in violation of §5 
Elements: Only requires P to demonstrate an offer or sale of security in violation of § 5. Ps only need to show that they purchased securities and that the offering was not registered. 
Material misstatement/omission: no need to argue material misstatement b/c this isn’t an antifraud matter – this is all just about a violation of §5
State of mind: another instance of strict liability ( (purchaser could purchase securities knowing it wasn’t registered or an exemption doesn’t apply and still file a complaint w/ §12(a)(1). Knowledge by the P does not matter
No causation or Reliance element
Damages: rescission (bringing the purchaser back to where they where before the transaction.

Who can be named as a D: 
Defendant must be those who offer or sell unregistered securities. Securities Act defines “sell” broadly.

Passing title: Owner who passed to the buyer is obviously selling (easy case)

Soliciting investment for defendant’s or issuer’s benefit (2 different avenues)
Participating in transaction
Pinter v. dahl

Exception: gratuitous motivation / motivated to benefit buyer
Participating: Anyone who participates in the offer or sale of the security can be named as a D (so just being part of selling group doesn’t count they must participate in the offer or sale that was in violation)
Participating:, Were they involved in road shows did they participate at all? Do we have any facts to show they encouraged the sale
However, lawyer mailing offering memorandum is insufficient b/c that’s part of their job and thus it’s ministerial activity ( ministerial activity doesn’t suggest any prompting. If something is not part of their job then it starts to suggest prompting and participating 

Pinter v. Dahl: Liability extends the seller who has privity (pass title) only to the person who successfully solicits the purchase, motivated at least in part by a desire to serve his own financial interests or those of the securities owner. (Pinter v. Dahl (holding it wasn’t dispositive that Dahl wasn’t compensated, remanded so see what his motivations were) 
Was seller trying to financial benefit himself or was he doing this as a favor to the issuer or owners?

Policy: looking at making sure we don't expose too many parties to this liability simply b/c they participate in these processes since before Sec Act was established. Court didn’t want Pinter to be overly broad
Even if you’re not compensated you can be held liable if you offered/sold for economic benefit of yourself or the actual seller

This definition is clearly intended to reach UWs and brokers either in a firm commitment or best efforts offering b/c can argue they were part of selling process

This definition also meant that seller to the UW and then the UW out would all be implicated

Exception: not included if your motivation is solely to benefit the buyer of the securities (aka you are not getting any personal gain)
12(a)(1) Defenses

No privity Unlike section 11, section 12(a)(1) imposes a condition of privity of contract between the plaintiff-purchaser and the seller-defendant. Therefore, a common defense to a section 12(a)(1) action is that no privity of contract existed. 

Example: Issuer sold to A, who resold to B, who resold to C (a broker), who resold to the plaintiff. Because the plaintiff is in privity only with C, C is the only person against whom the plaintiff can bring a section 12(a)(1) action. Consequently, if C were found not to have violated section 5 (even though A and B had committed violations), plaintiff could not sustain a section 12(a)(1) action.

12(a)(1) Damages

This depends on whether P still owns securities or sold them

If P still owns securities: Damages will be rescission: P can recover the full purchase price, everything is brought back as if the transaction didn’t take place
Consideration (+interest) – income received

If P no longer owns securities then rescissionary damages: difference b/w purchase price and sales price (aka the loss)
Consideration + (interest) – amount sold and income received

§12(a)(2)

Overview
offers or sells a security by the use of any means or instruments of transportation or communication in interstate commerce (aka CANNOT sue b/c of a discussion in person ( need interstate commerce: phone, email, etc)
Anyone who offers or sells a security through a prospectus and oral communication (but remember there is an interstate element) is liable for rescission provided the person did not know about the misstatement or omission at time of the purchase
A seller can always cure a material misstatement or omission by informing the purchaser before the sale is completed

Focuses on material misstatement or omissions in prospectuses (§2(a)(10)) and oral communications (that relate to prospectus) at the time the prospectus is used (AKA NOT IN REG STATEMENT). Not concerned about state of mind on effective date. We are concerned about info that is available to the purchaser at the time of the purchase.

If material misstatement in private placement b/c that’s not a §2(a)(10) prospectus document then you CANNOT sue under §12(a)(2)

Standing
Standing: Plaintiff must have purchased from statutory defendant

Rule 159A: if issuer sells through a firm commitment public offering, buyers can sue issuer, even though not in privity with issuer (bought from underwriter)

Issuers are implicated under Rule 159 in §12(a)(2), but Rule 159 omitted stating issuers would be liable for §12(a)(1), thus issuers still aren’t liable for §12(a)(1)
Elements

Interstate commerce: b/c the transaction will always involve interstate commerce in some aspect this is usually always met ( you look at the entire transaction – there is always a point where there was an email sent or phone call etc
Material misstatement or omission: yes

State of mind: strict liability

Note: reasonable care defense that can be argued by D
Reliance: no

Causation: loss causation

Damages: rescissionary damages

Defense

Loss Causation defense (like §11) it would be unfair to issuer to be found liable for losses (aka shareprice dropping) where shareprice dropped for reasons other than material misstatement or omission
19) 1934 Exchange Act
Overview

Disclosure Requirements

1933 Securities Act only mandates disclosures when selling securities; however the 1934 Exchange Act requires ongoing disclosure obligations for “public companies”

Once a corp reaches public company status under the Exchange Act, they must comply w/ different disclosure requirements unless they meet the requirements for termination
Once a corp satisfies termination then they no longer have to file continuous disclosure requirements
It was enacted b/c Sec Act only dealt w/ public offering and the initial stages - it didn't regulate any of the actors in secondary markets - so huge gap in legislation 

Exchange act came to fill gap and other issues

The EA regulates disclosure for tender offers - 50% or more of corp

Disclosure for soliciting shareholder votes and proxy materials (all for public corps) 

EA also regulates Mergers and Acquisitions for public corps

Also prohibits insider trading 

And it sets the requirements for registering under the exchange act itself to become a reporting issue
3 Independent Triggers for Corps to become a Public Corp
§12(a) & (b)
National Exchange Category
Trigger: 12(a): listed on national exchange or Issuers can opt in to be subject to exchange act under 12(b)
Reporting Requirement: 
§13: Reporting Requirements

Event-based 8-K

Annual 10-K

Quarterly 10-Q

§14: Proxy / Tender Offer Rules

§16: Short Swing Profit Rules

Sarbanes-Oxley Provisions

Regulation FD

Termination: delist from the exchange (which may hurt the issuer’s liquidity and send a negative signal about its future prospects)
Note: even after delisting, the corp must still avoid the §12(g) trigger
§12(g)
Issuer Size Category
Trigger:
(1): assets over $10M 
(2)(a) class of equity securities held by at least 2k people +$10M in assets OR (b) > 500 SHs of record that are not accredited investors (and having more than $10M assets will most likely be met if > 500 not accredited investors
Exception: “held of record” does not include securities held by people from exempted securities (Ex: Regulation crowdfunding) 
Reporting Requirement:
§13: Reporting Requirements

Event-based 8-K

Annual 10-K

Quarterly 10-Q

§14: Proxy / Tender Offer Rules

§16: Short Swing Profit Rules

Sarbanes-Oxley Provisions

Regulation FD
Termination: (1) <300 shareholders OR (2) <500 SHs &< $10M in assets for 3 years 
Corps typically have a hard time achieving the under $10M in assets, so you should advise a corp to have <300 SHs
§15(d)

The registration statement category (Most commonly applied provision)
makes private placement more attractive

