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Introduction to Securities
1. Purpose of Securities Law
a. Full and fair disclosure: ensure investors have necessary information to make informed decisions + promote accurate fair market value
i. To correct natural asymmetry of information that exists in the marketplace (since insiders usually have greater info than outsiders)
b. Prevent fraud: restore public confidence in the capital markets and to maintain a viable market
2. Types of Markets
a. Primary Market (governed by Securities Act of 1933): company (issuer) sells securities to investors to raise capital
i. Always sold at a fixed price
ii. Investment banks serve as underwriters

iii. Initial public offering, private placement

b. Secondary Market (governed by Exchange Act of 1934): investor resells securities to another investor (issuer not involved)
3. The Acts

a. Securities Act of 1933: regulates offerings by issuers (primary market transactions)
i. Issuer must file registration with SEC

ii. Issuer must provide information in prospectus to potential buyer

1. Note: registration statement and prospectus are separate documents but practically speaking they say the same thing. One is filed w/ SEC and one is sent to potential investors
iii. Issuer must follow public offering timeline and procedure (gun jumping rules)

iv. Heightened antifraud liability for material misstatements/omissions
v. Public and private remedies ( fed government AND investors can sue
b. Securities Exchange Act of 1934: regulates secondary transactions; between 2 investors; regulates securities market intermediaries (brokers, dealers, exchanges)
i. Mainly deals with disclosure requirements and rule 10b5 litigation
ii. SEC established as regulator under this act, as the authority

iii. Periodic reporting and disclosure requirements for public companies

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

v. Imposes insider trading rules

4. Types of Securities
	Type
	Cash Flow Right
	Liquidation Right
	Voting Right
	

	Common Stock
	· Residual/discretionary dividend. No fixed monetary claim on cash flow; residual because get only after others are satisfied

· Dividend distributed pro rata among class of shares

· No obligation by comp to distribute
	Residual
	Yes. Common stockholders vote to elect board members 


	· Board owes fiduciary duties of care and loyalty

· Business judgement rule protects board if no dividend declared

· c/s has lowest priority claim on corp assets

· debt comes first



	Preferred Stock
	Fixed and discretionary dividend. Rights negotiated between investor and corp

No interest, but entitled to fixed dividend payments; typically cumulative
	Medium
	Contingent. Generally no voting rights unless dividends are missed for several quarters
	Generally no FD protection; must look to their contract to protect rights 



	Debt
	Fixed and certain interest payments
	Highest 
	None 
	Loan by investors to corp

Notes = short term debt of maturity less than 10 years

Debenture = long term


5. Other Federal Securities Laws:
a. Investment Company Act of 1940 & Investment Advisers Act of 1940: regulate mutual funds and their directors, managers, and advisers

b. Trust Indenture Act of 1939: regulates contractual terms relating to publicly issued debt securities above a specified dollar amount

c. Williams Act of 1968: enacted to regulate tender offers in response to hostile tender offers

i. Requires disclosure by anyone purchasing 5% or more of a public company’s stock

ii. Requires disclosure by anyone making a tender offer for 5% or more of a public company’s stock

iii. Regulates the tender offer process to enhance the bargaining position of target company shareholders

d. Sarbanes-Oxley Act of 2002: addresses accounting and auditing issues/fraud

e. Jumpstart Our Business Startups Act of 2012: created a new category of companies (Emerging Growth Companies) with a reduced level of required disclosures

i. Increased the threshold number of shareholders triggering public company status
f. Dodd Frank: new system of orderly liquidation process for financial institutions and limits occurrence of too big to fail institutions in future

i. Creates financial Stability Oversight Council to monitor system risks

ii. Better consumer protection for transactions involving mortgages, credit cards...

iii. Grants SEC rulemaking authority to require issuers of asset-backed securities to disclosure info about those securities

iv. Shareholder voting and non-binding shareholder vote on executive comp and proxy access to nominate directors
What Is a Security
Rules: Securities Act 2(a)(1) security definition, 3(a) exempted securities, 4(a) exempted transactions
1. Securities Act sections:
a. 2(a)(1): The term “security” means any note, stock, treasury stock, security future, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription, transferable share, investment contract, voting-trust certificate, certificate of deposit for a security, fractional undivided interest in oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on any security, certificate of deposit, or group or index of securities (including any interest therein or based on the value thereof), or any put, call, straddle, option, or privilege entered into on a national securities exchange relating to foreign currency, or, in general, any interest or instrument commonly known as a "security," or any certificate of interest or participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or purchase, any of the foregoing.
i. Note: debt

ii. Stock: shares

iii. Bond/debenture: long-term debt

iv. Investment contract: catch-all. If doesn’t fit into top 3, will fall into this

v. Put, call, straddle, option: opportunity to purchase a security

1. Put option: grants the option buyer a right to sell a security (or short it) at pre-determined price within a specified time period
b. 3(a) [exempt securities]: the provisions of this title shall not apply to term “security” means any of the following classes of securities: …(2) government securities, (3) evidence of short-term debt (9 months), (4) securities issued for a social benefit (charitable, educational, benevolent, etc.), (5) select bank instruments, (6) interest in a railroad equipment trust, (7) bankruptcy certificates, (8) insurance policies and like instruments… (11) intra-state securities
c. 4(a) [exempt transactions]: registration not required for (1) transactions by any person other than an issuer, underwriter, or dealer, (2) transactions by an issuer not involving any public offering, (3) transactions by a dealer 
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2. Stock: key characteristics
a. Right to receive dividends upon an apportionment of profit
b. Transferability

c. Voting rights proportionate to number of shares owned

d. Ability to appreciate in value
3. Investment contract: 
a. Determined using Howey test
i. Person invests money
ii. In a common enterprise and

iii. Is led to expect profits
iv. From the efforts of the promoter or a 3rd party
SEC v. Howey: 2 Howey companies (1 sold land, other maintained orange land). Howey had full discretion over the land (owners couldn’t enter without permission). Buyers would share in profits from the orange sales (pro rata share based on the % of total acres owned, not how much was harvested from that buyer’s acreage). Court found this was an investment K because buyers invested money, (2) buyers pooled oranges together, (3) buyer bought land with expectation to profit, and (4) buyer didn’t cultivate land, relied on service Ks
Doesn’t matter that service Ks were optional, an offer is enough to violate Sec Act

Just sale of land without service agreement not a security. Just service agreement by unaffiliated company not a security/employment
b. Investment of Money (or value): investment in anything of value
i. Need to have a choice/investment decision

1. If scheme of mandatory investment, argue that this prong fails
ii. International Brotherhood v. Daniel: noncontributory, compulsory pension are not securities. Didn’t make payments to fund, only accepted employment. Selling labor for livelihood is not an investment
c. Common Enterprise: depends on type of enterprise definition depending on jurisdiction
i. Horizontal commonality: (1) pooling of assets from multiple investors and (2) everyone shares in the profits and risks of the enterprise

1. Pro rata distribution of returns
2. If enterprise succeeds ( everyone succeeds; if enterprise suffers ( everyone suffers

a. Does NOT apply if different investors get different proportionate returns
ii. Vertical commonality: investors’ and promoter’s interests are aligned; fortunes of investors tied to promoter’s success
1. Broad (majority): some connection between efforts of promoter and collective success of investors (promoter needs not share risk with investors)
a. 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)

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

i. 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

c. Least restrictive test because essentially just requires investors share one promoter
2. Narrow (9th Cir.): some connection between profits of promoter and collective success of investors

a. Promoter must either have profit or loss depending on the scheme’s outcome to the investors (i.e., promoter profits when investors do)
b. Promoter is investing in each deal and his profits are tied to the investors’ success ( promoter also has risk

i. 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)
d. Expectation of Profits: requires that investors “be attracted solely” by the prospects of a return on investment
i. Objective test: what would be a reasonable person’s expectation
ii. United Housing Foundation 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 the co-op, 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 the Securities Act
1. Substance over form: this was stock in name only. Lacked the basic feature of a stock: (1) no right to receive dividends upon an apportionment of profit; (2) not transferable; (3) no voting rights; (4) no ability to appreciate in value
2. 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
e. Efforts of Others: spectrum of investor effort ( not black and white of whether the investor was passive or completely involved
i. 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)

1. The efforts of the managers must be predominant; the investors must be mostly passive
2. Rule: efforts of another inquiry focuses on the investor’s expectations at the time of their investment rather than how the partnership actually operates
3. 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)
ii. Commonly comes up when partnership or franchises are at issue

1. Investors are involved in management in enterprise

2. Limited partnership interests presumed to be securities unless limited partners exercise effective control over enterprise
3. Presumption that general partnership interests are NOT securities, may be rebutted: 

a. Where the partners have little power in their hands; 

b. Partners are inexperienced or unknowledgeable in business affairs; OR

c. Partner cannot replace the manager of the enterprise or otherwise exercise meaningful partnership powers
iii. SEC v. Merchant Capital: Ds formed Merchant to buy, collect, and resell consumer debt. Ds 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. LLPs hired Merchant (owned by Ds) to be Managing General Partner (MGP). The money from all of the LLPs pooled together. Merchant invested into pools of bad credit card debt. Court held the LLP interests were securities because met solely through efforts of another prong (LLPs had no power and were completely inexperienced in debt purchasing industry)
4. Note: applies when having a maturity date greater than 9 months at the time of issuance
a. Question: should all debt be presumptively treated as securities? 
i. No, lots of issues would arise. 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. SEC laws intend to protect the consumer
ii. Would inhibit commercial activity if applying securities law to every note
b. Reves/Family Resemblance Test: presumption that any note with a term of more than 9mo is a security, unless it falls into a category of instruments that’s not a security
i. (1) Presume the note is a security
1. Presumption rebutted if the note falls within the enumerated list of categories considered not securities: 
a. Notes for consumer financing, 
b. Mortgages, 
c. Short-term note secured by a lien on a small business, 
d. Character loan to a bank customer,
e. Short term note secured by assignment of accounts receivable,
f. Note formalizing open-account debt incurred in ordinary course of biz,
g. Loan by commercial bank for current operations
ii. (2) If presumption not rebutted, do Family Resemblance Test to see if strongly resembles instrument on the enumerated list (if no ( security): totality of circumstances
1. Motivation of seller and buyer

a. S purpose is to raise money for general business use/finance substantial investment, and B is interested in profit expected from note ( security

b. Note used for commercial/consumer purpose ( less like security
2. Plan of distribution: for common trading for speculation or investment?

a. Notes widely offered and traded ( more likely a security

b. Note given in a face-to-face negotiation to a limited group of sophisticated investors ( more likely not a security

3. Reasonable expectations of investing public
a. Investors generally view this type of note to be investments ( more likely a security
4. Presence of alternative regulative regime

a. Note not collateralized and not subject to non-securities regulation ( more likely a security
b. Note is secured or otherwise regulated (such as by banking authorities) ( more likely not a security
c. Reves v. EY: Farmers co-op issued promissory notes that were payable on demand by holder, 1600 people held notes worth total $10mil. Purpose was to raise $ for biz operations. Rates were variable, uncollateralized and uninsured notes. Co-op ended up filing for bankruptcy and holders of notes 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. Argued EY assisted in defrauding the investors b/c they inflated the value of the demand notes. Issue: were these notes a security ( yes
i. 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

ii. 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

iii. Reasonable expectations of investing public: the notes were advertised as “investments,” objectively, public could think these were securities

iv. Presence of alt regulatory regime: would weighs in favor of the note not being a security since a banking instrument, but the notes were uncollateralized and uninsured. Tough to fall within regulation
d. Difference between Howey and Reves:
i. Howey: all 4 prongs musts be satisfied

ii. Reves: looking at reasonable expectation of the public, vs. just individuals in Howey
1. Don’t have to satisfy all, just factors

	Howey
	Reves

	Investment of Money
	Motivations of Lender and Borrower

	Common Enterprise
	Plan of distribution

	Expectation of Profits
	Expectation of investing public

	Efforts of Another
	-

	-
	Alternative regulatory regime
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Note: some industries nowadays (especially crypto) may integrate multiple schemes (investing and lending). Would need to analyze under Howey AND Reves, increasing possibility that it gets captured under security law
5. Crypto/Digital Assets: 
a. Blockchain: decentralized ledger
i. Some cryptocurrencies create tokens that ride on top of the Ethereum blockchain and record transactions in their tokens using Ether for transactions in the tokens
1. Utility token: provides user with product/service (likely doesn’t meet Howey test)
2. Security token: possible to fall into Howey
b. Bitcoin is likely not a security because of the decentralized nature of the distributed network. No centralized promoter on whose entrepreneurial and managerial efforts investors in Bitcoin rely upon
c. In the Matter of DAO: DAO created by Slock.it with objective of operating as for-profit entity that’d create and hold a corpus of assets through the sale of DAO Tokens, which assets would then be used to fund projects. Purchase of tokens would permit participant to vote and entitle them to rewards. Proposals would only be listed if curator added it; curator determined order and frequency of proposals and determined required # of votes
i. DAO an investment contract under Howey test:
1. Investment (objective): people used ETH to make their investments (doesn’t necessarily have to be a cash investment, as long as it has value in the market)

a. Doesn’t matter if investor thinks currency/type of investment is worthless
2. Common enterprise: DAO token holders pooling assets and sharing returns ( horizontal commonality
3. Expectation of profits: investors would vote to fund certain contracts and they reasonably expected to profit from those contracts (how project was marketed)
4. Efforts of others: DAO’s investors relied on the managerial and entrepreneurial efforts of Slock.it and its co-founders, and DAO’s curators, to manage DAO and put forth project proposals that could generate profits for DAO’s investors. Token holders didn’t have meaningful control
a. Consider if involvement is just to bring in initial investors (which may still be enough) vs. needed for continued success of the enterprise

d. SEC’s Framework for “Investment Contract” Analysis of Digital Assets: main issue in analyzing a digital asset under Howey is whether a purchaser has a reasonable expectation of profits derived from the efforts of others. Relevant characteristics:

i. Reliance on the efforts of others: focus on 2 key issues:

1. Does the purchaser reasonably expect to rely on the efforts of an active participant (promoter, sponsor, or other 3rd party)

2. Are those efforts “the undeniably significant ones, those essential managerial efforts which affect the failure or success of the enterprise,” as opposed to efforts that are more ministerial in nature?

a. AP responsible for development, improvement, operation, or promotion of the network

b. AP has essential tasks/responsibilities (vs. those tasks being decentralized)

c. AP has a lead or central role in the direction of the ongoing development of the network or the digital asset

d. AP has continuing managerial role in making decisions (compensation decisions; contributing managerial level business decisions; leading role in validation/confirmation of transactions on the network, etc.)

ii. Reasonable expectation of profits: price appreciation resulting solely from external market forces (i.e., inflation, the economy generally) impacting the supply and demand generally not considered profit under Howey. More of the following = profit:
1. Right to share in enterprise’s income/profits

2. Asset is transferable/traded on secondary market

3. Offered broadly to potential purchasers (vs. just being offered to people who need something like this)

4. Asset is marketed using:

a. The expertise of an AP or its ability to build or grow the value of the network or digital asset

b. The digital asset is marketed in terms that indicate it is an investment or that the solicited holders are investors

Public Offering Process
Must comply with Section 5 of Securities Act
· Allows for adequate and accurate information for the investor, with continued updated information
Why go public: cash; allow for liquidity events; gaining access to everyday investors; prestige; publicity
Public Offering Process:
1. Go to underwriter/investment bank, other advisors to be involved

2. Company internally restructures to look like a public company

a. Board of directors: meeting all the requirements for the board

b. Committees under board

c. Need all that information for marketing materials

3. File registration materials with SEC
a. Prospectus contains most of the same info, just what is used for marketing materials

4. Engage in roadshow: start building information to eventually determine price (to be determined near the end of the process)

5. Publish final prospectus. Sell in IPO to investment bank

6. List on stock exchange, trading in a secondary market

a. Shares from company are not directly listed on stock exchange

Types of Offerings
	Firm Commitment / Bought deal (usual)
	Best Efforts
	Direct Public Offering
	Dutch Auction

	· Underwriter as a dealer

· Underwriter guarantees sale of offering

· Underwriter purchases entire offering from issuer, then resells to investors

· Ensures issuer receives certain amount of proceeds

· Purchased at discount that they resell as a reward for taking on the risk and helping sell the offering

· Ex: Oil Co. sells shares to underwriter for $18.60, underwriter resells at $20

· Typical gross spread is 7% (20-18.60 = 1.40 ( 7% of $20)

· Signal to investors of bank’s confidence


	· Underwriter as a broker

· Bank agrees to use only best efforts to sell

· Doesn’t buy the securities, just acts as selling agent and gets commission on each security sold

· Less risk for bank

· If securities don’t sell, issuer has smaller proceeds and underwriter has only lost on commissions unearned (opportunity cost)

· Investor faces greater risk because bank isn’t putting its own money = less confidence in valuation

· Also, issuer may not sell out entire issue in this offering and only getting fraction of expected proceeds may jeopardize the business plan
	· Direct to investing public without underwriter

· Rare because issuers lack the necessary expertise and preexisting network

· Banks play gatekeeping role to screen bad offerings = investors will not be willing to pay for this direct security b/c no bank was involved in screening


	· Issuer and underwriter don’t fix the offering price

· Investors place bids for desired number at specific price

· After bids, issuer chooses highest price that will result in offer completely selling out

· Dutch Auction is better for eliminating underpricing and allowing issuer to capture more proceeds

· They get info in advance of market’s willingness to pay for security and individually bid for specific quantities

· Ensures issuer doesn’t leave money on table

· Shares may be overvalued. True value will appear when listed on secondary market


Alternate ways of going public

· Traditional merger: the public company will typically give the private company’s shareholders either shares of the public company or cash as consideration. The private company will either become absorbed into the public company or become a separate subsidiary

· Reverse merger: private company merges with a shell public corporation. Private company stays in control now under the new company. Public company may change its ticker symbol to match the private company

· Lacks the screening that comes with the traditional public offers (from investment bank and from investors)
· Special purpose acquisition company (SPAC): sponsors raise capital through the initial public offering of a shell company commonly known as special purpose acquisition company or SPAC

· The sponsors of a SPAC attract investors in the IPO based on their promise that they will use this capital to find and acquire value-increasing private companies

· Direct listing with a securities exchange: companies may go public through a direct listing of securities with the NYSE or NASDAQ

· Unlike a traditional IPO, doesn’t raise any capital and doesn’t require any underwriter
· Without a capital raise, a company can only directly list its existing outstanding shares

· SEC has approved NYSE/NASDAQ to allow companies to raise capital through a primary offering in a direct listing of equity (without underwriter due diligence) 

Forms of business that can go public:
· Corporations most common; heavily regulated; investors prefer – easy to value

· LLCs: challenging and costs more

· Trusts

· Mutual fund and closed ended funds

Primary problem investors face in deciding to invest: how to value enterprise, are they buying at the right price

Public Offering Disclosures
1. Section 5: core requirements during various periods

a. 5(a): registration statement must be in effect to distribute a prospectus or any like-minded material, must be in effect to sell/deliver a security
i. No sales until registration statement is in effect (not just filed, need approval by SEC)

ii. Through the use of interstate commerce

b. 5(b): can’t deliver prospectus without mandatory contents of §10
c. 5(c): offer prohibited until initial registration statement filed
i. Based on interstate commerce. If intrastate offering w/o use of phone, SEC has no jdx
2. Registration Statement: file with SEC
a. 3 categories of info in Reg Statement

i. Transaction-related info

ii. Company info

iii. Exhibits and undertakings

b. Types of registration statements
i. Form S-1: available to all issuers, comprehensive and contains all 3 categories of info
1. Prospectus S1 has company info and transactional
ii. Form S-3: available to issuer that has been reporting company for 1 year, current in SEC filings, US corporation, public float > $75mil
1. Public float = ($ of company’s voting/nonvoting common equity) x (# of outstanding shares not held by affiliates of issuer)
a. Affiliate: someone in control relationship with company

b. Only ⅓ of public float can be sold at any 3mo period

2. If eligible for S-3, eligible for S-1. S-3 more cost effective
3. Categories of Issuers
a. Non-reporting issuer: no publicly traded securities ( not required to file reports pursuant to §13 or 15(d) of Exchange act

i. 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
b. Unseasoned issuer: reporting companies not eligible for Form S-3 but required to file reports pursuant to §13 or §15(d) of Exchange act

i. Must use Form S-1 (same reason as above)
ii. Reporting: keeping accurate and up-to-date corporate or fund profile on the public record
c. Seasoned issuer: reporting companies (subject to §13 and §15(d)) eligible for Form S-3

i. Equity offer and public float of $75-700mil
ii. Have been a reporting company for the last 1 year; listed issuer (listed on a national exchange); restrictions on the number of shares sold in the last three months (no more than 1/3rd)
d. Well-known seasoned issuer (WKSI) (Rule 405): reporting company for at least 1 year. Requirements for WKSI status are

i. Issuer is eligible to register a primary offering of its securities on Form S-3 and
ii. Issuer, as of a date w/in 60 days of the determination date (date of issuer’s most recent shelf registration statement) has either

1. Worldwide public float of $700mil+, or
2. For debt, issued $1bil+ in nonconvertible securities

a. If debt, then may include in calculation majority owned subsidiary offerings (on parent’s registration statement) of non-convertible securities that have a full and unconditional guarantee from parent (the WKSI issuer) [for Shelf Registration]
i. Shelf registration: permits an issuer to cover a number of issuances in one registration statement/one prospectus (offering different securities)
Ineligible as WKSI
	Type of Issuer
	Description

	Investment company
	Primarily engaged in the business of investing in securities and issues own

	Business development company
	Invests into small and medium sized businesses

	Blank check company
	Early-stage company with no business purpose

	Shell company
	Company without operations or assets

	Penny stock offeror
	Trading own securities under $1

	Other high-risk entities
	In the last 3 years, were bankrupt without audit, anti-fraud breachers, etc.


	Category of Issuer
	Explanation

	Non-reporting issuer
	Must use Form S-1

	Unseasoned issuer
	Reporting issuer, not eligible for S-3

	Seasoned issuer
	Reporting issuer, eligible for S-3

	Well-known seasoned issuer (WKSI)
	Reporting issuer, eligible for S-3 and “too big to defraud”


Gun-Jumping Rules
Underlying concern = that disclosure is properly vetted, prepared, and released when ready. That issuers don’t jump the gun and release info too early and that may be inaccurate or condition the market
· 3 goals:

· Registration process focuses on 2 mandatory disclosure documents: reg statement and prospectus

· Require distribution of prospectus to investors in offering and other investors

· Restrict info about offering if not part of registration or prospectus

· 3 periods under Securities Act for public offering process:
· Pre-Filing Period = starts when issuer meets with underwriters

· Ends when issuer files reg statement with SEC = no disclosure regarding offers, no conditioning the market; some disclosure exemptions may apply, but these are highly regulated. Can’t allude to future public offering or create excitement

· Waiting Period = starts when issuer files reg statement. Highly regulated written communications. Ends with final prospectus
· Post Effective period = when SEC declares reg statement effective
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Pre-Filing Period

Analysis: start with §5
1. Are we in registration?

2. Is the communication an “offer” under §2(a)(3)?
3. Does a safe harbor or exemption apply? (Rules 135, 163, 163A, 163B, 168, 169; §§ 4, 5(d))
a. Must be strict compliance

4. What does the safe harbor allow?

1. In registration: point where issuer reaches an understanding with the broker-dealer which is to act as managing underwriter until the completion of the offering
a. Underwriters defined in 2(a)(11): “The term underwriter means any person who has purchased from an issuer with a view to, or offers to sells for an issuer, in connection with, the distribution of any security, or participates or has a direct or indirect participation in any such undertakings, or has a participation in the direct or indirect underwriting of any such undertaking; but such term shall not include a person whose interest is limited to a commission from an underwriter or dealer not in excess of usual and customary commissions”
i. First part of definition captures everyday investors too
1. Dealer: someone who buys to resell
2. Broker: assists in sale
ii. Role of underwriter:
1. Salesmen that market the securities to the public; help with due diligence
2. Bring with them contacts of institutional investors (access to book of business)
3. Give advice on structure of corporation, securities to offer, offering amount, price
4. Goal is to make firm and offering attractive to public investors
5. Source of financing (if a dealer in bought deal)

iii. Syndicate underwriting agreement: agreement between the underwriters with respect to the public offering (e.g., how shares will be allocated, the liability each underwriter assumes, etc.)
iv. Green Shoe option clause: permits the underwriter to demand that the issuer issue more shares that is being planned in the offering if offering is very successful
2. Is this communication an offer or to someone outside the selling group?
a. NO communication during pre-filing period outside of selling group (aside from issuer, underwriter, and other service providers for the eventual public offering)
b. Offer = all communications that may condition the market/arouse interest
i. The term “offer to sell”, “offer for sale”, or “offer” shall include every attempt or offer to dispose of, or solicitation of an offer to buy, a security or interest in a security for value. 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
ii. In re Loeb: before filing reg statement, distributed press release using the letterhead of their underwriter and indicated the offering, how much would be provided in offering, their asset size, description of holdings, price range (all material terms). Corporation got many responses ( held was an offer, conditioned the market (didn’t include negative info that the prospectus would usually fully disclose)
iii. Factors if communication conditions the market:

1. Motivation of the communication

2. Type of information

3. Breadth of distribution

4. Form of communication (written more likely)

5. Mentioning facts about the offering (naming underwriter)

6. Purpose of communication (initiating publicity vs. general ongoing business activity, like ongoing advertisements)
c. Internet: 
i. All non-real time communication on the Internet (Rule 405) is a written offer