Trigger: Once a corp registers their reg statement w/ SEC, they become a reporting issuer under the Exchange Act

Thus, to become a 15(d) reporting issuer – the corp would file a Form S-1 or Form S-3

Disclosure Requirements: periodic filings and Sabanes Oxley Act
periodic filings, but not subject to proxy solicitation, tender offer, or short-swing profit provisions of the Exchange Act

Termination: (1) <300 shareholders OR (2) <500 SHs &< $10M in assets for 3 years AND 1 year post-offering
When must a company disclose?
Integrated Disclosure

The SEC’s integrated disclosure system provides a consistent set of dislcosure requirements for both the Securities Act and the Exchange Act. These requirements are in Reg S-K and Reg S-X (which determine the content for reg statement, prospectus, offering circulars etc
Reg S-K: requirements for non-financial info include description of the business, properties it holds, disclosure relating to compensation of officers and directors and the securities they hold, material contracts, legal proceedings descriptions, etc
Reg S-X: content for financial statements

All 3 documents (Form 10-K, 10-Q and 8-K) filed through EDGAR (online filing system)

Note: any time a corp issues shares even in private placement, corp must obtain an account w/ Edgar b/c corps need to do a form D filing. 

Edgar provides almost immediate disclosure - so when filing is done it's posted relatively quick so it ensures if there is issue w/ disclosure and it needs to be disclosed quickly we file w/ EDGAR and then we can have notice to public at large quickly

Annual Report ( Form 10-K
A public corp must file a form 10-K every year. 

Intended to give a complete picture of the corp’s business, with narrative items drawn from Reg S-K requirement (see above for requirements)
The filing requirement is strict and if the deadline is missed that can result in action by regulators. The financial statements must be audited and there are a # of provisions that are required that provide investors of where they are (earnings) and where corp is going (forward-looking info in Management Discussion and Analysis of Financial Discussion and Results of Operation, MDA, section)
MDA section supplements the financial disclosures in the 10-K specified by Reg S-X and it provides management’s explanation of the corp’s performance in the past year. 

"Companies are also required to disclose “known trends or uncertainties” that the issuer “reasonably expects” to affect the firms’ liquidity, capital resources, net sales, revenues or income in the future."
Quarterly Report ( form 10-Q

quarterly filing - these financial statements aren't audited and financials are more basic just update of where corp is going - and will include comparisons of previous year in same quarter and will demonstrate improvements over prior quarter
Note: big difference b/w 10-K and 10-Q is that 10-Q doesn’t require an audit
Under Sarbanes-Oxley Act (SOX) Both 10-K and 10-Q must be certified by the corp’s CEO and CFO who must attest that:

They have reviewed the rport

To the best of their knowledge it does not contain misstatements or omission

The financial statements fairly present in all material respects the issuer’s results and financial conditions; and
They have reviewed the financial controls of the issuer and disclosed to the company’s auditors and audit committee any weaknesses in those control

This SOX requirement to have CEO and CFO sign does 2 things
it focuses the CEO and the CFO on the need for accuracy in reporting. These officers are unlikely to skimp on resources for financial reporting if they have to sign off on the results. 
it reduces the ability of the CEO and CFO to claim ignorance of misstatements or omissions in the periodic reports
Event-focused Disclosure

Unless otherwise specified, a report must be filed w/in 4 business days of the specified event

Relationship b/w materiality and 8-K? 

Not everything that is material is required to be disclosed in 8-K. This list represents the SEC’s ex ante interpretation of materiality, but there may be more things that are not required by 8-K that are material

Definitely ned to disclose under 8-K if:

Change in corp’s auditors

Departure of principal/officer b/c of a disagreement on any matter relating to the registrant’s operations, policies or practices ( then must disclose brief description of the circumstances around that disagreement as well as announcing the resignation (In the matter of Hewlett-Packard)
Conclusion or notice that security holders no longer should rely on company’s previously issued financial statements or related audit reports

This is when outside auditors come in and find out more info from the issuer and then disclose that a previous financial statement that was filed can no longer be relied on 

Disclosure required to comply w/ Reg FD
Catch-all: anything the issuer believes to be material

	1. Registrant’s Business & Ops
	· Entry into, a material amendment to, or termination of a “material definitive agreement,” defined as contracts outside the ordinary course of business

· Filing of bankruptcy or receivership

	2. Financial Info
	· Completion of acquisition or disposition of assets constituting >10% of total assets

· Results of operations and financial condition (if disclosed by press release bf filing of 10-K or 10-Q)

· Creation or triggering of an off-balance sheet arrangement

· Costs associated with exit or disposal activities, including termination benefits for employees, contract termination costs and other associated costs

· Material impairments to assets such as goodwill

	3. Secs & Trading Mkts
	· Receipt of notice of delisting or transfer of listing

· Unregistered sale of equity secs

· Material modifications to rights of secs holders

	4. Matters Related to Accountants and Fin Statements
	· Changes in company’s outside auditor (and reason for change)

· Notice that previously issued financial statements or audit reports should no longer be relied upon

	5. Corp Governance & Mgt
	· Change in control
· Departure or election/appointment of directors or principal officers
· Amendments to articles of incorp or bylaws

· Changes in fiscal year

· Temporary suspension of trading under employee benefit plans

· -Amendment to registrant’s code of ethics or waiver of reqs of code

· Change in company’s shell corp statuts

· Info related to submission of matters to a vote of the corp’s security holders

	6. Asset-Backed Securities (ABS)
	· Certain info and computation materials related to ABS (didn’t discuss much in class)

	7. Regulation FD
	· -Any disclosure req’d to comply with Regulation FD

	8. Other Events
	· -At issuer’s option, anything issuer thinks would be of interest to the security holders 

	9. Financial Statements & Exhibits
	· -For businesses acquired by registrant


In the matter of Hewlett-Packard Co: Hewlett-Packard Company (HP) (defendant) found out that a board member was leaking information from confidential board meetings to the media. Mr. Perkins (a director) believed he had agreed w/ Chairman of the Board to privately ID the person leaking the information and discuss it w/ them to stop leaking the info and then tell the rest of the board the matter was taken care of all w/o telling the rest of the board the ID of this person. However, the Chairman then believed he should present the investigation findings to the whole board. The bad actor board member was given a chance to respond to the allegations at the meeting and explain his conduct. He then left the room for the other directors to deliberate. Perkins then voiced his strong opposition to the way this was all being handled ( reiterating that everything should have been done confidentially with this bad actor director. The board then wanted to vote to have the bad actor director resign, and Perkins again voiced his disagreement – stating the infraction was minor and he made significant contributions to HP. After the rest of the board voted to have the bad actor director resign, Perkins stated he was upset again and then Perkins resigned. The bad actor director then declined to resign that day
HP filed Form 8-K stating Perkins resigned, but didn’t disclose that there was a disagreement w/ the company. HP also a press release stating Perkins resigns w/o disclosing the reasons why there was a disagreement. HP thought they didn’t need to disclose the reasons for why Perkins left b/c he only had a disagreement w/ the corp’s chariman and not w/ the company on a matter relating to the company’s operations, policies, or practices.

SEC disagreed and said the disagreement was related to corp operations, policies, or procedures b/c it involved the decision to present the leak investigation findings to the full board and the decision by the majority vote of BOD to ask the bad actor director to resign. Thus, Perkins’ disagreement related to important corp governance matters and HP policies regarding handling sensitive info

20) Regulation FD

Overview

Problem of selective disclosure 
Corps communicate w/ investing public outside of the mandatory disclosures through voluntary disclosures such as press releases, analyst conferences, and investor relations personnel’s responses to questions. 

Ex: most public corps don’t wait for filing of 10-Q to announce earinings for prior quarter and use a press release instead

In 1990, SEC became concerned that corps were selectively disclosing info to certain favored parties rather than disclosing the info broadly through a press release or other public media and as a result, some investors were receiving material info sooner than others
Reg FD was SEC’s response to the problem of selective disclosure 

Purpose was to promote full and fair disclosure of info by issuers (which includes holders of securities of issuers and those who are interested in purchasing securities)

Reg FD regulates the manner by which companies disclose material info, not its contents

Scope focuses on those who are prohibited from selectively disclosing material nonpublic info and those to whom such selective dislocure is directed

General Principles of Reg FD
Prohibition for intentional “selective disclosure” of an issuer-related material fact to persons likely to trade on the info before informing the public
In any case of inadvertent disclosure of an issuer-related material fact, the issuer must promptly and publicly report that fact

If an issuer remedies inadvertent disclosure as required under the rule – then there is no non-compliant activity 

Gun-jumping rules supersede Reg FD

Exam tip: a breach of Reg FD does not result in a claim under 10b-5, there is no antifraud liability and there is no affect on reporting status of issuer itself
Analytic Framework for Reg FD

Step 1: is the issuer a 1934 Exchange Act reporting issuer? 
If it’s a private issuer then none of this applies

Step 2: is the info truly non-public ( have there been other previous statements that serve as sufficient disclosure?

Confirm that the info itself is truly nonpublic

Step 3: are the representation/ info itself material

Step 4: was the disclosure made to a covered person

Step 5: do the facts demonstrate an intentional or inadvertent disclosure? 
Step 6: was the info disseminated through a form 8-k filing or press release either immediately w/ or promptly after to ensure compliance. 
Reg FD Definitions

Rule 100(a): “Whenever an issuer (not including foregin private issuers), or any person acting on its behalf, discloses any material nonpublic information regarding that issuer or its securities to any person described in paragraph (b)(1) of this section (AKA a covered person), the issuer shall make public disclosure of that information as provided in Rule 101(e):

simultaneously in the case of an intentional disclosure

promptly in the case of a non-intentional disclosure

Covered Persons: reg FD prohibits selective disclosure by issuers to these covered persons
Who is a covered person: indiv or entity, that’s “likely to trade on the info” (broker dealers, regulatory investor advisors, security analysts, institutional investors)
Exception: none of these people are a covered person if they are subject to a confidentiality obligation to the issuer (maybe b/c of fiduciary duty, or contractual obligation). Why? b/c then issuer took reasonable steps to protect that information
101(A): Intentional: not just knowing, but also reckless and not knowing. So this strongly suggests that gross negligence = intentional 
Ex: CFO of US reporting issuer is given a script to read to institutional investors at a private conference. The script contains prior revenue numbers that the CFO thought were disclosed in a press release the day before. The CFO was wrong and no such press release was made

This is not intentional: b/c facts that CFO clearly thought info was public – so here the remedy and comply w/ reg FD the issuer must make public disclosure w/in 24 hours or next opening days of NYSE
When does Reg FD Apply?
In General: if a disclosure of material nonpublic info is made by a regulated person and to a regulated person, the issuer must simultaneously (in the case of intentional disclosure) or promptly (in case of inadvertent disclosure) make the information public

Applies to: 1934 reporting companies or statements made on behalf of 1934 reporting issuers
Ex: CEO of US reporting corp secretly tips her brother aout upcoming revenue numbers and brother trades on the info. Here CEO isn’t really speaking on behalf of the corp but is instead breaching her firduciary duties so not violation of Reg FD (this is more insider trading violation)

Note: disclosure not regulated by Reg FD if it’s a private issuer 

Persons to whom disclosures are subject to regulation: disclosure is subject to reg FD if made by the issuer or by a regulated person in tis behalf to:
Broker-dealer, investment advisor, investment company, persons associated with above, holders of the issuer’s securities, if it is reasonably foreseeable that the holders will buy or sell securities on the basis of the disclosed information.

Applies to issuer disclosures (1934 Act reporting companies)  of material, nonpublic info to specified market professionals, as well as security holders who it is “reasonably foreseeable” will trade on the basis of the information. Rule 100(b)(1). 

Reg FD Exceptions (non-exhaustive) 
Person who owes duty of trust or confidence to the issuer [Rule 100(b)(2)(i)] 
Directors, officers, and temporary insiders of the issuers
Person who expressly agrees to maintain confidence [Rule 100(b)(2)(ii)] 
Certain communications for most registered securities offerings [Rule 100(b)(2)(iii)]
Securities Act Release 8591: Reg FD will not apply to disclosures made in the following communications in connection w/ a registered securities offering that is of the type from the Regulation
A reg statement filed under Sec Act (including a prospectus)

A free writing prospectus

Any other section 10(b) prospectus
A notice permitted by Rule 135

A communication permitted by rule 134

An oral communication (see 433 and 405 and road shows)

SEC v. Siebel Systems: the SEC suffered a setback in a judicial enforcement action against a company and its CFO for positive statements made privately to institutional investors about the company’s business activities that were at odds with previous negative (and public) statements by the company. SEC v. Siebel Systems, Inc., 384 F. Supp. 2d 694 (S.D.N.Y. 2005). The court concluded that the CFO’s statements had already been disclosed (or were available) to the public, in the process chiding the SEC for being too linguistic and for chilling company disclosures. The court pointed out that the earlier public statements had anticipated favorable results and the CFO merely confirmed what had been said. The court, however, did not address the fact that investors privy to the CFO’s statements bought the company’s shares, causing the stock price to surge. In short, the market’s reaction to the private information suggested its materiality, even though the court’s linguistic parsing came to a different conclusion!
21) Insider Trading under Rule 10b-5
Introduction 

Overview

Trading on material non-public info of a public corp

Theory: in silent IT, the D isn’t liable unless insider, tippee or missappropriator

Tippee – someone who receives insider info from an insider or another tippee
In Tipping: insider doesn’t trade – but gives 3rd party, material nonpublic info and that 3rd party trades on that 

Classic Theory: When a corp’s insider trades on info obtained from that corp in the course of that insider’s duties and that insider trades in the corp’s shares or the insider discloses that information to others in breach of that person’s own fiduciary duties and then that recipient who they gave the info to subsequent traded on that info
A corp is also prohibited from purchasing or selling its own securities while enjoying nonpublic material info advantage to outside investors 
Focuses on insiders trading 

Misappropriation: This applies when info that’s subject to a fiduciary duty of confidentiality is used for trading and securities w/o disclosing to the owner of the information that the info is being used for trading. Under this theory – the 
Deception: both classical theory and misappropriation focus on the deception element of 10b-5, but rule actually says nothing about IT but SEC has used litigation to say that IT is classic example of deception
Rule 10b-5: It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange

To employ any device, scheme, or artifice to defraud,

To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or

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

In connection w/ the purchase or sale of any security.