1. Includes emails, videotapes, recording of roadshow
2. Real time communication on the Internet (Rule 405) not written offer/is oral
ii. Hyperlinks on an issuer’s website or hyperlinked by the issuer from the issuer’s website to a 3rd party’s website are written offers
d. Note: if offer is being made by someone who is NOT a part of the selling group, would not apply here. Would just be committing securities fraud
i. If issuer knows and doesn’t do anything to stop it, that person may become an implicit member of the selling group
3. Safe Harbors:

a. Rule 135: a notice by an issuer (or someone acting on behalf) of a proposed offering will not be deemed an offer if
i. Includes a legend indicating the statement is not an offer, and
ii. Limited info: name of issuer, basic terms of securities offered, without naming the underwriters
b. Rule 163A: allows communications that do not reference the offering and are made by or on behalf of the issuer more than 30 days before filing of registration statement
c. Rule 168: allows reporting issuers (only) to regularly release factual business information or forward-looking information

i. Factual business info: info on issuer, business, ads of product/service, and info in their Exchange Act reports

ii. Forward looking: financial projections, issuer management’s plans, future economic performance

iii. May not reference the offering

iv. To use 168: must have previously released or disseminated same type of info in ordinary course of business and info must be materially consistent in timing, manner, form with issuer’s similar past releases or disseminations 

d. Rule 169: allows all types of issuers to release factual business information

i. Includes ads, but does not permit forward looking info

ii. Must have previously released same type of info in past w/ consistent timing & manner

iii. Info released must be intended for customers and suppliers, not investors

e. Rule 163: allows WKSI to make written or oral offers (excludes underwriters)

i. If written offer, need to include legend and will be considered free writing prospectus

1. Must file free writing prospectus after filing of registration statement

f. Rule 163B: allows issuer, or underwriter, to solicit and offer to QIBs (Qualified Institutional Buyers) and IAIs (institutional accredited investors) to gauge interest/test the waters
i. QIB examples: insurance company, investment company, pension fund, trust fund

ii. Note: if QIB or IAI retransmits information, issuer and underwriters will not be subject to liability as long as they establish reasonable steps to ensure information is only directed to QIB and IAIs

g. §5(d): an emerging growth company may engage in oral or written communication with potential investors that are QIBs or IAIs to gauge interest
i. EGC: total annual gross revenues are $1.07 billion or more, or it has issued more than $1 billion in non-convertible debt in the past three years

Waiting Period
1. Period of waiting for the SEC’s Division of Corporate Finance to declare the registration statement effective
a. 5(a) sales still not allowed during waiting period; 5(c) no longer applies in Waiting Period
b. Instead, §5(b)(1) applies which requires a prospectus to meet the requirements of §10 and permits written offers in the form of a preliminary prospectus
i. 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 any security
1. Includes any written, printed, radio/tv broadcast or graphic communication

2. Does not include real-time communications to live audience (e.g., zoom calls)
3. Must be presented in clear, concise manner in plain English

2. Issuers can make offers during the Waiting Period through 4 avenues not available in pre-filing period:
a. Oral offers (including road shows)
i. 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
b. Statutory prospectuses under §10(b):
i. Preliminary prospectus: must contain substantially the same information as the final statutory prospectus with the exception of price-related information

ii. Summary prospectus: available for reporting issuers to use (summarized version of final)
iii. Free writing prospectus: any written communication that offers to sell or solicits an offer to buy a security that is or will be subject to a registration statement and that does not meet the requirements of a §10 statutory prospectus
1. Includes written, printed, broadcast, and graphic communication

2. Includes indirect communications from the issuer to the marketplace through media sources, including interviews given by corporate officers that could be construed as offering a security

3. Includes hyperlink to a 3rd party site (ex: on issuer’s website, check out this link of a random reporter talking about our upcoming offer)
4. Requirements:

a. FWP can’t have info that is inconsistent with info in either prospectus or periodic reports incorporated by reference into reg

b. Must include specified legend that issuer has filed reg with SEC and where recipient can obtain prelim prospectus
5. Availability depends on type of issuer:
a. 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
b. Seasoned issuers: can use a FWP after RS is filed

c. WKSI: can use FWP starting pre-filing period
iv. Tombstone ads and safe harbor statements: 
1. 2(a)(10)(b): not deemed a prospectus if it states from whom a written prospectus meeting the requirements may be obtained from and only identifies the security, price, and by whom orders will be executed (bare bones advertisement)
2. Rule 134: not considered a prospectus if including information such as factual information on issuer, information on the security, price, use of proceeds, underwriters, names of underwriters, anticipated schedule for the offering AND a legend + info about who and from where a written prospectus that meets requirements of §10 may be obtained
a. Permits solicitations of interest from potential investors

b. More permissible than Rule 135 (which is specific to pre-filing). This is after filing of registration statement
c. CANNOT include financial projections
Post-Effective Period

1. Going effective: upon final receipt of the RS from SEC
a. Note: any amendment to RS resets filing date and effective date changes
2. Delivery:
a. 5(b)(2): final prospectus must accompany/precede the sale of a security

i. Final prospectus: adds price-related info (offering price, underwriters discount, etc.) to info from Part 1 of RS (info on business, properties, management, capital stock, audited finances) AND incorporates any SEC comments
b. 5(b)(1):

i. Written confirmation of sale, without more, is prospectus under 2(a)(10)

ii. 5(b)(1) prohibits transmission of written confirmation of sales since confirmation itself isn’t §10 prospectus

iii. 2(a)(10) removes written confirmation of sales from definition of prospectus if accompanied or preceded by §10 final statutory prospectus ( no longer violation of 5b1
3. 4(a)(1): §5 shall not apply to transactions by any person other than issuer, underwriter, or dealer
a. Doesn’t exempt broker-dealers
b. An ordinary purchaser will be exempted from needing to send prospectus UNLESS being deemed an underwriter ( then need to deliver
4. 4(a)(3): prospectus is fresh for 90 days in an IPO after the effectiveness of RS until it becomes stale and when that happens it must be updated, and the effectiveness of RS terminates

a. Note: prospectus documents in a secondary public offering are fresh for 40 days after the effectiveness of RS
5. Rule 172: a confirmation of sale may be sent without a final prospectus, as long as Rule 172(c) requirements are met (aka if final prospectus is posted on EDGAR)
a. Dealer not liable if issuer fails to post the prospectus with SEC on EDGAR

i. Because the dealer is selling the shares. This is a bought deal, dealer has already bought the shares, and issuer has what they need/use of proceeds

ii. It’s the issuer’s prospectus so they should have to post
Exempt Offerings
Exemptions from §5

· Section 4(a)(2)

· Reg D

· Section 4(a)(6)/Reg Crowdfunding

· Section 3(a)(11) and Rules 147/147A

· Reg S

· Section 3(b)(2) and Reg A

§3 exempts various types of securities from the registration requirement
§4 exempts specific transactions from §5

§5 must be complied with if no exemption for security or transaction. Violation ( rescission under 12(a)
§4(a)(2)

1. §4(a)(2): exempts transactions by an issuer not involving any public offering from registration, gun-jumping, and prospectus requirements of §5
2. Tests for determining if public or private offering:
a. 1935 SEC Memo:
i. # of offerees ( the more offerees the more likely it is to be public
ii. Relationship of the offerees to each other and to the issuer (tied to ability to fend for themselves) ( business associates vs. don’t know each other at all (might suggest public; not a closed environment)

iii. Number of units offered ( the more shares, the more likely it is public

iv. Size of the offering

v. Manner of the offering ( how did the offer occur, general advertising and solicitation

b. Ralston Purina:
i. # of offerees
ii. Is there a practical need for registration?
1. Is offer being made to financially sophisticated investor? A type of person who can fend for themselves and don’t need protections of the securities act to ensure they have enough information to make a decision to purchase/sell security
a. Ex: executives (who have access to registration-like info), people with financial sophistication
b. Wealth not sufficient to establish sophistication (can be a trust fund baby). Need sufficient knowledge of finance and understanding of industry
2. Also need sufficient access to information: either issuer provides info to investor or issuer permits investor to access info
iii. SEC v. Ralston Purina: offer was made to unsophisticated low-income workers (500 out of total 7000 employees) who didn’t have access to kind of info that registration would disclose
c. Doran: built on 1935 Memo’s when looking at offeree’s relationship to issuer
i. Information must be disclosed or offeree must have access to information (able to obtain it based on a relationship to the issuer)

1. Sophistication is critical when it comes to access

2. Must ensure ALL offerees had the information available, regardless of expertise

a. Need to look at each individual investor if more than one. If one investor financially sophisticated and other isn’t, no protection. Obligation is on issuer to establish compliance
ii. Doran v. Petroleum Management Corp: D offered an interest in the drilling program to 8 investors personally without general solicitation. Only a small number of shares offered for relatively low value ($125k). D did not file a registration statement and Doran was the only one out of the eight who ended up investing in D
1. Even though small number of offerees and Doran was sophisticated, no disclosure or access to relevant info. Sued for rescission
Regulation D
Rule 506 ( fall back is 4(a)(2)
Rule 504 ( promulgated under 3(b)(1)
· If 504 fails, can’t fall back on 3(b)(1) because that’s only authorizing. Need to rely on another exemption (maybe 4a2)
· 3(b)(1) only goes up to $5mil, but 504 allows up to $10mil. SEC has relied on other rules to allow it to go up to $10mil

Once sold ( restricted securities. Must be registered unless an exemption applies

	
	Rule 504
	Rule 506(b)
	Rule 506(c)

	Maximum Offering/

Aggregate Amount
	$10 million (within any 12mo period)
	Unlimited
	Unlimited

	Max # of Investors
	Unlimited
	-Up to 35 non-accredited investors (must be sophisticated)
-Unlimited accredited investors
	-Unlimited accredited investors

	General solicitation allowed?
	No (some exceptions)
	No, must have pre-existing relationship
	Yes

	Resale limitations
	Yes
	Yes
	Yes

	Disclosure required?
	No
	Yes, if offering to non-accredited investors
	No

	Blue sky laws?
	Yes, and file form D
	No, file form D
	No, file form D

	Ineligible Issuers
	-Investment companies

-Exchange Act Reporting companies
-Blank check companies
-Bad Actors
	Bad Actors
	Bad Actors


1. Rule 504:
a. Aggregation: shall not exceed $10mil, less the aggregate offering price for all securities sold within the 12 months before the start of and during the offering of securities under this Rule 504
i. Whenever there’s an offering, have to look back within any 12-month period. Cannot exceed $10mil

ii. If previously offered, those survive. The current one would be in violation. Either find new exemption or reduce current offer amount to not exceed $10mil ceiling
iii. If can’t argue 504, try to argue entire thing is 506
2. Rule 506:
a. Accredited Investor: 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

i. Various financial institutions (banks, insurance companies, investment companies)
ii. Directors, executive officers, general partners of the issuer

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

iii. Entities with assets exceeding $5 million (not formed for the purpose of buying these securities)

iv. Natural persons that at the time of purchase either:

1. Have an individual or joint with spouse net worth exceeding $1 million (excluding value of primary residence), or

2. Have in 2 most recent tax years:

a. Income of $200K individually / $300K jointly w/ spouse

b. Reasonable expectation of reaching same income in current year
v. For 506(b): good enough to just have checkbox confirmation, onus on purchaser
vi. For 506(c): requires due diligence by issuer to ensure verification 
b. Sophisticated Investor: if not accredited, (1) must have knowledge and experience in financial and business matters that he is capable of evaluating the merits and risks of this investment, or (2) has purchaser representative who is.
i. Issuer reasonably believes that purchaser comes within that description
1. Can use investor questionnaire

ii. Limit of 35 sophisticated investors per 90 calendar days
iii. Number of Purchasers: must not exceed 35 non-accredited purchasers. Following excluded from count:
1. Any relative, spouse, or relative of spouse who lives in same primary residence as purchaser
2. Any trust purchaser/relatives have more than 50% interest
3. Corporation/entity counted as 1 purchaser
iv. Purchaser representative:

1. Independent: not an affiliate of the issuer (director, officer, employee, holder of ≥10% stock of issuer) [exception if relative of purchaser]
2. Sufficient knowledge and experience (same as above)
3. Acknowledged by purchaser in writing

4. Discloses to purchaser any material relationship to issuer (purchaser decides if they want to take the rep on after that)
c. Disclosure: disclosures required for 506(b) non-accredited investors before the sale (no need for accredited)
i. Easiest way to do it is providing private placement memorandum (PPM)
1. Company-specific information: description of the business, properties, material legal proceedings, executive officers, board of directors, principal shareholders, audited financials, etc.
2. Financial info
ii. And once providing PPM to non-accredited, must provide to ALL
iii. If relying on 506 and it fails for some reason, fall back will be 4(a)(2), so best to just voluntarily provide disclosure/access just in case to satisfy Ralston Purina/Doran
iv. Hypo: issuer forgot to send PPM to non-accredited investor. Can’t rely on 508(a)(2) because a significant error. Issuer can make a good faith attempt to remedy the situation by sending PPM to investor after the fact and offer rescission if investor would like
3. General Solicitation: reaching out to people with no pre-existing relationship (e.g., cold calling)
a. Risk of general solicitation mitigated when issuer has a strong pre-existing relationship with the prospective investor
b. Issuer cannot offer or sell securities by any form of general solicitation or advertising, such as ads, articles, newspaper publications, magazines, tv/radio broadcasts, seminars/meetings whose attendees have been invited by general solicitation, unless:
i. 504: permitted if state laws allow it (state provides for the registration of the securities under state law; state law expressly permits so long as sales made only to accredited investors)
ii. 506(c): permitted if all purchasers are accredited investors and issuer took reasonable steps to verify purchasers’ accredited investor status
1. Note: identify who the final purchaser will be. Fund managers are likely accredited, but if telling them, is the intent for THEM to purchase or for them to try to solicit business from their own un-accredited clients
iii. 506(b): NO GENERAL SOLICITATION

c. Demo Days (Rule 148): not general advertising if communication is made in connection with a seminar/meeting where more than 1 issuer participates
i. Must be sponsored by a college, state/local government, nonprofit org, or angel investor group/incubator/accelerator

ii. Advertising for the seminar doesn’t reference a specific offering by the issuer
iii. Sponsor doesn’t make investment recommendations to attendees of event or receive any money for introducing attendees to issuers
iv. Sponsor doesn’t charge fees for event, aside from reasonable administrative fees

d. Violate general solicitation ( lose exemption ( §5 violation
e. In re Kenman: issuer mailed info about the securities to people who participated in previous offerings by them, executive officers from 50 companies, physicians in CA (115k), engineers in CA ( violation of general solicitation, no pre-existing relationship with them
f. Mineral Lands/SEC No-Action Letter: pre-existing relationship must be a kind that enables issuer to be aware of financial circumstances or sophistication of potential investor

i. So it should be a fairly significant relationship, not something that develops in 10mins or mere acquaintances
4. Resale Restrictions: Reg D securities generally cannot be freely resold, “restricted securities”
a. 504: if offering complied with state law registration requirements, CAN freely resell
b. 506: explicitly restricted from reselling, unless registered under §5 or another exemption
i. Issuers must take steps to ensure purchasers are not underwriters (persons buying with a view to resell) by:

1. Reasonable steps to ensure purchaser is buying for self,

2. Written disclosures to purchasers informing them that the securities are not registered under §5 and exemption required for resale, and

3. Affixing a restrictive legend to certificate
5. Innocent/Insignificant Mistakes (Rule 508): failure to comply with 504 or 506 requirements will not jeopardize exemption for offer or sale
a. Issuer must show:

i. Noncompliance did not undermine the protection available to the particular investor seeking to avoid the exemption; and

1. Can’t sue and ask for recission if noncompliance doesn’t apply to you (ex: hedge fund can’t sue and seek recission if issuer forgot to send PPM to another purchaser, hedge fund isn’t the party harmed)
ii. Noncompliance was insignificant and did not involve the ban on general solicitations, Rule 504 dollar limits, or Rule 506 limits on the number of nonaccredited investors; and

iii. Issuer made a good-faith and reasonable attempt to comply with the rules
6. Bad Actor: issuer disqualified from using Reg D if issuer or other covered person is a bad actor (director, officer, member, promoter, finder, equity shareholder [owning 20% or more voting power])
a. Disqualifying events:

i. Securities-related criminal convictions (felony or misdemeanor)

1. 5 years if issuer; 10 years if other covered person

ii. Securities-related court injunctions & restraining orders (in the last 5 years & still in effect) 
iii. Final regulatory orders of financial-related state and federal regulators that bar a person or are based on fraudulent conduct (in the last 10 years) 
iv. SEC disciplinary orders that suspend, revoke, limit, or bar securities-related entities or their professionals (while order is still in effect) 
v. SEC cease-and-desist orders based on fraudulent conduct (while order is still in effect)
vi. SEC Reg A orders stopping or suspending the exemption (in the last 5 years) 
vii. SRO suspension or expulsion, such as by FINRA (while order is still in effect) 
viii. U.S. Postal Service false representation orders (in last 5 years)
b. 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
7. Integration (Rule 152): restrains issuers from recharacterizing offerings/splitting offerings strategically to avoid 504’s $10mil limit, 506(b)’s 35 non-accredited investor limit, or general solicitation restrictions
a. 2 transactions will be integrated w/ one transaction depending on the balance of factors:

i. Sales are part of a single plan of financing

ii. Sales involve issuance of the same class of securities

iii. Sales have been made at or about the same time

iv. Same type of consideration is received 

v. Sales are made for the same general purpose

b. Safe Harbors to not integrate offers:
i. 30-day Buffer: any offering made more than 30 days before commencement of next offering and any offering made over 30 days after termination/completion of other offering is not integrated

ii. Offers made for employee benefit plans (not restricted) or offshore offers
iii. Won’t integrate if going from Private to Public offering, and private…
1. A terminated or completed offering for which general solicitation is not permitted
2. A terminated or completed offering for which general solicitation IS permitted made ONLY to QIBs and institutional accredited investors, or
3. An offering for which general solicitation is permitted that terminated or completed more than 30 calendar days before the commencement of the registered offering
iv. Offerings under an exemption permitting general solicitations will not be integrated if made after a terminated/completed offering
c. If the exemption relied on prohibits general solicitation, issuer must have a reasonable belief that it either didn’t use general solicitation with any of the purchasers or that it had a substantial pre-existing relationship with the purchaser to invoke the safe harbor

d. Anti-avoidance rule applies: safe harbor will not apply if the scheme is created to specifically avoid integration

e. If safe harbor fails but one of the rules adequately protects all the offers, all the offers will still be integrated but will be exempted from registration requirements
8. Misc.:

a. Form D: issuer must file Form D with SEC if making 504 or 506 offering. Has until 15 days after the first sale of securities to file

b. Placement agent (like an underwriter for a registered public offering) will prepare private placement memorandum

i. Placement agent then contacts investors with whom agent has a pre-existing relationship with
§4(a)(6) / Regulation Crowdfunding
1. §4(a)(6): regulates crowdfunding
a. Aggregate amount sold to all investors during a 12mo period is not more than $1mil
b. Individual investor limits:
i. $2000 or 5% of annual income/net worth if annual income/net worth is less than $100k

ii. 10% of annual income/net worth up to $100k if annual income/net worth is equal to or more than 100k
iii. No limits for accredited investors

c. Transaction is conducted through a broker or funding portal; required to provide disclosures
d. Issuer must comply with 4A(b)
2. Regulation Crowdfunding: promulgated on 4(a)(6). Duly registered internet portal that collects all necessary information to ensure eligibility to purchase and discloses info about issuer and risk
a. Allows investment up to $5mil during a 12mo period
b. Does not apply to transactions for:
i. Exchange Act reporting companies
ii. Investment companies

iii. Bad actors

iv. Companies set up with no business plan/just to acquire an entity

c. Restricted securities
d. 12(a)(2) antifraud applies
e. Blue sky laws preempted for Reg CF
§3(a)(11) & Rules 147/147A (Intrastate Offering)
1. §3(a)(11): intra-state offering. Exempts purely local in-state offerings from registration under Section 5 (will remain subject to blue sky laws)
a. Exempts any security which is a part of an issue offered and sold only to persons resident within a single state/territory, where the issuer of such security is a person resident and doing business within (or if corp., incorporated and doing business within) the state/territory
i. Local issuer: must be incorporated in state; income production and primary operations in state
1. Primarily operates in state ( they don’t have to operate exclusively in state, but they do have to operate primarily in state (even if 50/50, might not be good enough)
2. Operations can’t just be formal (just having an office listed in the state). Operations ACTUALLY have to take place there

ii. Local investors: investors must be in the same state as issuer

1. If any part of issue offered or sold to non-resident, then exemption unavailable to ALL securities part of the issue (including those sold to residents)

2. Not enough to just have reps & warranties, need confirmation of residence
3. ALL shares must “come to rest” in the state (BAD if automatically reselling to out of state purchaser)

4. Offerings cannot be so big that resting in state is improbable: if so many shares being sold, higher likelihood that those shares will make way out of state
iii. Local financing: proceeds must be for in-state activities

b. Busch v. Carpenter: Sonic (UT corporation) offered shares to UT residents. After offering, Mason (IL corporation) merged with Sonic, and eventually proceeds from offering were deposited in IL. 7mo after closing, resale to residents outside of UT
i. Intent: need to identify intent at time of offering. If intending to merge or use proceeds out of state before offering took place, can’t use 3a11. If merger opportunity just comes up after like here, then no issue
ii. Coming to rest: issuer only has burden of showing that the stock was sold only to residents of a given state

1. Then plaintiff can produce evidence that the stock had not come to rest but had been sold to people who intended to resell it out of state (can look at the purchase agreement to ascertain intents and purposes; does it have legends, disclosures?)
2. Burden of proof shifting depending on time

a. At time of offering: issuer

b. After resale: plaintiff

2. Rule 147/147A: offers and sales by an issuer, or any person acting on behalf of the issuer
	
	Rule 147
	Rule 147A
	

	General
	Promulgated under 3(a)(11)
Note: even though no limit on size of offering, if large likely won’t be able to fall back on 3(a)(11) if 147 fails
	-Allows smaller companies to use internet to solicit investors and maintain local character

-Not available to issuers that are investment comps or required to register under Investment Company Act
	-Any size company can utilize either to conduct intrastate offering exemption

-No limits on amount of offering or number of purchasers

	Manner of Offering
	Limits all offers and sales to residents of the same state in which the issuer is resident
	Allows issuer to engage in general solicitation/advertising out of the state. Although offers may occur out-of-state, all sales must take place to persons resident in the same state as the issuer
	

	Residency
	More restrictive, requires that offerees are resident in the same state as the issuer
Issuer’s residence is based on where it is incorporated/organized AND has its principal place of business
Offerees/purchasers: requires them be resident; or that issuer reasonably believes are resident in same state as issuer at time of offer and sale

*Reasonably believes: same for both; not just written rep & warranty. Need to show preexisting relationship, some other reason that they had sufficient knowledge
	Only requires issuer to have principal place of business to be resident of state

Only requires that purchasers are resident (not offerees), or issuer reasonably believes are resident in same state

	Principal place of business = state where officers, partners, managers primarily direct/control/coordinate activities of issuer
Doing business = satisfy one of 4 requirements

1. At least 80% of gross revenue from ops of business or property located in the state
2. Issuer had at least 80% assets in state
3. Issuer intends to use and does use at least 80% of net proceeds from business in state
4. Majority of issuer’s employees based in the state
Anti-sham provisions: residents from other states can’t band together and form in-state corporation for the sole purchase of backdooring the requirement

	Resales
	-For 6mo, any resale must be made only to residents of the state where issuer was resident

-After 6mo, investor likely can use 4(a)(1) exemption to resell (if not an underwriter)

	Precautions against interstate sales
	-Prominent legend on the certificate that security was sold through exemption from §5 registration and that the securities are subject to a 6mo holding period during which may only be sold intrastate

-Issuer must issue stop transfer instructions

-Must obtain written representation from each purchaser as to the purchaser’s residence

	Disclosure
	Both require providing specific statement identifying state securities were sold in, the exemption, and how long can’t resell 

	Integration
	Both use Rule 152 (see above)


Regulation S (Offshore)
1. Regulation S: offers and sales must be made offshore to avoid the registration requirement of §5
a. Reg S does not exempt a securities transaction from anti-fraud provisions if there is sufficient nexus to US (US laws only apply in the US)
b. Anti-avoidance rules apply: won’t be valid if using rule solely to escape registration requirements
2. An offer or sale of securities by the issuer (or distributor [underwriter/dealer/contractually agreed]/affiliate) shall be deemed to occur outside the US if (a) offer or sale made in an offshore transaction, (b) no directed selling efforts in the US, and (c) meeting one of the categories
a. Offshore transaction:
i. Offer not made to a person in the US, and
1. May be a US citizen, but if vacationing out of US and received an offer there, qualifies as offshore

2. BUT cannot be to identifiable groups of US citizens abroad (can’t target US people)

ii. Actual purchase transaction occurs offshore

1. Either buyer must actually be outside the US or the transaction must be executed on an established foreign securities exchange

b. No directed selling efforts: should not be activities that are intended to, or could reasonably be expected to, result in conditioning the market in the US for the securities offered
i. Is directed selling effort if placing an ad in a publication with general circulation in the US (15,000+ copies) that refers to the offering of securities being made in reliance on Reg S

1. Not directed selling effort: tombstone ad with less than 20% circulation in US

ii. Dissemination of routine information of the character and content normally published by a company and unrelated to a securities selling effort generally not considered directed selling effort
iii. Cannot target US persons specifically
c. Categories: based on the likelihood that the securities will flow back to the US
i. Distribution compliance period: period when securities first offered to persons other than distributors through the closing of offering
	Category 1
	Category 2
	Category 3

	Issuers under this category only need to meet the basic offshore transaction and no directed selling efforts requirements to qualify for exemption

2 common types:

-Foreign issuer reasonably believes at the start of the offering that no substantial US market interest (SUSMI) exists in their class of securities offered or sold

*For equity: US stock exchanges and NASDAQ cannot constitute the largest market (or one of the largest markets) for the class of equity securities being offered
*For debt: US persons cannot be significant record holders of debt securities of the issuer—whenever 300+ holders are US persons, US persons hold $1 billion+ of the securities, or US persons hold 20%+ of the securities
-Securities sold in an overseas directed offering (not the US)
Who qualifies:

-Foreign issuers without SUSMI

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

-Domestic issuers selling non-convertible debt, not denominated in dollars, where the offering is directed to a single country (not the U.S.)
	Who qualifies:
-US reporting companies or foreign issuers offering debt

-Foreign issuers that are reporting companies offering equity

Restrictions:
-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
-All offering materials have legends (unregistered, may not be offered/sold in US or US person)
	Greatest risk of flowback into US
In addition to 2 basic requirements, same offering restrictions as Cat 2, with: 