Policy: IT is a threat to capital market b/c (a) it decrease confidence and (b) it transfers a trading advantage to select people (insiders) and (c) it undermines investor rights to information and so the proliferation of IT cases can cause retail investors to exit market, thereby reducing pool of investors and causing those who remain to continue to press for inside info
IT is contrary to SEC’s objective of full and fair disclosure 

Protection of integrity of markets

Business property rationale: investors have equal right to such info and thus needs prohibition

Classical Theory

Rule

A person violates Rule 10b-5 through silence (omission) if there is a duty to disclose arising from a relationship of trust and confidence b/w the parties to a transaction. 
No duty if the person who traded on inside info was not the corp’s agent, fiduciary, or a person in whom the sellers of the securities had placed their trust or confidence (Chiarella)
If one party to a transaction involving purchase or sale of a security occupies a fiduciary relation, or similar relation of trust and confidence to the other party, Rule 10b-5 imposes an affirmative duty of disclosure of material, nonpublic info that may affect the security’s value known to him and unknown to the other party. Absent the requisite disclosure, the fiduciary must abstain from trading
Chiarella: Chiarella worked as a printer for Pandick Press. Pandick’s business was printing financial documents, including announcements of corporate takeover bids. Chiarella was able to deduce the identity of the target. Chiarella used this knowledge of the bids to acquire shares in a number of the target companies. He then sold the shares after the bids were announced, earning around $30k. C was charged violating Rule 10b-5. SEC argued merely having inside info gave rise to a duty. 
Holding: C did not violate R10b-5 b/c deception is an essential element of §10b violation

What renders silence deceptive: one who fails to disclose material info prior to the consummation of a transaction commits fraud only when he is under a duty to do so. And the duty to disclose arises when one party has information that the other party is entitled to know b/c of a fiduciary or other similar relation of trust and confidence b/w them
Chiarella was not a corp insider of the target and received no confidential info from the target (Chiarella was employee of the financial printer, not of acquirer or target) and thus he had no duty to disclose and so he wasn’t subject to liability
Jury was instructed that Chiarella should be liable if he knew that he had access to info to which others did not have access
Element of Scienter: C needed to know that he had access to info that he should not have had – if he was using it, that he was inappropriately using that info
Chiarella court refused to recognize a broad and general duty to disclose all nonpublic, material info to others in the secondary market (Congress would have to amend law to make that clearly illegal conduct)

Chiarella Takeaway: The question to ask is whether Chiarella owes a duty to the SHs of the target corp or the Target corp itself (the counterparty of this transaction). Here, Chiarella purchased securities in the target corp that wasn’t his own client and so there was no pre-existing duty/relationship b/w the alleged insider (Chiarella) and the counterparty (the target corp)
Tipper and Tippee Liability

Rule

Liability: when an insider is reckless/knowing and gives material non-public info from a public corp to a the tippee, the TEE can inherit the duties owed by the insider if the insider breached his fiduciary duty to the SHs of a corp by deriving a personal benefit (directly or indirectly) and the TEE knew or should have known about that breach
A tipper is not always an insider, a Tippee can become a tipper as it passes on the info to others

Analysis will try to look for some form of deceit

Personal Benefit Test: The test is whether an insider personally will benefit, directly or indirectly, from his disclosure. 
Personally benefit could be pecuniary gain or reputational benefit that will translate into future earnings (must be some benefit to the insider providing that infor

Salman v. US: intent to benefit a friend or relative (and oneself) is sufficient to satisfy the personal benefit analysis of the IT test. 

Although US v. Martoma expanded this test and says insiders don’t require a meaningful relationship w/ tippee to infer a consequential personal benefit (however this is 2nd circuit and this case had strong dissents, so this isn’t definitive) 
Ex: (1) Giving to friends /family, (2) Exchanging stock tips, (3) Tipping out of revenge

Absent some personal gain, there has been no breach of duty to stockholders. and absent a breach by the insider, there is no derivative breach by the tippee.

Tippee Liability: Objective test – whether tippee should have known insider violated the law 

A tippee simply receiving nonpublic and material info from an insider does not trigger a fiduciary duty on the part of the tippee
Timeline: Tippees are liable under 10b-5 only if they are “participants after the fact” in the tipper’s own breach of his fiduciary duty
Dirks v. SEC: Secrist is a former officer of Equity Funding of America and he has info about massive fraud at the corp. S doesn’t trade, instead he tells Dirks about the fraud b/c he wants Dirks to investigate the fraud and then to disclose it publicly. Dirks investigates, finds fraud, and tells his own clients to trade their shares in EFA. During this 2 week period when Dirks is telling clients about Secrists’ charges, EFA’s stock falls from $26/share to $15/share. SEC says insider trading. However, Dirks owes no duty to EFA only Secrist does. Issue was whether Dirks violated 10b-5 by passing inside info of the fraud to his clients
Holding: No, Dirks as a tippee of Secrists’ info owed no fiduciary duty to EFA’s SHS, Dirks took no action to induce issuer SHs that he had relationship of trust of confident, there was no reasonable expectation that he would keep info confidential, and no reason to believe that the info Dirks received was in violation of securities regulation (Dirks wasn’t aware of any breach)  

Personal Benefit Test: 

Although Dirks didn’t owe a duty to EFA (no affiliation to them), court says Dirks will inherit Secrist's duty if Secrist breached his fiduciary duty and Dirks knew of that breach (it can be constructive knowledge).

Here, Secrist did not breach fiduciary duty b/c he didn’t make the tip to get a personal info, he just wanted the world to know about this fraud, thus Dirks can’t inherit the duty

Court also says that if the duty applied to Dirks, then can continue to apply the test and go down the chain, but if go further down the chain, harder to know if there was a breach of duty (for constructive knowledge)

Clients that are one step removed might not be aware of what secrets should or should not have been shared and there is no duty on them to investigate

Dirks case also tells us who are insiders who are subject to classical insider trading prohibitions (Chiarella insiders) ( when someone can be a constructive insider

brings in more people than just officers/employees of a company

Anyone that the issuer brings in and provides information to w/ expectation that that information will be kept confidential, that person is an insider for insider trading purposes

Ex: if lawyer for a corp learns material nonpublic info about company - this lawyer has same disclosed / abstain duty that officer of company has

Misappropriation
Rule

Fiduciary trades using misappropriated info: Agent trades using confidential information acquired during agency for the agent’s own benefit without telling the source of information (person giving the information rather than the SHs of the company/issuer) ( this is the “deception” needed for 10b-5 (aka violating pre-existing duty of trust and confidence)

Deception: fiduciary who pretends loyalty to the principal while secretly converting the principal’s information for personal gain dupes or defrauds the principal  - and this satisfies the “in connection w/” element for 10b-5
Focuses on someone exploiting a piece of info that he shouldn’t have exploited w/o telling the person that provided that piece of info

Trading info breaches confidence to the source of info (O’Hagan) ( when fiduciary uses that information to purchase/sell securities w/o telling the source the info
Not a breach of fiduciary duty to the SHs of the company of which securities is being traded
Exception: If the outsider trader discloses the trades to the source before trading, there is no deception and there is thus no 10b-5 violation 
If you have misappropriator inform issuer of their impending actions then that individual is no longer engaged in deception 

Exam tip: Just have to disclose, don’t need permission after you disclose

The misappropriation theory complements the classical insider trading’s reach in stopping the use of non-public material info being selectively disclosed. It targets abuses by outsider traders that may threaten the integrity of the market
Examples of relationships of trust and confidence where you are not supposed to exploit information (AKA misappropriate) that you learn w/o telling your source

person agrees to maintain info in confidence (O’Hagan)

persons have a history/practice of sharing confidences, such that the recipient reasonably should know that person communicating info expects him to maintain confidentiality; (Salmon) or

info is obtained from a close family member, unless recipient shows that history/practice indicates no expectation of confidentiality. (Salmon)

US v. O’Hagan: O is a lawyer for Grand Met and learns of their tender offer to Pillsbury and decides to purchase call options in Pillsbury. O violated 14e-3 (illegal to trade securities of corp that will be subject of a tender offer), but SEC argued he violated rule 10b-5 too

If applied Chiarella version of 10b-5, O walks free b/c he traded Pillsbury security and he doesn’t owe a duty to Pillsbury or their SHs (he owed a duty to Grand Met)

When O traded on stock of P, he breached a duty he owed to GM by trading on P security w/ conf info he got from GM. This was the deception needed for 10b-5. Here the deceived party was GM b/c O used their information to trade w/ P. Would have been different if O told GM he was going to trade on their info and GM said it was ok.

If O only told law firm and law firm said nothing – then we have an issue of joint and several liability b/w law firm and O personally 
How can we advise clients to avoid being captured by misappropriation theory?
By disclosing it to the issuer 
How does the misappropriation theory satisfy the “in connection w/ the purchase or sale” requirement of 10b-5?
In connection w/ purchase or sale is satisfied if the purchaser or sale coincides w/ the breach of fiduciary duty to the source of the information (very low bar) 
Need facts to demonstrate timeliness but not necessarily a direct link

In O’Hagan this is met b/c O’Hagan expected to profit through misappropriation from security purchase and expecting a profit is sufficient to establish this element.

22) Section 9

Overview

In General

§9 bans manipulative activities that are fraudulent, but allows, within regulated limits, certain activities that, despite being susceptible to manipulation, may be important to the efficient functioning of securities markets. 
§ 9 prohibits wash sales, matched orders, manipulative transactions, touting, tipster sheets, and other misrepresentations
Wash Sales: Traders engaged in a wash sale or matched orders essentially sell securities to themselves, creating an illusion of elevated trading volume.

As both the buyer and the seller in a transaction, a trader in a wash sale or matched order can progressively raise the price in the transactions in the hope of influencing the overall market price. 
§9(a)(1) prohibits wash sales and matched orders effected for “the purpose of creating a false or misleading appearance of active trading in any security registered on a national securities exchange, or a false or misleading appearance with respect to the market for any such security"

“Purpose” means that the wash sale or matched order must have been done with scienter for the purpose of creating a false or misleading appearance of active trading for liability to attach"

§9 also regulates stabilization tactics, options, and practices affecting secondary market volatility. Section 9(a)(2) prohibits manipulative activity on national securities exchanges"

Exam tip: Unlike § 10(b), § 9 explicitly provides both for SEC enforcement and a private right of action. Under § 9(e), the plaintiff class is limited to those who bought or sold securities on a national securities exchange at a price that was affected by market manipulation, with damages measured by the change in price"
Thus, if you have a 10b-5 claim, you may be able to argue §9 as well

Note that although 10b-5 doesn’t explicitly allow for a private right like §9, courts have determined 10b-5 to allow for a private cause of action

3 Elements under §9(a)(2)

engaging in a series of transactions in any security registered on a national exchange creating actual or apparent active trading in such security, or raising or depressing the price of such security 
carrying out these transactions with scienter 
transacting for the purpose of inducing the purchase or sale of such security by others"
Note: These elements have been interpreted broadly. 
For example, a “series of transactions” can include bids, purchases, sales, and short sales. Courts have held that as few as three transactions constitute a “series.”
23) Rule 10b-5 Overview
Overview

Summary

When you have a 10b-5 analysis - your arguments can go a long way - at end of day you can be right and still not win simply b/c judge has a different perspective

Big takeaway from these cases: if there is a defendant that is in the wrong - they are a bad actor no doubt about it- chances - it'll be easier for P to argue all the elements

When developing arguments under 10b-5 you have a lot of latitude b/c tests are vague
Section 10 of Exchange Act

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

(b)  To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, . . . any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.

Takeaway: It is only a violation under Section 10 if you are being deceptive under the rules.  

This is not a standalone statute – it requires the SEC to develop an applicable rule and that’s where Rule 10b-5 comes from

This antifraud provision is fairly expansive. It doesn’t only concern securities by a public issuer, even exempt securities are still included in this definition.

Rule 10b-5

Rule 10b-5: “It shall be unlawful for ANY PERSON, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange—

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

Called Scheme Liability

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

Called Classic Material Misstatement or Omission

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

in connection with the purchase or sale of any security
Defining Rule 10b-5’s elements
Interstate Commers

Interstate Commerce: this is the jdx nexus – the interstate commerce requirement is not connected to the deception itself ( can happen anywhere along the way as long as this element is met 
This is difficult to avoid b/c someone during the process will trade on the Exchange, write an email, talk on the phone etc.
the fraud/deceit/deceptive device must be in connection w/ purchase or sale of security – has to be part of the trade somewhere along the way
10b-5(a)

10b-5(a): To employ any device Scheme, or artifice to defraud

A device is simply that which is devised or formed by design

A scheme is a project, plan or program of something to be done

An artifice is an artful stratagem or trick 

Idea: really broad provision – trying to capture as many methods of a scheme as possible
Essentially: it’s simply “to employ any sham”

Types of schemes/devices that are prohibited

Artificial price control (artificially affecting the price of security)

Falsifying financial statements

Pump and dumps (use of promotional material or trading activity to inflate the price, with sales at peak pricing)

Matched trades (“wash sales” - sales in which a manipulator acts as both buyer and seller to give the appearance of actual trades without assuming any actual risk) 
“Painting the tape” (create appearance of numerous trades with same participants to assist in pump and dump)

Painting the tape/ramping - is part of pump and dump - so just the act of having all these traders trading to hype a stock, that alone is artifically raising the value of securities and that alone is prohibited activity and you don't need to prove the entire pump and dump

Painting the tape: either trading to increase the value of the stock or you have those traders pushing a number of rumors so others unwittingly increase the value of the stock

Price rigging (“price fixing” - participants on the same side in a market buy or sell securities only at a fixed price or control supply and demand to maintain the market conditions that result in a fixed price

Ponzi schemes (quick payments to investors in a nonexistent enterprise from money invested by later investors; not a pyramid scheme which focuses on right to sell a product or receive rewards)

Ponzi scheme: where investors invest in hopes of obtaining some future profit
Pyramid schemes, in which participants pay money to the company in return for the right to sell a product, or receive rewards

Pyramid scheme: where investors profit by bringing in other victims - they may be a victim themselves
10b-5(c)

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

Exam tip: Similar to 10b-5(a) so on exam should be able to argue both, but (c) was created to ensure market manipulation was included in 10b-5

Proper P and D of Rule 10b-5(b) Civil Claim

Standing ( 
Rule: You must be an actual purchaser or seller to have standing
Must demonstrate a link to purchase or sale (but the fraud doesn’t have to occur at that particular time ( this is just the test for standing 
Different from §§ 11, 12(a)(1), and 12(a)(2) where only the purchaser can sue 

Who CANNOT be a plaintiff

potential purchasers who didn’t buy b/c of gloomy predictions/omission of favorable material. 

actual SHs who said they decided not to sell (Can circumvent by derivative suit)
SHs, creditors, and others who are harmed by insider activities in connection with the purchase or sale of securities (Can circumvent by derivative suit).