-40-day distribution compliance period for debt securities

-1-year distribution compliance period for equity offerings

Debt: 3 transactional restrictions during 40-day distribution compliance period

-Offers/sales must not be made to US person

-If distributor sells security to another distributor/dealer, distributor must notify purchaser they are under same restrictions as selling distributor
-Must be in form of temporary global security

Equity: transactional restrictions during 1-year distribution compliance period

-Offer/sale not to US person or for benefit of US person

-Distributor must notify purchaser that purchaser under restrictions like selling distributor
-Purchaser certification

-Purchaser contract obligations

-Legend

-Transfer restrictions


	
	Issuer
	Reporting
	Non-Reporting

	Less Risk (
	Foreign
	Debt
	Cat 2
	Debt
	Cat 2

	
	
	Equity
	Cat 2
	Equity
	Cat 3

	
	Domestic
	Debt
	Cat 2
	Debt
	Cat 3

	
	
	Equity
	Cat 3
	Equity
	Cat 3

	
	More Risk (


3. Integration: offers and sales made in compliance with Reg S will not be integrated with other offerings
a. SEC provides blanket safe harbor for Reg S offerings in Rule 152
Regulation A
1. Current version referred to as Reg A+: mini-IPOs
a. Exempts US and Canadian issuers from filing reports under the Exchange Act
b. Can be made using general solicitation

c. Need to file Form 1-A (slimmed down version of Form S-1)
d. Securities sold through Reg A+ are not restricted securities and can be freely tradeable (except for those securities held by affiliates of the issuer)
2. Reg A+ Tiers:

a. Tier 1: offerings up to $20 million in a 12-month period, and a maximum of $6 million of secondary sales by the issuer’s affiliates

i. Subject to blue sky laws. Minimal continuing reporting requirements
b. Tier 2: offerings up to $75 million in a 12-month period, and a maximum of $22.5 million of secondary sales by the issuer’s affiliates
i. Not subject to blue sky registration requirements, but are subject to more stringent continuous disclosure requirements

3. Business development companies, investment companies, and issuers who are bad actors cannot rely on Reg A/A+
Employee Benefits Plan (Rule 701)
1. Securities distributed as employee compensation
a. NOT restricted securities

b. Exempt from integration

c. Can NEVER be used to raise capital for the issuer. Only used for equity compensation

2. Who is eligible to acquire: directors, officers, employees, consultants*, advisers*, family members who acquire under family law/ testate law/ intestate law, and some former directors, officers, employees, etc.
a. If consultants or advisers are offered, must be natural persons (not personal service companies, like “Therese Maynard, LLC”), and it must be in exchange for bona fide services to the issuer or an affiliate of the issuer
3. Strict disclosure requirements, must deliver written plan/agreement to the offeree 
a. Trip wire for heightened disclosure obligations: $10mil in any 12mo period

i. Must then offer each offeree:

1. An ERISA plan

2. Material terms of the plan (if not providing, exemption becomes unavailable)

3. Summary of risk factors (similar to a prospectus)
4. Detailed financial statements

Resales/Secondary Transactions
Why restrict resales? Without 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
1. §4(a)(1): §5 requirements don’t apply to transactions by any person other than an issuer, underwriter, or dealer. If issuer, underwriter, or dealer, entire transaction loses exemption
a. Issuer: every person who issues or proposes to issue any security
b. Dealer: any person who’s in the business of buying/selling for their own accounts or those who are in the business of assisting others sell their own (includes brokers too)
c. Underwriter: 3 types

i. Any person who purchases securities from issuer with a view to distribution
1. View towards distribution = intent to sell
2. Reminiscent of integration. Resell integrated in original distribution because party is an underwriter and 4a1 doesn’t exempt underwriters (then can’t rely on 4a2/Reg D because underwriter is not the issuer)
3. Gilligan v. SEC: Gilligan bought shares from a company in a private placement because he was told company was going to do well but sold his shares after 10 months when he saw revenues were falling ( Gilligan an underwriter

a. Intention to keep the stock only if the issuer continued to do well was equivalent to purchasing “with a view to distribution”
b. “Changed circumstances” that will allow an investor to claim that he did not purchase securities with a view to the resale of such securities:

i. Passage of time: after 2-3 year holding period, presumption of investment intent becomes conclusive (info stale after that)
ii. Unexpected change in circumstances: for example, investor showing that he unexpectedly needed to purchase a new car, requiring liquidation of portfolio

c. If there is NO changed circumstances, consider whether the end purchaser (purchasing the securities from the reseller) can fend for himself (Ralston Purina factors) ( if can fend for self, no violation of §5
d. Burden of proof is on the person seeking exemption
4. Note: watch out for integration problems. If an underwriter sells his shares to more non-accredited investors after a Reg D offering, would have to figure out how to restructure the deal to not run into issues. Issuer may want to claim that the seller was part of the original selling team to rely on 4a2, but need to look at documents if seller used personal name in the sale
ii. Any person who directly/indirectly participates in the offering, selling, or underwriting process for an issuer in connection with a distribution

1. 3rd party that assists with an offering is not permitted to avail itself of 4a1

2. Just trying to assist in a sale can be enough to be called an underwriter, even if no discussion of compensation or if issuer and underwriter had never met
3. Continuous solicitations by a 3rd party on behalf of an issuer may be enough to satisfy this prong

iii. Any person who purchases from/sells for a control person when such purchase or assistance is a part of the control person’s distribution
1. 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)

a. The CP’s power may come through stock ownership, a position in management, influence w/ management, etc.
b. Person in control relationship with issuer maintains an ongoing access to info, giving controlling person an enduring advantage over other investors in secondary marketplace
c. Ex: CEO, largest chair holder of board ( have insider info, can force issuer to go public

i. Director, CFO, minority shareholder: have info outsiders don’t have, but alone, can’t direct course of management

2. Hypo: owning 40% stock of a company and making all major policy decisions. If want to sell, will likely be a control person ( underwriter
3. US v. Wolfson: Wolfson largest SH of Continental (40%), “guiding force” behind corporation, arguably a control person. Sells 400k of his shares through brokers without solicitation 
a. Holding: 4a1 not available for these transactions. Underwriter (in this situation, the brokers) involved. 4a4 (unsolicited broker transactions) didn’t apply, 4a4 only exists to protect brokers, not control persons. 4a2 can’t apply either since Wolfson not an issuer
4. If control person sells through a broker, that broker is deemed to be the underwriter ( control person no longer the underwriter
5. 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

a. Thus, they rely on 4(a)(1.5)
2. §4(a)(1 ½): 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

a. If control person satisfies 4(a)(1 ½), then he technically conforms with 4(a)(1)

i. 4(a)(1) exemption available, no “distribution”

b. Analysis:

i. Is the control person acting as an underwriter?
1. Have the shares come to rest? 
2. Or, is the sale part of an ongoing distribution or CP acting with investment intent?

ii. If not an underwriter, is there a 3rd party (broker or friend) assisting in the sale? Can investor fend for himself?
1. Would be creating a scheme if the control person just resells to a friend, who then resells himself. Friend is acting as an underwriter then, evading the rules

2. If using a broker to sell to retail investors, investors would not be sophisticated, so can’t rely on 4a1 through 4a1.5

a. And 4a4 would only protect the broker

3. §4(a)(4): exempts brokers’ transactions executed upon customers’ orders on any exchange or in the over-the-counter market (without solicitation)
4. Rule 144: safe harbor for sale of security that’s already been sold under a distribution from the issuer to shareholder
a. Complying with Rule 144 exempts the individual from being deemed an underwriter under 2(a)(11) ( makes 4(a)(1) available
i. If 144 complied with, restricted securities transform to unrestricted (restrictive legend affixed to security is removed and now freely tradeable)

ii. If 144 fails, then rely on 4(a)(1) for non-control person or 4(a)(1.5) for control person
b. Anti-avoidance: Rule 144 not available to any person if they are using technical compliance with 144 to evade the reg requirements
c. Is the selling person an affiliate?

i. Affiliate: an affiliate of an issuer is a person that directly, or indirectly, control or is controlled by or is under common control with the issuer
d. Does the person hold restricted securities?
i. Restricted securities: securities acquired not involving public offering. Can be acquired directly from issuer, issued under Rule 506 of Reg D, sold under Rule 144A
ii. Unrestricted: public offering, Reg A+, Rule 504 of Reg D
e. Is the issuer a reporting company?

i. Would be a reporting issuer if satisfying reporting requirements of §13 or 15d of Exchange Act
f. Basic Requirements:

i. Current public information
1. When is information required:

a. Turns on whether affiliate or nonaffiliate seeks exemption from Sec 5 for resale

i. Affiliates must always satisfy info req

ii. Nonaffiliates: requires info only for exchange act reporting issuers; terminates after 1 year holding period = information period

iii. No info required for nonreporting issuer 

2. What information is required:

a. Current public information

b. Info deemed available to investors for Exchange act reporting issuer if issuer was Exchange Act reporting comp for at least 90 days preceding sale of securities and has been current in periodic disclosures

c. For non-Exchange Act reporting issuer: Rule 15c2-11 applies; basic info

i. Name, state of incorp; number of shares; financial statements

ii. Holding period for restricted securities (144d)
1. Runs from later of date of acquisition of securities from issuer or affiliate of issuer

2. For Exchange Act reporting issuers, holding period is 6 months (1 year for non-reporting issuers)

3. Note: no holding period for securities sold through public offering

g. Additional Requirements for Affiliates

i. Limits on the amount sold: based on company’s entire secondary market trading volume; greatest of

1. 1% of outstanding shares

2. Average weekly reported trading volume of same securities during 4 calendar weeks before filing notice of sale

3. Debt securities – 10% of principal of debt tranche

Volume limit because (1) of SEC’s fear that large # securities would enter market at once and disrupt market, and (2) resellers may use tactics associated with public offerings

ii. Restrictions on the manner of sale
1. 144f: limits means of affiliate reselling equity securities into secondary market

2. 144g: interprets unsolicited brokers transaction; can’t solicit orders

3. Equity securities (not debt) must be sold in unsolicited brokers’ transactions directly to market makers or in riskless principal transactions

iii. Notice requirement
1. Affiliates must file Form 144 disclosing identity, relationship with issuer, date/nature of transaction... if intending to sell more than 5k shares or >$50k for any given 3-month period

2. Affiliates must file when place first sale order with broker or execute trade with market maker
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Disclosure requirements

Start with asking if issuer is a shell company. If yes, analysis ends and 144 not available for the sale of its securities

Then, is the seller currently or in the last 3mo an affiliate of the issuer?
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5. Rule 144A: different than 144. Safe harbor for private resales of securities to QIBs
a. QIBs: entities owning at least $100mil in securities, have their own market and don’t require protection
6. §4(a)(7): resale exemption focused on affiliates
a. Requirements:

i. Seller cannot be issuer or subsidiary of the issuer
ii. Buyer must be accredited investor as defined in Reg D
iii. Issuer must be an operating company (not blank check/shell company)
iv. No general solicitation

v. No underwriter

vi. Disclosure: info about issuer and its financials
vii. Bad actor disqualifications for seller
viii. Securities must’ve existed for 90 days and not part of an unsold allotment from the initial distribution
b. Preempts blue sky laws
c. Facilitates sales from control persons to 3rd parties (something 4a1.5 doesn’t)
Finder’s Fees

1. Finder fee: commission paid to an intermediary for the introduction to potential investors
a. Section 3(a)(4)(A) of Exchange Act defines broker: any person engaged in the business of effecting transactions in securities for the account of others
b. Section 15(a)(1) mandates the registration of brokers: any broker effecting transactions in securities, or inducing or attempting to induce the purchase or sale of securities must be registered with the Commission
i. A person’s receipt of compensation that is contingent on how much money is collected is reserved to brokers only
ii. Includes brokers in primary transactions
c. Compensation must be tied to the amount collected (contingent fee)
i. Not a broker-dealer activity if an intermediary is paid a fixed fee for introductions
2. Ex: law firm helps introduce a client to potential investors through its list of contacts, in return for a percentage of the amount raised ( must register

Civil Liability

Materiality

1. NO GENERAL DUTY/REQUIREMENT ON COMPANIES TO DISCLOSE!

a. For something to be actionable, there has to be a duty

b. If no duty to disclose = no liability

c. But if a misstatement is material, then antifraud will apply
2. Types of misstatements
a. Affirmative statements: must be materially accurate and complete. If misstatement, antifraud may apply
b. Half-truth: creates different perception than reality
i. Making a half-truth leads to duty to correct

ii. If there’s reliance before correction is made, issuer may be subject to antifraud liability
iii. Affirmative but incomplete statement may give rise to a duty to disclose additional information necessary to make the initial statement not materially misleading
c. Pure omission: only actionable if duty to disclose
i. Mandatory disclosure requirements: 10-K, 10-Q
ii. Rule 408 and Exchange Act Rule 12b-40: require that mandated disclosures require additional information to ensure that are not misleading
1. Reg S-K lists required information. Ex: describing general development of the business of registrant during the past 5 years and including info that would be material to the understanding
3. Standard of Materiality: TSC Industries
a. Info is material if there is a substantial likelihood that disclosure would have been viewed by reasonable investor as having significantly altered the total mix of information made available

i. Substantial likelihood: a significant propensity, something more than on the balance of probabilities but definitely less than a sure thing
ii. Reasonable investor: objective standard (don’t care about subjective preferences)
iii. Total mix: information has to be assessed relative to other information already available to investors (10-K, 10-Q, TV, pricing on the stock market [assuming efficient market])
1. “Total mix” used more often by defendant as a shield to try to dismiss suits
a. Look for facts that determine that the company’s actions didn’t change total mix

b. Look at change in share price right after disclosure

c. If fact already known to the whole market, already a part of the total mix

2. Ex: issuer has been a fuck up for years and hasn’t been able to deliver on any promises. Can’t say based on the total mix of information, a new statement had material bearing. 