Blue Chip Stamps v. Manor Drug Stores: Old Blue Chip filed a consent decree w/ gov where they reorganized the corp to be merged into a new corp: Blue Chip Stamps (New Blue Chip). "The holdings of the majority shareholders of Old Blue Chip were to be reduced, and New Blue Chip, was required under the plan to offer a substantial number of its shares of common stock to retailers who had used the stamp service in the past but who were not shareholders in the old company." NBC then conducted a public offering: registered w/ SEC and delivered prospectus pursuant to §5 of Act. Respondent argued: prospectus was materially misleading to be pessimistic and NBC intentionally did this to discourage respondent + others from accepting what was intended to be a bargain offer, so that the rejected shares would later be offered to the public at a higher price. Respondent then relied on this false and misleading prospectus and chose not to purchase shares.
Holding: court rejected a claim brought by Ps who claimed they had been deceived into not buying shares in Blue Chip. To have standing, the P in a private action mut have actually been a purchaser or seller
Policy: Court was worried that expanding the class of Ps to whom Rule10b-5 would be available would multiply the potential for frivolous suits and would encourage vexatious litigation 
History: SEC even asked Congress to Amend §10b to add “or any attempt to purchase or sell any security” but Congress didn’t adopt this amendment for fears of the extension of civil liability this would cause. Thus if C looked at the proposed language and didn’t adopt it, they clearly intended 10b-5 to remain narrow
SC also looked at section 17a and noted that it applies fraud to offer of sale -which is broader b/c then it includes those who would consider purchasing- and thus shows that C knew how to make it broader if they wanted to
SC also noted that in a lot of these cases it really comes down to summary judgment. 
Concern if you permit too many of these actions to go through - you put issuer at grave disadvantage - b/c if you can get past SJ then issuer will have to settle b/c these issuers are subject the scrutiny of SHs and they will have to disclose a lawsuit in continuous disclosure requirements and then value of corp will go down
Injunctive Relief: some lower courts don't apply this Blue Chip standard to injunctive relief? 

Rationale: the purpose is entirely different - you don't have these outsiders lamenting the loss of an opportunity (not opp cost issue), here it's a party that has an opp to buy or sell and hasn't yet done so, they want all the facts and so they may go as far as commencing a claim to force the facts and get clearer information

Also don’t have the same concern w/ issue of vexatious litigation for a claim of injunctive relief b/c person who is seeking injunctive relief is someone keenly interested in purchasing a large # of securities

Who is a Defendant under Rule 10b-5?
Defendants include any person who makes a material misstatement in connection with the purchase or sale of a security by plaintiff. 

defendant does not have to be a buyer or seller of securities 

defendant extends to anyone who is somehow responsible for deception (under “secondary liability” theory).
Takeaway: the deception must coincide w/ the sale/purchase of securities

Who else can be a D?
Issuer: Can we include issuer was a D? yes, b/c issuer shares the role of primary violator b/c issuer is a corp and acts through its agents 

Knowingly provided substantial assistance - to assist a primary violator in their violation of 10b5 is also liable

Exam tip: when dealing w/ “in connection w/” fact patterns: look for transmutation of securities (aka when an asset goes from asset to security or security to cash b/c this tells us there was a purchase or sale of security
Transactional Nexus: Zandford is not the ultimate ruling on this element, there have been 3 other SC cases that have dealt w/ this and they aren’t consistent w/ each other. The issue is that the test itself can be rather vague and different courts at different times have applied different test
Thus, can’t just inform your client and say Zandford is the ultimate rule, b/c if courts wants to go tighter they will make a narrower rule or vice-versa 
SEC v. Zandford: Wood, an Elderly man, opened up a joint account for himself and daughter w/ $419k and he entrusted the money to a broker Zanford b/c Z promised the man that he would conservatively invest their money and that the objective for the account was safety of principle and income. Z sells securities in W’s account and converted the proceeds from the W account to his own account and uses the proceeds for his own benefit w/o the customer’s knowledge or consent and then SEC filed a complaint.
Holding: Z’s misappropriation was in connection w/ the purchase or sale of securities

B/c Z did not disclose to W that he intended to misappropriate W’s assets, each check that Z wrote involved a fraudulent non-disclosure. By not disclosing his intention to misappropriate W’s money, Z breached a fiduciary duty he owed W (as W’s broker). B/c the sale of securities in W’s account was a necessary step in Z’s scheme to steal from W, his fraudulent misappropriation of W’s assets coincided w/ a sale of securities
Now SC is making a different argument than they made in standing. Now they are trying to capture all sorts of behavior

"we have explained that 10b-5 should be construed not technically and restrictively, but flexibly to effectuate its remedial purpose"

So now arguments is 10b5 should be applied broadly so underlying purpose of 10-b5 should be met (purpose of combating anti-fraud)
Note the lack of transactional privity between the perpetrator of the fraud (Zandford) and the party selling the securities (Wood). Wood was in privity with the investors in the secondary market who purchased the securities from his account but not with Zandford, the broker. Moreover, Zandford's fraud does not go to the intrinsic value of any of the securities in Wood's account; instead, Zandford's fraudulent non-disclosure goes to Zandford's intentions with respect to his handling of Wood's account. 
Despite the lack of privity and no connection to intrinsic value, the Zandford Court required only that a securities transaction be a necessary step in the completion of a fraudulent scheme. If Zandford had simply stolen cash sitting in Wood's account without the necessary sale of securities, the theft would not satisfy the in-connection-with requirement.  
This case is an example where the fraud wasn’t made to the purchase or seller (they weren’t the victims) - it was fraud to the owner of the securities
Material omission: it was the sale w/o the due authorization and w/o informing the client and there was a duty b/c the broker has a duty to inform the client of the trades. If Z had informed W he was stealing the money then there woulnd’t have been a 10b-5 violation 

10b-5 Elements
[image: image7.png]Elements of Rule 10b-5(b) Civil Claim

JURISDICTIONAL material
NEXUS misrepresentation
“instrumentality of or omission
interstate commerce” ~
scienter
TRANSACTIONAL reliance
NEXUS =
“in connection with causation

the purchase or sale” damages




Must still focus on standing
Private Action: Will include all of these elements

Civil Enforcement by SEC or DOJ: don’t need all of the elements (no need for SEC or DOJ to focus on reliance, causation or damages b/c they aren’t victims)

Instead the focus in on material misrepresentation or omission and scienter

Materiality: Standard comes from Basic v. Levinson
Damages often referred to as loss causation and causation means transactional causation

Exam tip: if no misrepresentation or omission, then can argue 10b-5(a) or 10b-(c) for a deceptive device

24) Elements of a Rule 10b-5 Claim

Misrepresentation or Omission (The Deception) 
Deception

Ps must also demonstrate the presence of a misstatement or omission, b/c 10b-5 requires not only materiality but also the presence of deception
Rule 10b-5 doesn’t govern breaches of fiduciary duty (this is corp law)
Santa Fe Industries, Inc. v. Green: SF owned 95% of Kirby and they want to obtain remaining 5% through short form merger. SF utilized Delaware’s short-form merger statute that allowed a parent corporation owning at least 90% of the stock to merge with the subsidiary and force the minority shareholders to sell their shares. The minority shareholders must be notified within ten days, and SF did so in this case. SF offered $150 per share after it was valued by Morgan Stanley at $125. However, SF also disclosed that higher appraisals of the value of the subsidiary existed and that Kirby’s assets were valued to be $640 per share 
P's argued the short-form merger was used for purpose of eliminating minority SHs and there was no real business purposes - they argued BOD breached their fiduciary duty b/c needs to be this business purpose and who are the directors beholden to, SF. There is an argument that if they decide there is no business purpose and Kirby can't approve the transaction then the slated directors will be replaced by SF. This is the argument - that they are just looking out for themselves and not the best interest of the corp. 
Issue: does 10b require a misstatement or omission or does the breach of fiduciary duty to the Ps in connection w/ the purchase or sale of security suffice w/o any charge of misrepresentation or lack of disclosure?
Holding: Absent some deception, P had no actionable 10b-5 claim. Here, the corp fully
Deception does not equal unfair corp practices – corp’s full disclosure negated deception

If there was a fiduciary obligation that was breached under state law that must be remedied under state law, that's not an issue of deception

Underlying issue here: Ps using fed securities laws to effect or seek a remedy that was really the domain of state law 

Sec reg purpose was to ensure full and fair disclosure, not to deter fiduciary duty breaches

Policy: Court indicated authorizing these kinds of suits would enable SHs to bring within the rule a wide variety of corp conduct that was traditionally left to state regulation
Solution to avoid a rule 10b-5 claim: if the BOD told the SHs they were breaching its duty of case - to correct or update the information and even if deceit was intentional then it's remedied if corrected before purchase or sale
Are Opinions Actionable as Misstatements of Fact?