3. Longman v. Food Lion: union filed suit against Food Lion about labor law violations. 1 year later, ABC aired documentary about unsanitary practices/labor law violations of Food Lion ( stock price dropped
a. Holding: Food Lion didn’t make false statement or omission of material fact regarding its labor satisfaction with its policies ( news about labor lawsuit and settlement was public. No policy regarding unsanitary conditions
b. Even though ABC broadcast resulted in drop of price, no new info was provided that wasn’t already publicly disclosed/in the total mix (no price change after the original disclosure)

4. Hypo: union trying to organize employees of funeral company that uses a chemical union claims is unsafe. Company releases statement disputing union’s claims and that the company has no higher priority than employee safety. 3mo later, OSHA imposes 1mil fine bc chemical is unsafe. After 3 week strike, union gets 20% increase in wages for employees. Press release materially misleading?
a. No: when looking at earnings, 1mil may be relatively small. Focus on press release as that introduced union’s accusations, which should’ve led public to do their own research/move market
b. Yes: OSHA’s fine a reliable indicator. Even if 1mil fine is small, unsafe labor practices may lead investors to think unionization is greater likelihood, and 20% wage increase impacts earnings. Magnitude x probability of unionization, which became more foreseeable after fine
b. Forward-Looking Information: materiality = probability x magnitude
i. Specific to disclosures regarding future events/circumstances (mergers)
1. An event may be contingent and probabilistic and still be material

ii. How to determine:
1. Probability: signs of interest in the transaction at the highest corporate level; instructions to investment bankers; actual negotiations between the companies
2. Magnitude: size of the 2 corporations; amount of premium involved

iii. Bespeaks Caution Doctrine: (i) forward looking statements are not materially misleading if (ii) they are accompanied by adequate risk disclosure to caution readers (iii) about specific risks that may materially impact the forecasts themselves
1. Used by an issuer as a shield
2. As issuer counsel and when reviewing client disclosures, should consider what risks should be included to minimize the positive forward-looking information that the client disclosures may have included and thus may be used against the issuer by the aggrieved investor (important for press releases and pitches)
iv. Basic v. Levinson: Basic made 3 statements within 2 years denying that it was engaged in merger negotiations. A month after the last statement, Basic asked NYSE to suspend trading and issued statement about merger
1. Ps sued, sold their stocks after Basic’s first statement that no merger (which lowered price of stock); each denial statement moved the market
2. Materiality in the merger context depends on the probability that the transaction will be consummated, and its significance to the issuer of the securities
3. Note: saying “no comment” generally functions the same as silence (if no duty to disclose, then not misleading)…unless company has a history of saying no comment specifically when it comes to upcoming merger talks
4. Stock price movement:

a. In re Merck Sec. Litigation: Medco (Merck’s subsidiary) was set to IPO. Would help pharmacies identify beneficiaries, customers would pay copayments directly to pharmacies. Medco would count these copayments in their own revenues. Included this info in their registration statement, but didn’t quantify the amount of revenues involved. 2mo later, WSJ reported on this, revealing the copayment issue was a few billion dollars—Merck stock dipped and IPO cancelled
i. Holding: need to look at how disclosure immediately following disclosure impacts stock price to determine materiality. Here, price went up after initial disclosure by Merck
ii. Information important to reasonable investors is immediately incorporated into stock prices. WSJ article didn’t introduce new info (if stock dropped on the day of Merck’s original disclosure, then there’d be an issue)
b. Efficient Market Capital Test: specific to disclosures made by companies in public markets
	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. Only facts disclosed to the public are factored in (not rumors)
	Prices immediately 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


Antifraud Liability
Common Law antifraud liability:
(1) a fact (not pure opinion) (2) that is false (3) and material to the investor’s decision-making, (4) scienter (the maker of the misrepresentation knew of the falsehood of the information and intended to mislead others, (5) the victim’s lack of knowledge of the falsity, (6) causation - actual cause or proximate cause (reliance on the truth led to loss), and (7) resulting damages/loss by the victim
How Section 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
Section 11: targets misstatements in the registration process

Section 12(a)(1): guards against circumvention of the rules of the registration process 

Section 12(a)(2): provides civil antifraud for public offering prospectus & statements relating to that prospectus

Comparisons:

· 10b5 focuses on who the primary violator is

· 11 has a statutory list of defendants

· 12 focuses on the relationship of the participating party and the investor purchasing securities

	
	§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 causation (Fraud on the market)
	Tracing requirement 
	No 
	No 

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

	Damage 
	unlimited
	Offering price
	Rescission 
	Recession 


Note: a Rule 173 Notice is a “notice of registration,” notifying the purchaser of the securities that those securities are now duly registered
Section 11
1. Civil antifraud for material misstatements/omissions in reg statement at the time it becomes effective

a. 2 big analytic issues for §11: whether P has standing and D’s due diligence defense
b. If in analysis determine section 11 not applicable, keep in mind that 12a2 and 10b5 may still be possible

c. Person bringing action must be able to trace securities back with certainty to materially defective registration statement 

i. Not concerned with privity of K. Ultimate purchaser suing doesn’t need to have been in negotiations with issuer
ii. Need to trace with 100% certainty. If there was an IPO for 9.9m shares then secondary offering for 0.1m shares, need to show that the shares you bought came from the IPO that had the material misstatement in the registration statement
2. Elements:

a. Misstatement or omission
b. Materiality: what reasonable investors views as significant given total mix of info available to investor
i. Sincere pure statements of opinion are not material misstatements

ii. Info on reg must be accurate on day SEC declares effective

1. Liability on any part of reg statement when effective

2. Filing post-effective amendment includes amendments in reg statement and establishes new effective date for §11 liability

c. Tracing
3. Standing: available only for purchasers who can “trace” their particular shares back to the materially defective Reg Statement

a. The harm must have been done to the shares that were related to the materially defective RS

b. Note: this is different from Rule 10b-5 which allows both purchaser and seller to sue

c. 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
4. Due Diligence Defense:

a. Not available to the issuer

b. Defendants divided into 2 categories: experts and non-experts

i. Requirement placed on each turns on whether the alleged fraud is found in a non-expertised or expertised section of the registration statement
ii. Ex of expert: accountant, engineer

c. Key is that the party engaged in reasonable investigation. If someone made reasonable efforts to ensure accuracy of information, they shouldn’t be liable for inaccurate information
d. Reasonable investigation and reasonable ground for belief = prudent man in the management of his own property
	Defense Requirements

	
	Non-expertised
	Expertised

	Expert
	No liability 
	Reasonable investigation, reasonable ground to believe (objective) and did believe of truth (subjective)

	Non-Expert
	Reasonable investigation, reasonable ground to believe (objective) and did believe of truth (subjective)
	No reasonable ground to believe and did not believe untrue


5. Defendants under §11:
a. Every person who signed the registration statement

i. 6(a): Registration statement must be signed by each issuer, its CEO and CFO, its principal accounting officers, and the majority of its board of directors (CTO IS NOT INCLUDED IN THIS LIST)

ii. Note: key is who is the ultimate chief executive officer, regardless of actual title (companies may have different roles based on their own bylaws, i.e., where “President” is the one who has the responsibilities of actual CEO)
iii. Note: 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

b. Directors at time of filing (regardless of if they signed)

c. 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

i. Limit: 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 

d. Underwriters
e. Control persons of any listed above
i. Control person (§15): ability to direct policy and control the company ( able to ensure the corp engages in a compliant §5 registration

1. Ex: a 40% shareholder

ii. Will be jointly and severally liable

iii. Defenses for control person: lack of knowledge AND lack of reasonable grounds to know
6. Damages:

a. Can recover the difference between amount paid for security and 

i. Value as of time of suit OR

ii. Price at which security shall have been disposed in market before suit OR

iii. Price at which security shall have been disposed of after suit

b. Damages can’t exceed offering price
c. §11 presumes that all Ds are jointly and severally liable for damages, with 2 exceptions:

i. 11(e) limits liability of underwriters to the total price at which the securities underwritten by him and distributed to the public were offered to the public

ii. 11(f)(2)(A) limits outside directors’ liability to their proportionate liability based on their degree of wrongdoing relative to that of other defendants

d. Parties may otherwise try to adjust their relative exposure to liability through contract

e. Negative Causation cap: provided that D proves any portion or all of damages reps other than depreciation in value of such security resulting from such part of reg statement ( that portion not recoverable

i. D can argue information was already in the public realm. If belief of strong market theory and that information was already in public sphere, then may be a strong argument. If semi-strong, then maybe a reputable source had released the information

ii. D can also argue that the reason that share value dropped was due to [some other reason]

iii. D can look at general trends in economy and industry which is facing a downfall. Maybe the drop in securities is in line with what is happening within the industry at large
7. Loss causation: don’t need to prove as an element. P can just include it to deter D from claiming loss causation as a defense
a. Defense where D assets that drop in price was not because of the material misstatement but because of some other extraneous factor
8. Statute of Limitations (can be used as defenses):
a. Suits barred after a one/three-year period imposed by §13

i. P must file the §11 lawsuit within 1 year after they found out about the fraud or should’ve found out about the fraud through reasonable care

1. 1 year period may be tolled for example with timely filing of a class action suit with respect to all purported members of the class until after the class certification decision

ii. P cannot bring the suit more than 3 years after the securities were offered to the public

9. Escott v. BarChris: investors brought §11 suit alleging registration statements filed with the SEC contained material false statements and material omissions: inflated sales figures (expertised portion); claimed money was being used to construct new buildings when it was used to pay existing debts

a. CEO: was aware of financing, clearly knew issues with registration statement ( no DD defense
b. Founders (President/VP): limited education/lacked sophistication, but still had obligations as directors. Should’ve known there were issues and investigated ( no DD defense
c. Treasurer/CFO: prepped fin statements himself, familiar w/ expertised portion ( no DD defense
d. Underwriters could’ve hired own auditors and auditors didn’t audit properly ( no DD defense
e. In-house counsel/directors who weren’t expertised ( DD defense for expertised, no defense for non-expertised
Section 12(a)(1)

1. Private cause of action for violations of §5’s gun-jumping rule requirements
a. Ex: securities were offered or sold and securities weren’t registered or securities were offered or sold before the effective period, etc.

b. Need some connection to interstate commerce (only need 1 instance of someone using phone/mail)
2. Standing: anyone who purchased security where that sale was in violation of §5 
a. Can sue even if wasn’t affected by violation. Ex: issuer sent you the prospectus but forgot to send it to someone else. Can sue because 12a1 deals with ANY violation
3. Elements: P only needs to show a §5 violation involving a security that they purchased

a. Doesn’t need to prove intent, causation, reliance, or damages

b. If successful, entitled to rescission. If Ps already sold securities, may seek damages

c. 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

4. Defendants:
a. Those who offer or sell unregistered securities. Securities Act defines “sell” broadly

i. Passing title: owner who passed to the buyer is obviously selling (easy case)

ii. Soliciting investment for defendant’s or issuer’s benefit (2 different avenues)

1. Participating in transaction: includes underwriters and brokers
2. Pinter v. Dahl Test
3. Exception: gratuitous motivation / motivated to benefit buyer

a. Just being a fan of the issuer and wanting them to succeed (without any compensation from issuer) will not be liable

b. 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)

i. Participating: were they involved in road shows, did they participate at all? Do we have any facts to show they encouraged the sale

1. If CEO/CFO but not involved in road shows, not participating because they weren’t the ones selling, issuer was

2. Outside directors/auditors also not involved in process
ii. However, lawyer mailing offering memorandum is insufficient b/c that’s part of their job and thus it’s ministerial activity ( if something is not part of their job then it starts to suggest prompting and participating

c. Pinter v. Dahl Test: liability extends 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
5. Defenses:

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

i. Ex: issuer didn’t meet Reg D criteria, violated §5. A bought shares from private placement, then sold them for half the price to his friend B. B can sue A under 12a1, but cannot sue issuer directly because no privity
1. A can then claim exempt transaction under 4a1

2. Then B can claim A was an underwriter intending to resell

6. Damages:

a. If securities still owned, then rescission: consideration (+ interest) – income received (dividends)
b. If securities no longer owned, then rescissionary damages: consideration (+ interest) – amount sold and income received
c. If share prices rise, no damages. Only in event of decline from when first purchased would make sense to seek damages

Section 12(a)(2)

1. Provides private cause of action for misstatement or omission in prospectus or oral communication

a. Compared to section 11, which focuses on registration statement
b. Concerned about info that is available to the purchaser at the time of the purchase

i. Prospectus [2(a)(10)]: any prospectus, notice, circular, ad, letter, or comm, written or by radio/TV, offering a security for sale or confirming the sale of security
ii. 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)

2. Standing:
a. P must have purchased from statutory defendant

b. 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)
i. Primary offerings only, does not extend to purchases in secondary market transactions that don’t require prospectus delivery
3. Elements:
a. Material misstatement or omission in prospectus/verbal communication and 
b. Use of an instrumentality of interstate commerce
4. Defenses:
a. Reasonable Care Defense: D may show that they did not know, and in the exercise of reasonable care could not have known, of such untruth or omission

i. Less demanding than DD defense in section 11
ii. No distinction between expertised statements and only requires the D to show that it used reasonable care
b. Loss Causation: providing evidence that the drop in the issuer’s stock price is due to factors unrelated to the fraud

	
	§ 11
	12a1
	12a2

	Standing
	Not all investors can bring suite

COA only for persons acquiring such security sold through reg statement = TRACING

Must show specific shares they bought were part of offering under reg statement containing alleged misstatement
	Any person who offers or sells security in violation of § 5 shall be liable to the purchaser (i.e. a person who buys a security offered or sold in violation of 5 has standing)

(STRICT LIAIBLITY) – NO SCIENTER needed
	Only those purchasing securities have standing

	Defendants
	· Those who signed reg statement = issuer, CEO, CFO among others

· Directors

· Various experts who prepped or certified a part of reg stmt

· Underwriters

· Controlling person of any of above
	· Those who offer to sell to the purchasing person

· Sec. 12 focuses on relationship of participating party and investor buying the securities; Pinter stresses importance of person making contact with investor 

· Contrast w/: Private liability under 10b-5 depends on who is the primary violator; but 11 extends to persons and entities listed in 11a as statutory defendants
	· Those who offer or sell the securities

· Pinter is used to determine which participating parties in offering are involved with offering and selling

· Regulated by:

· Rule 159A – defines seller in primary offering only to include issuer of securities sold to person as part of initial distribution; issuer is seller regardless of underwriting method is prospectus, free writing pros, or other comm

· Item 512a6 – purchasers in initial distrib have standing to sue issuer as seller of sec regardless of underwriting 

	Elements
	1) Misstatement or omission

2) Materiality

Can use loss causation as defense
	Need only show Section 5 violation involving security purchased

No scienter, causation, reliance, or damages
	· Requires material misstatement or omission, in prospectus or oral comm, and use of instrumentality in interstate commerce

· No reliance or scienter

· Prospectus = documents in public offering

	Defenses
	11a - D can try to show P had actual knowledge of alleged fraud in reg stmt at time they bought securities 

· Used after issuer makes public announcement detailing and correcting fraud

· D may argue entire market knew of fraud

11b1 – if resign and notifies SEC

SOL defense, Section 13= 1 or 3 years

· P must file within 1 year of finding out about or should have found out about fraud

· No P can bring more than 3 years after securities offered to public 

Due diligence in 11b3

· 2 levels, based on expertised and non-expertised 
	D has no defenses

But Section 13 has SOL of 1 year from discovery and 3 years from sale
	· Section 13 1 and 3 year SOL

· Ds can also assert:

· P knew about the untruth or omission

· If meet BOP showing D didn’t know/could not have known of untruth or omission

· Defense of reasonable care less demanding than duty of due diligence under Sect. 11

· ( D shall not be liable if sustain the burden of proof he did not know, and in exercise of reasonable care could not have known of such untruth or omission. 

	Damages
	
	Rescission (if still own) and damages (if no longer own)

Rescission = consideration + interest – income

 
	Same remedies under 12a1; 

Rescission if P still holds security

Damages if P sold security

Can also show absence of loss causation under 12b – that drop in issuer’s stock price due to factors unrelated to fraud 


1934 Exchange Act
1. Purpose of Exchange Act:
a. Primarily regulates trades in the secondary market

b. Establishes Securities & Exchange Commission as the regulator

c. Registration of market intermediaries

d. Regulates tender offers and proxies for public companies
e. Sets prohibitions on insider trading
f. Establishes public company reporting requirements

2. 3 different triggers for corporations to become public:
a. §12(a) & (b) (together)
i. Triggered by registering and being listed on a national exchange (aka, brokers can’t effect transactions on national exchange unless registered)
ii. Incurs reporting obligations:

1. §13 reporting requirements: event based 8-K, quarterly 10-Q, annual 10-K

2. §14 Proxy/tender offer rules
3. §16 insider stock transactions (insiders have to disclose when they trade/can’t do short swing trading within 6mo period)
4. Sarbanes Oxley provisions
5. Regulation FD

iii. To terminate/deregister: delist form the exchange (and avoid 12(g) triggers)
1. File notice/certification with SEC that complied with all provisions

b. §12(g): compels issuers to register if triggering requirement (may not be listed but too big to be private)
i. Triggered based on size of issuer (determined as of last day of its fiscal year)
1. > $10mil in assets, and

2. Equity securities with ≥ 2,000 shareholders (or ≥ 500 non-accredited for non-bank and non-bank holding companies)
a. Essentially creating a limit on private placements

b. Note: doesn’t include people holding exempted securities (ex: Reg CF, employee compensation plans)
ii. Reporting obligations same as 12(a)/(b)

iii. To terminate/deregister: 
1. < 300 shareholders OR 

2. [< 500 SHs & < $10mil in assets] for 3 fiscal years
c. §15(d): triggered by company filing Form S-1/S-3 registration statement for a public offering of a set of securities
i. Not listed on an exchange. May be trading over the counter, or for debt that needs to be registered
ii. Comparison: if filing Form 10, registering ALL securities (nothing being sold, just being made subject to 34 Act). If filing Form S, only picking specific securities to be registered/issued in IPO

iii. Disclosure requirements: periodic filing and SOX, but not subject to proxy solicitations, tender offer rules, or short swing profit provisions since the shares aren’t really being traded actively (since not on an exchange)
iv. To suspend reporting (note: not termination, if issuer has more than 300 SHs at the beginning of the year, obligations are reinstated):
1. < 300 shareholders OR
2. [< 500 SHs & < $10mil in assets] for 3 fiscal years AND at least 1 year after the most recent offering
	Section
	Trigger
	Requirements
	Termination

	12(a)
	Exchange listing
	· Periodic filings

· Proxy rules + annual report

· Tender offer rules

· Insider stock transactions
	Delisting and either

(a) < 300 shareholders, or

(b) < 500 shareholders + < $10mil in assets for 3 years

	12(g)
	≥ 2,000 shareholders (or ≥ 500 non-accredited for non-bank and non-bank holding companies) 
+ > $10mil in assets
	· Periodic filings

· Proxy rules + annual report

· Tender offer rules

· Insider stock transactions
	Either

(a) < 300 shareholders [< 1200 for bank], or

(b) [< 500 shareholders + < $10mil in assets] for 3 fiscal years

	15(d)
	Registered public offering
	· Periodic filings
	Either

1. < 300 shareholders + No earlier than next fiscal year after offering or

2. [< 500 shareholders + < $10mil in assets] for 3 fiscal years


3. Disclosure Requirements
a. Requirements of what needs to be filed are found in Reg S-K and Reg S-X
i. 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.

ii. Reg S-X: financial info
b. Need to file Form 10-K, 10-Q, 8-K
i. 10-K: annual filing giving a complete picture on the corporation’s business (from S-K)
1. Business, risk factors, properties, legal proceedings, management’s discussion and analysis of financial condition (MD&A), directors/officers, executive compensation, security ownership, etc.
2. Financial statements are audited

ii. 10-Q: quarterly filing with more basic info, doesn’t require an audit
1. Under SOX, 10-K and 10-Q must be certified by the CEO and CFO. Certifying they reviewed the report and that it doesn’t contain material misstatements/omissions
iii. 8-K: disclosures for material information that must be filed within 4 business days after a triggering event
	1. Registrant’s Business & Operations
	· 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 (moving stuff around to hide bad financials)
· 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. Securities & Trading Markets
	· Receipt of notice of delisting or transfer of listing

· Unregistered sale of equity secs

· Material modifications to rights of security 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
· If director, need to disclose reason why. All others, don’t need to disclose
· 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 requirements of code

· Change in company’s shell corp statuts

· 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
	· Anything issuer thinks would be important to its security holders 

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


iv. In re HP: HP filed 8-K reporting that a board member resigned but didn’t disclose the reason why (disagreement with the rest of the board members). Court held that along with filing 8-K when director resigns, they must also disclose the circumstances if it is due to a disagreement with the company on a matter relating to its operations, policies, or practices
1. Boiling down to whether director is leaving due to personal reasons or there’s a bigger issue that pertains to the operations, policies, or practices (doesn’t have to be specific formal stuff, can be informal)
Regulation FD

1. Purpose is to prohibit selective disclosure of material non-public information (can’t tell one person something and not other people)
a. If issuer does have inadvertent disclosure of issuer-related material fact, issuer must promptly and publicly report that fact

b. Gun-jumping rules supersede Reg FD

c. Breach of Reg FD doesn’t result in 10b5 claim, there’s no antifraud liability and there is no effect on reporting status of issuer itself
2. Analysis:

a. Is issuer 1934 exchange act reporting issuer?

i. If private issuer, reg FD doesn’t apply

b. Is information truly non-public?

i. Have there been other previous statements that serve as previous disclosure

c. Are the representations material

d. Was disclosure made to covered person

i. Covered person: individual likely to trade on that info (broker/dealer, security analysts, institutional investors). Wouldn’t be considered covered person if subject to confidentiality obligation to issuer
e. Do facts demonstrate intentional or inadvertent disclosure

i. Intentional: person making disclosure knows or is reckless in not knowing that info was both material and nonpublic
f. How was info disseminated

3. Disclosure:
a. If selective disclosure is intentional = company must disclose info simultaneously to entire market

b. If nonintentional = company must promptly disclose info to market within 24 hours of selective disclosure or by time trading starts on NYSE
4. When does Reg FD apply:

a. Disclosure by 1934 Act reporting company or any person acting on behalf (senior official, officer, employee)
b. Material non-public information. Enumerated categories of material info:
i. Earnings information

ii. Critical corporate actions (M&A, tender offers, etc.)

iii. New products and discoveries

iv. Changes in control/management

v. Changes in auditors

vi. Changes in rights of securities

vii. Bankruptcies 
c. Disclosure to broker/dealers, investment advisers/companies, and holder of securities if reasonably foreseeable that he will purchase/sell issuer’s shares based on the information
i. Hypos:

1. Doesn’t apply to foreign private issuers
2. CEO gives his brother tip about upcoming financials and brother trades. Not a violation of Reg FD because CEO not giving that info in his capacity as CEO/speaking on behalf of issuer. Would instead be 10b5 violation
3. CEO gives research analysts info about upcoming revenue numbers. Reg FD violation, if intentional, need simultaneous disclosure to the public (unless CEO can somehow argue info isn’t material)
4. CFO reading numbers at a private conference of financials he thought were already disclosed to the press a day before. If no press release was made, would be inadvertent disclosure and need to make public disclosure within 24 hours
5. SEC v. Siebel Systems: CFO made statements relating to business activities at private events attended by institutional investors, sounded more optimistic than statements the CEO had made on earnings calls. Holding ( statements made by CFO were already public info disclosed by the company. Even though people bought shares after CFO’s statements, that doesn’t change the nature of the statements
Insider Trading under Rule 10b-5
1. Private action can be brought by a purchaser or seller of any security against any person who has used any manipulative or deceptive device or contrivance (by instrumentality of interstate commerce) in connection with the purchase or sale of a security
2. Classical Theory: violation occurs when there’s a duty to disclose arising from a relationship of trust and confidence (fiduciary duty) between the parties to the transaction
a. An insider who owes a duty cannot trade on material nonpublic information
b. Have duty to disclose their possession of material nonpublic information to counterparties to whom they owe duty (SHs) before purchasing/selling shares
c. Chiarella: guy printing documents for a corporation found out there’s going to be a merger before information was public and bought shares/sold of the target company
i. Holding: D wasn’t a party of either corporation and a duty to disclose under §10(b) does not arise from the mere possession of nonpublic market information (has to be a corporate insider)
3. Tipper-Tippee Liability: tipping by an insider can be a breach of fiduciary duty if the insider will benefit, directly or indirectly, from his disclosure and that a tippee violates rule 10b-5 if she knows or should know that there has been a breach
a. Tipper: person who discloses material nonpublic information
i. Liable when they breach fiduciary duty by disclosing material nonpublic info to tippee
ii. Existence of breach depends on whether insider will personally benefit
b. Tippee: person who receives material nonpublic information from tipper
i. Liable when tippee knows tipper will benefit from disclosure (tippee assumes insider’s duty to SHs)
c. Sub-tippee: person who receives material nonpublic information from a party who was originally a tippee (original tippee would become a tipper)
d. Dirks: D got info from insider of a corporation which he had no connection to that there was fraud going on internally, then he gave that info to investors who relied on it in trading the shares of the corporation. Led to massive drop in stock value ( neither D, nor the insider he got info from violated any duty. Insiders didn’t gain any personal or monetary benefit from disclosing (motivated by desire to expose fraud)
i. D told institutional investor friends about fraud (sub-tippees). Investor friends sold a ton of securities based on D’s tip prior to the public finding out about the fraud
ii. D wasn’t an insider himself, so classical theory doesn’t apply
iii. Tipper was an insider, but he didn’t derive any benefit from disclosing to D
1. Could argue there was reputational benefit; however, tipper was not trying to claim he was responsible for exposing the fraud
iv. Tippee’s liability depends on tipper’s
1. If tipper gives info to tippee for investigative purposes (reveal fraud) but tippee chooses just to trade with that info, would either be liable ( likely neither liable under tipper-tippee
a. If tipper discloses info in good faith with no expectation of benefit, no tipper liability
b. No tippee liability under THIS theory
4. Misappropriation Theory: trading on material non-public information is a breach of a duty owed to the source of the information (misappropriating confidential information)
a. A principal-insider who tells fiduciary-outsider material non-public information presumably wishes to keep that information for their own benefit
i. Fiduciary-outsider is in breach where they break trust of principal-insider by using confidential information without disclosure
ii. Breach does not occur on receipt of information, but use for trading purposes
iii. The source of information is the party deceived
iv. The transaction counterparty—and the market—are the parties harmed
b. O’Hagan: D was a partner for a law firm that was retained by Grand Met interested in doing merger to acquire Pillsbury; D wasn’t working on the case. Started buying call options in Pillsbury, the targeted company, price skyrocketed after merger announcement, and he made a big profit
i. Even though D wasn’t working on the case, as a partner at the firm, would still be liable to the client based on fiduciary duty (but he didn’t trade Grand Met’s shares, so same reasoning as Chiarella)
ii. But, D harmed Grand Met under misappropriation theory because the price of Pillsbury’s stock starts going up (the company that firm’s client is trying to buy). Client obviously wants to buy it for cheaper and D is hurting that opportunity

c. Note: timely and adequate disclosure obviates deception

i. If O’Hagan disclosed to both about intent to buy, no deception
ii. If he only informed the law firm and not the other and firm said nothing, would have joint and several liability