Issue: Are opinions actionable?  (Virginia Bankshare)
SC held that a statement of opinion can be actionable is (1) The board did not in fact hold the opinion stated AND (2) The fact underlying the opinion is also misrepresented
The identity of the speaker matters

Specificity of opinion matters

They are not honestly held (deception) and 
Attempt to show that party didn’t actually believe the objectively verifiable thing he believed
Not factually accurate: (note: if it's accurate, it doesn't really matter whether the statement was made honestly or not)
ASK: is there objective evidence to corroborate the statement at issue? 
Their opinions had to be based on some kernel of truth - as long as Ds can make an argument that it would be slightly reasonable to make the statements they made - they are fine

But if P can make argument the statements were made w/ intent to deceive even if you can make argue it's reasonable - then court will side w/ P
Disbelief or undisclosed motivation are insufficient - so if we can't establish deceit- saying we just don't believe it is not enough to challenge an opinion

We must have deceit

Virginia Bankshare: First American Bank Shares, Inc (FABI) a holding corp, does a merger where First American Bank of Virginia merged with Virginia Bank Shares, Inc (VBI), which was subsidiary of FABI

Prior to the merger VBI owned 85% of the bank shares and FABI hired an outside investment bank to give value of banks minority shares. Came back w/ evaluation of $42 per share and bank's BOD approved the merger at that price 

VA law required that SHs of the bank could vote on the merger and director of bank set out proxy material for the vote and proxy materials said the directors approved the merger b/c of "the opportunity for the minority SH to achieve a high value" and the directors disclosed that the merger was at a fair price for the stock

Ps brough a securities fraud suit alleging that the directors did not believe in the statements but that they just wanted to retain their positions on the board b/c otherwise the would have been removed by FABI - so ex of undue pressure by majority shareholders onto the BOD

Why are opinions and beliefs of directors important to outsideers?

Board opinions are: based on inside info and expertise, they are required to be in the SHs’ best interest, Directors’’ are acting for the reasons given, verifiable through objective evidence, no risk of open-ended liability or litigation
This is important b/c when you look at the decision always keep in mind the role of the party that was engaged in the deception - that will influence any analysis when it comes to pinions

Exam tip: Someone who is greater in the know or has an obligation to be honest/straightforward to a certain party and that party is the aggrieved party - that will influence the analysis

Omission / Duty to Disclose 

No fraud for omission unless there’s a duty to disclose. Scenarios where duty exists:
Duty to disclose if trading in securities

Duty to correct (all circuits) if statements were misleading at time they were made (8-K)

DUTY TO CORRECT: a duty to put out new information to correct prior disclosed information that was incorrect at the time of the prior disclosure. This is when the violation is said to have occurred at the initial instance (an incorrect statement at the beginning and now there is Scienter, trying to cover-up the mistake and a breach of a duty to correct)
Duty to avoid “half-truths:” no misleading omissions in light of your disclosure. § 10(b) 

Periodic disclosure req’ts impose additional disclosures for specified categories

DUTY TO UPDATE: a duty to disclose information when previously disclosed (and correct at the time of initial disclosure) that turns out later to be misleading

Doesn’t depend on whether the initial statement was intentional or not
Duty to Update (varies in circuit)
7th Cir: Gallagher v. Abbot Laboratories: Facts: AL was having issues w/ FDA and FDA sent repeated warning to AL about the quality control. March 9 1999, AL filed the form 10k for 1998 - their update from prospectus that was originally filed. Then March 17, FDA sends a compliance letter and IDs quality control issues. June - Bloomberg news reveals FDA's compliance letter to the world. Sept.: FDA requires changes in how AL does business. Then AL reveals it was in FDA settlement talks and Stock price falls then when it enters into the consent degree the stock price falls. AL market price dropped by $5 billion. Issue: Did AL violate 10b-5 by failing to disclose its dispute w/ the FDA?
Here there was some knowledge of the issued described by the FDA prior to the Form 10-K filing, but the compliance letter was subsequent to the date of filing

Holding: no actionable claim under Rule 10b-5 b/c there was no duty to correct. Ps couldn’t ID a false statement – the Form 10-K needed a statement which would have been contradicted by the delivery of the compliance letter by the FDA. Court held there is no duty to update. Companies are under no obligation to ensure that their public disclosures are kept continually up to date, outside the periodic disclosure event, such as 10-Q or 8-K. 
Policy: Duty to update would create a continuous (and costy) duty to make sure all material information of the items on 10k is up to date. This should be on the congress to address.

Scienter
Overview

Refers to mental state: intent to deceive, manipulate or defraud (which is an element of Rule 10b-5).
ONLY PROHIBITS KNOWING OR INTENTIONAL CONDUCT BY A D, NOT NEGLIGENT CONDUCT (SEE ERNST AND ERNST V. HOCHFELDER)

Actual motive – intent to defraud (hard to prove)

Actual Knowledge – knowledge facts and appreciation of how market will be misled (evidentiary tool, knowledge is proxy for intent)

Conscientious misbehavior, knowledge of facts and what they mean.
Look for anything that suggests Ds were looking to conceal (Ex: obstructing investigation) Look at trades and how close they occur to passage of info, what resulted from misleading info, who benefitted, etc.

Recklessness – whether reckless conduct is sufficient has not been decided by SC, but lower courts agree that Recklessness is allowed. The problem is that the degree of recklessness varies from circuit to circuit
Think extreme recklessness" so highly unreasonable and such an extreme departure from standards of ordinary care to the extent that the Danger was either known to the D or so obvious that the D must have been made aware of it
“so highly unreasonably and such an extreme departure from the standard of ordinary care as to present a danger of misleading the plaintiff to the extent…obvious that the defendant must have been aware of it” (based on the presence of red flags….very fact specific)

Negligence ( NOT SUFFICIENT ENOUGH FOR SCIENTER
Ernst & Ernst v. Hochfelder: Brokerage firm where president embezzled client money, he had mail room where he could open investor's money w/o people knowing - EY was auditor and failed to discover embezzlement - investors sued under theory of negligence - EY didn't comply w/ audit standards 

Memo showed the EE didn't comply w/ industry standards checking EE's internal control

Issue: whether the auditors can be in violation of act if they didn't have requisite intent

Holding: no - negligence is not enough - level of scienter is required 

There has to be an intent - some real scienter - meaning actual intent, knowledge or recklessness

Pleading Standard for Scienter: 
must state with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind”
Strong inference: “strong inference” to mean “more than merely plausible or reasonable—it must be cogent and at least as compelling as any opposing inference of nonfraudulent intent.” (Tellabs Inc v. Makor)