Hypos:
1. Grand Met registered its common stock and issued the shares. It failed to deliver a final prospectus to two purchasers. How do you advise Grand Met if no claims have yet been made?

a. Try to mitigate harm. Have issuer send final prospectus to them with language that they now have prospectus. They have 5 days to decide if they want recission + voluntary disclosure to SEC

2. Grand Met completes a private placement of its common stock. You identify a breach of the safe harbor that Grand Met was to rely on. No other safe harbor or backup provision can save the offering.

a. Same. Try to offer recission

Section 9

1. Section 9 bans manipulative activities that are fraudulent, such as wash sales, matched orders, manipulative transactions, touting, tipster sheets

a. Wash sales: traders engaged in a wash sale or matched orders essentially sell securities to themselves, creating an illusion of elevated trading volume
b. Trying to address activities on secondary markets (stock exchanges) and focusing on manipulation acts that deter the efficiency of the marketplace
i. Tactics used to falsely create an appearance of genuine demand in a security

c. Plaintiff: those who bought or sold securities on a national exchange at a price that was affected by market manipulation, with damages measured by the change in price

2. Unlike 10b, 9 explicitly provides both for SEC enforcement and a private right of action
a. Can sometimes argue section 9 along with 10b5 claim

3. Elements for 9(a)(2) cause of action:

a. 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

b. Carrying out these transactions with scienter

c. Transacting for the purpose of inducing the purchase or sale of such security by others
Antifraud under Rule 10b-5
Private action can be brought by a purchaser or seller of any security against any person who has used any manipulative or deceptive device or contrivance in connection with the purchase or sale of a security
-don’t need contractual privity
Statute of limitations for 10b5 claim: 2 years from the earlier of: 
· Discovery (plaintiff discovers the underlying illegal conduct), or 
· Should have discovered (“with reasonable diligence could have discovered facts that likely to suggest to a reasonable investor”)
1. 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 engage in
a. Scheme liability
i. Device: something that is devised, or formed by design
ii. Scheme: a project, plan, or program of something to be done

iii. Artifice: an artful stratagem or trick
b. Material misstatements/omissions
c. Conduct liability
i. Any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person
In connection with the purchase or sale of any security
2. For interstate commerce requirement:

a. If trading on a national exchange, given that the interstate commerce requirement is satisfied. Through entire transaction there just has to be 1 instance to establish interstate commerce (e.g., using phone, using mail)
b. Doesn’t have to be connected to deception, can just happen along the way

3. 10b5 applies whether or not securities registered on an exchange (anything that involves trade in security is subject to liability under 10b5)

a. Antifraud still applies to §3 as well (even though those securities are not subject to §5)

4. Prohibited activity under 10b5
a. Artificial price control

b. Falsifying financial statements

c. Pump and dumps

d. Matched trades/wash sales

e. Painting the tape (increasing volume to assist in pump and dump)
f. Price rigging

g. Ponzi schemes

h. Pyramid schemes

5. Elements for cause of action

a. Jurisdictional nexus: instrumentality of interstate commerce
b. Transactional nexus: in connection with the purchase or sale

i. Need to have actually purchased or sold at the time of deception to have standing

ii. Blue Chip Stamps v. Manor Drug Stores: P alleging company offered shares but was overly pessimistic and misleading in prospectus about the company’s status and future prospects (so they can sell at higher price to the public), which P relied on and failed to purchase shares
1. Tough luck, need to be an actual purchaser to be able to sue under 10b5
iii. Note: if shareholder doesn’t sell, can bring a derivative suit instead

iv. Compare: Ps in 10b5 can be seller OR purchaser. Only purchasers for 11, 12a1 and 12a2 can sue
v. Who can be a D?
1. Any person who makes material misstatement in connection with purchase/sale by P

a. Extends to anyone who is somehow responsible for deception (under secondary liability theory)
2. SEC v. Zanford: stockbroker, who had discretion over trading his customer’s securities, sold securities then wired himself the money without customer’s knowledge/consent. SEC initiated 10b5 action
a. Didn’t necessarily lie/misstatement/omission. But can argue that his omission was not fulfilling his duty to disclose the trades he was making under his fiduciary duty
b. Got him on scheme liability: sale of securities happened in furtherance of his scheme to misappropriate funds
i. Note: there HAS to be a trade for scheme to be affected (in connection with)
vi. Relationship between fraud and trade: fraud has to take place at same time of the trade (coinciding). If after, wouldn’t be in connection with
c. Material: based on total mix / probability x magnitude
d. Misstatement/omission (the deception): if not present, replace with scheme/conduct liability
i. Deception (Santa Fe v. Green): parent company was going to buy out minority shareholders. Got an appraisal of $125/share and offered $150/share to shareholders. Sued, claiming shares were worth up to $772 and that D got a fraudulent appraisal in order to deceive minority shareholders

1. Holding: this should be brought up as a breach of fiduciary duties, not a federal securities violation. Claimed amount doesn’t necessarily represent real value because it doesn’t take into account company’s liabilities (just based on a total of all assets)
2. Breaches of fiduciary duties are still actionable, just need to coincide with deception—deception being used to encourage sale of securities
a. But if company discloses of the deception, no longer satisfied here (would still have breach of fid duties claim)

ii. Facts vs. Opinions (Virginia Bankshares v. Sandberg): freeze-out merger, D solicited proxies from minority shareholders. Told SHs this was a fair price/high value. P alleged directors didn’t believe the price was high or that the terms of merger were fair, just recommended it because they wanted to stay on the board
1. Holding: terms like “high value,” in a commercial context, are reasonably understood to rest on a factual basis, and so could be shown to be misleading by evidence. They can be materially misleading even if other information is available in the statement upon which an expert could deduce that they are false
2. Keep in mind:
a. Opinions actionable if:

i. Material

ii. Not factually accurate

iii. Not honestly held

b. Identity of speaker matters: may establish reasonable reliance
c. More specific the opinion, more verifiable it will be

d. Opinion needs to be based on deceit (that you can point to)

i. If opinion wasn’t intended to deceive ( not actionable

iii. Duty to update and duty to correct (Gallagher v. Abbott Labs): must misstatement be false at the time it was made to state a cause of action?

1. Company kept getting letters from FDA to get regulations up, but never got to the level FDA wanted. Eventually settled to pay $100mil fine (stock price dropped). Ps sued, claiming they purchased over-valued shares (before the disclosure) and alleging that company had a duty to disclose all information material to stock prices as soon as news comes into their possession

2. Holding: 10-K was filed a week before the FDA letter/settlement came into play. Would not need to correct 10-K since what was said on it was not incorrect. No general rule for duty to update, would just need to update on the next filing
a. Duty to correct: duty to put out new information to correct prior disclosed information that was incorrect at the time of the prior disclosure (applicable in all circuits)
b. Duty to update: duty to disclose information that when it previously disclosed was correct, but later turns out to be misleading

i. Some circuits require if prior disclosure had some forward intent/connection upon which parties may be expected to rely

e. Scienter: mental state embracing an intent to deceive, manipulate, or defraud
Corporations: actions of the agent apply to that of issuer. If arguing issuer is liable, point to actions/inactions of a party that can bind the issuer
Different approaches, based on different jurisdictions
i. Actual motive: intent to defraud
ii. Knowledge: knowledge of facts and appreciation of how the market will be misled
iii. Recklessness: extreme departure from standards of ordinary care to the extent that the danger was either known to the D or so obvious that he must have been aware of it (willful blindness)
iv. Negligence*: reasonable person would’ve known misleading
1. Insufficient for 10b5

2. If as an auditor, merely missing something because didn’t follow industry-accepted practice of spot checking contracts, likely just negligence
v. Strict liability*: liable for all misstatements
1. Inapplicable for any violation under Exchange Act where there is some antifraud element

vi. Ernst & Ernst v. Hochfelder: president of brokerage firm was embezzling funds. Ernst & Ernst was the auditor for the firm. P alleged E&E didn’t disclose of the rule the president put into place that would lead to discovery of embezzlement. Court says there has to be some intent to deceive, manipulate, or defraud—not mere negligence
vii. Pleading standard: plaintiff must establish a “strong inference of scienter” from all the facts taken together and context (plead facts with particularity)
f. Reliance: causal connection between D’s misrepresentation and P’s action (cause in fact)
i. But for the D’s wrongful act, the trade in the security in question would not have occurred/or would’ve occurred on different terms
ii. In omission cases:
1. Reliance is presumed if there is a breach of D’s duty to disclose
a. Don’t need to demonstrate reliance once materiality of omission is established

2. Affiliated Ute Citizens: Native American tribe set up as corporation with shares that were transferable. Right of first refusal had to go to all members of the tribe at the reserve. Bank managers didn’t inform the members of the market value of the shares (based on a breach of their duty to disclose) and bought the shares for themselves ( material omission/scheme
a. Note: court didn’t address if Ps would still get presumption if just needed to sell because they needed money. Presumption would likely still stand
iii. In misrepresentation cases:

1. Face-to-face transactions: investor must show individual reliance
2. Open market: fraud on the market presumption. Requirements
a. Alleged misrepresentations were publicly known

b. They were material

c. The stock traded in an efficient market

d. The plaintiff traded the stock between the time the misrepresentations were made and when the truth was revealed (un-remediated information period)
3. Note: this is a presumption. D can rebut presumption by showing P knew about the misstatements
g. Causation: loss causation, fraud was the proximate cause of loss
i. Exchange Act §21D: P has burden of proving act/omission caused the loss for which P seeks to recover damages
1. No loss causation if stock tanked due to market decline

2. Need to demonstrate just a drop in price. If there’s an increase again afterwards, not a big deal (don’t have to explain the other stuff in your initial complaint), just show the drop
ii. Each allegation must stand on its own (allege each element for each allegation)

1. Just arguing that a price is inflated isn’t sufficient for loss causation

2. Have to provide enough facts for each (causal connection)

a. For open market, show change in price

b. For private placement, get an expert

3. Have to provide a nexus between statement and price, but don’t have to go so far as explaining price drop with any level of detail in the complaint

a. So have to demonstrate causal connection, but don’t have to do the math

iii. If sale of security over the counter or Rule 144 resale, likely will not demonstrate a change in price at the time of disclosure of the illegal conduct
1. Here, P merely needs to allege how the illegal conduct created a risk that the P would suffer a loss upon discovery of the illegal conduct
h. Damages
i. Open Market Damages: out of pocket cost
1. Difference between the purchase/sale price and the security’s true value at the time of the trade
2. Based on 3mo mean period

3. Not appropriate where P is clearly defrauded and out of pocket provides no damages. Ex: P induced to buy stock based on false promise of future growth (fraud in inducing to purchase securities, not fraud with respect to market price)
ii. Face to Face Damages: 
a. Rescissionary measure: undo transaction
b. Intended to put investor in the same place as if the transaction never took place where fraud induced the transaction
c. Purchaser as D = if purchaser defrauded the P seller, then return of purchase price

d. Seller as D = if seller defrauds P purchaser, then damages = return of securities to seller and purchase price to purchaser OR (if securities already sold) the difference between the original sale price and the subsequent sale by the D

2. Restitution measure: disgorgement, D must turn over all profit to P

a. Usually for insider trading cases

iii. No punitive damages for 10b5 claim
Analysis:


-Fortunes tied to fortunes of other investors by pooling ( horizontal


-Success of investors dependent on EFFORTS of promoter ( broad vertical


-Success of investors dependent on the EFFORTS and SUCCESS of promoter ( narrow vertical





Cannot reference offering





Not looking at changed circumstances of issuer (doesn’t matter if stock price went up or down). Looking at investor





SEC/DOJ doesn’t need to show reliance, causation, or damages
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