Reliance

Rule

Did the P in fact and reasonably rely on the misrepresentation

Cause in fact: that P heard D’s misrepresentation and caused P to enter into transaction or question

This weeds out claims where the securities fraud was not “responsible” for the investor’s loss

In Omission Cases:  

Reliance is presumed.  Affiliated Citizens

Affiliated Ute Citizens of Utah v. US: involved a case of fraudulent non-disclosure. Ute Development Corporation was organized to manage the tribal assets of mixed-blood members of the Ute Indian Tribe. The corporation issued shares to the mixed-blood members and hired First Security Bank of Utah to serve as the stock transfer agent for those shares. The corpora- ton's articles provided for a right of first refusal, requiring tribe members who wished to sell their shares to first offer them to other tribe members. Only if no member was interested could the shares be sold to nonmembers of the tribe. This arrangement effectively created two markets for the shares, with the share prices generally higher in the nontribal market. Gale and Haslem, assistant bank managers, acquired some of the shares from tribe members both for themselves and for other nontribe members. They did not disclose to the selling tribe members the higher prices that generally prevailed in the nontribal market. The Court ruled that the bank and its managers, Gale and Haslem, owed a fiduciary duty of disclosure to the tribal mem- bers with whom they traded. Failing to disclose the higher prices in the nontribal market was the omission of a material fact that violated that duty. So the defendants committed fraud, but did the plaintiffs rely? Requiring the plaintiffs to prove that they relied on a fact that was hidden from them seems like an impossible task. Recognizing the difficulty, the Court essentially waived the requirement: Under the circumstances of this case, involving primarily a failure to disclose, positive proof of reliance is not à prerequisite to recovery. All that is necessary is that the facts withheld be material in the sense that a reasonable investor might have considered them important in the making of this decision.

Takeaway: so for cases involving the breach of a duty to disclose, reliance will be presumed if the omitted fact is material

In Misstatement Cases:  

In a FACE-TO-FACE TRANSACTION: P must show he actually believed the representation and that the misrepresentation caused him to enter into the deal.

In an OPEN MARKET TRANSACTION: 
Problem: reliance in the convential sense seldom exists b/c P doesn’t know who the D is, she is ignorant of the other’s misrepresentations, at least util after the transaction is consummated

Solution: Fraud on the market: premised on the idea that investors rely generally on the supposition that the market price is validly set and that no unsuspected manipulation has artificially inflated the price and thus rely indirectly on the truth of the representations underyling the price
Reliance is presumed under the “Fraud on the Market Theory” that all investors assume that the open markets have integrity. When fraud on the market doctrine is applied, its effect is to raise a rebuttable presumption of reliance on any material misrepresentations or omission (Basic v. Levinson). In effect, rather than having affirmatively to establish reliance, the P need only show the materiality of the misrepresentation or omission. 
 The presumption can be rebutted by severing the link between the misrepresentation and the price paid by P or his decision to trade at market price. Basic v. Levinson
Ex: If Corp B publicly denies that it is negotiating its own buyout by Corp A, but market makers in corp B stock in fact know that the negotiations are taking place, then the market price of corp B stock would not be affected by Corp B’s denial and the presumption would be rebutted
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Causation

Loss Causation

D must have “caused” P’s injury
Takeaway: as P’s counsel, demonstrate the link b/w deceptive scheme or manipulation and P’s damages being sought. An example:

Fraud artificially raised security price during period of P’s purchase AND

Security price declined b/c of revelation of fraud AND

Security price did not decline b/c of other econ/industry/company factors

Relation to other elements of rule 10b-5 cause of action

Reliance: reliance is when you show that the material misstatement/omission caused P to enter into the transaction, and now loss causation is the P showing that the deception cause not only the transaction, but the loss as well
Loss causation requires the plaintiff show that the alleged misrepresentations or omissions foreseeably resulted in a price decline and thus in the losses claimed by the plaintiff—a foreseeability or proximate cause requirement.
It is not enough for an investor who suffers an investment loss to identify a securities-related misrepresentation. If the investor’s losses arise from extraneous causes, such as a spike in oil prices or the bursting of a stock bubble, there is no 10b-5 liability
21D(b)(4) In any private action arising under this title, the plaintiff shall have the burden of proving that the act or omission of the defendant alleged to violate this title caused the loss for which the plaintiff seeks to recover damages.

Prevents fraudsters from becoming insurers of the market because not every defendant is culpable but they may have to settle 

An example about no causation

Coca cola, Loss: drop of 17.8%. But others drop too: What is the Causation? If u were defendant, what to say about the causation? Yes, Coca dropped, but it is due to the whole market's drop. The drop of the price of Coca is because of other factors. So there is a loss, but no causation in "loss causation".

Normally, plaintiffs can establish loss causation by showing a change in stock prices when the misrepresentations were made and then an opposite change when disclosure corrects the false or misleading information. What if there is no price change when the corrective disclosure happens—is it enough to allege and prove that the purchase price was inflated? The Supreme Court has held that the plaintiff cannot simply allege losses caused by an artificially inflated price due to “fraud on the market,” but must allege and prove actual economic loss proximately caused by the alleged misrepresentations. Dura Pharmaceuticals, Inc. v. Broudo, 544 U.S. 336 (2005). In the usual case, this will be done by showing a drop in price at the time of corrective disclosure, creating a logical link between the misrepresentation and the loss. If there is no price drop or even a price rebound at the time of corrective disclosure, however, the plaintiff still may be able to survive a motion to dismiss, if there is reason to think the price was affected by other factors unrelated to the alleged fraud. See Acticon AG v. China North East Petroleum Holdings, Ltd., 692 F.3d 34 (2d Cir. 2012) (price decline after corrective disclosure, followed by price rebound)
Damages

Open Market Damages – Rule in class actions for actively traded securities

Out-of-Pocket Measure: Difference between the contract price and value of security at time of transaction.

For purchasers: difference between the purchase price of the security and its true value at time of transaction.

For sellers: difference between the sales price of the security and its true value at time of transaction.

expert witness 

will create a “value line”: when the fraud was first publicly revealed to the marketplace

Also have to consider trading volume, sorting out who is entitled to collect damages (excluding the in-and-out investors)

21D(e)(1) (optional): “[T]he award of damages to the plaintiff shall not exceed the difference between the purchase or sale price paid or received, as appropriate, by the plaintiff for the subject security and the mean trading price of that security during the 90-day period beginning on the date on which the information correcting the misstatement or omission that is the basis for the action is disseminated into the market.”

Downside: the deterrence effect is not strong because the issuer only returns the illegal money.

The measure in secondary market: the damages to particular investors are much larger than the gain by the company or its managers. They are in much sense disconnected.

Exchange Act Limitations (optional):

§28(a): “[N]o person permitted to maintain a suit for damages under the provision of this title shall recover, through satisfaction of judgment in one or more actions, a total amount in excess of his actual damages on account of the act complained of.”

compensation has two purposes

deter management from committing fraud

deter investors from expending resources to discover fraud

Face-to-Face Damages: 

In face-to-face transactions, the court isn’t limited to out-of-pocked measures, but can apply the usual remedies available at law and equity: rescission, restitution. 

Restitution (aka disgorgement) requires defendant to give plaintiff whatever profits she made. (typically in insider trading cases)

Rescission: (sometimes used when fraud does not go to the underlying value of a security)

If purchaser defrauded plaintiff, return the securities

If seller defrauded plaintiff, return the purchase price or the difference between the original sale price and the subsequent sale by the defendant.

Punitive damages are not available (§28(a))
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