SEC REG OUTLINE
1933 SECURITIES ACT ROADMAP

I. Threshold Question: Are you offering or selling a security? 
a. Is the instrument explicitly listed in Section 2(a)(1)?
b. IF NO: Could it fall under the definition of something else mentioned in 2(a)(1) (i.e., an investment contract)?
i. IF NEITHER: Securities laws do not apply
ii. IF ONE OR BOTH: You are subject to Section 5
1. To comply with Section 5, must register the transaction with the SEC or find an exemption
2. Violate Section 5 and face liability (for fraud, illegal resale, violation of gun-jumping rules), UNLESS
a. Not a public offer (private offer exemption), OR
b. Issuer or Underwriter not involved (secondary market exemptions)
WHAT IS A SECURITY? (Section 2(a)(1))

I. INSTRUMENTS COMMONLY KNOWN AS SECURITIES (stocks, bonds, etc.)
a. Stocks

i. UHF v. Forman: Look beyond the labels—something labeled “stock” is “a stock” ONLY if it “embodies some of the significant Characteristics Typically Associated with Stocks:

1. Dividends contingent on profits
2. Transferability (negotiable; can be pledged)
3. Voting rights (in proportion to shares owned)
4. Possibility to appreciate in value
a. But ALSO: Look at economic realities (substance over form)
ii. Sale of Business Doctrine: Purchase of the common stock of a company is not a securities transaction “unless the context otherwise requires” (investors who purchase whole business do not need protection of securities laws because more sophisticated, can bargain for information, only one seller—does not pass Howey test bc no common enterprise)
1. REJECTED BY SUPREME COURT IN Landreth
2. Says control is a factual intensive question—even transfer of 100% of stock may in some cases not transfer effective control (i.e., if seller stays on as manager/advisor)
3. STOCKS ARE SPECIAL (Landreth): Label almost always dispositive if it has Forman characteristics 
iii. Landreth: Securities laws not intended only to protect “passive” investors
iv. Stock Analysis for Exam: Is it labeled a “stock”?
1. If YES: Does it have the characteristics of stock (Forman)?
a. If NO: Run through Howey test to determine if it is investment contract
b. If YES: It is a security (Landreth)
b. Notes

i. Typical characteristics:
1. Interest rate (fixed, periodic)
2. Principal amount
3. Maturity date
4. No voting rights 
ii. But notes are NOT like stock—not all notes are investments
1. Investment purpose = security
2. Commercial or consumption purpose = not a security
iii. Four tests used to determine if note is a security 
1. Investment v. Commercial Test: Focuses on motivations of the borrower behind the loan—are the notes issued in an investment context or in a commercial or consumer context?
2. Family Resemblance Approach: Every note is a security unless it bears a “strong family resemblance” to:
a. Consumer debt: Notes delivered in consumer financing or evidencing character loan from bank
b. Secured debt: Notes secured by a mortgage on a home; short term notes secured by a lien on small business or secured by account receivables
c. Ordinary course: Notes formalizing open-account debt or evidencing loans by commercial banks for current operations
3. Minority Approach: Apply Howey Test to determine if a security

4. Reves Test: 
a. Start with presumption that every note with characteristics of a note is a security
b. Presumption can be rebutted by showing the note bears a family resemblance to consumer debt, secured debt, or ordinary course (see above) 
c. For tricky cases, examine certain factors:
i. Motivations of buyer/seller (lender/borrower)

1. Is seller trying to raise capital for a business or finance an investment?

2. Is buyer interested in profits the proceeds of the note will generate?

ii. Plan of distribution: Result in common trading? Offered/sold to a broad segment of the public?

iii. Reasonable expectation of investing public: Were notes marketed in same way securities often are?

iv. Alternative regulatory schemes protecting investors or other risk reducing factors (e.g., are the notes insured?)
II. OTHER INSTRUMENTS SPECIFIED BY THE ACT TO BE SECURITIES 
III. “INVESTMENT CONTRACTS” (broad, catch-all, not well defined by the Act)
a. Howey Test: An investment contract means a contract, transaction, or scheme whereby a person
i. Invests his money
1. Money = Cash or assets
2. Ask: If not for this investment, would this money/asset have been redeployed somewhere else in the capital market?
ii. In a common enterprise [on exam: go through all]
1. Horizontal Commonality Test (most common test, used by every circuit)
a. Promoter pools funds/assets of investors, AND
b. Investors share the risks/profits of enterprise 
i. SG Ltd.: Fortune of investors interwoven with enterprise—if money stops coming in, the boat sinks and nobody gets their money
ii. Policy: Presents collective action problem, Securities Laws remedy asymmetry of information between investors and promoter by making promoter provide mandated disclosures
2. Vertical Commonality Test: Fortunes of investors ties to promoter’s activities 
a. Narrow: Connection between profits of promoter and success of investors
b. Broad: Some connection between efforts or expertise of promoter and success of investors (promoter need not share risk with investors)
iii. Is led to expect profits
1. UHF v. Forman: Expectation of profits requires that investors be attracted solely by the prospects of a return
a. Return =

i. Capital appreciation (expectation of selling at a higher price), OR
ii. Participation in/distribution of earnings
2. Edwards: Fixed returns = profits (no reason to distinguish between promises of fixed returns and promises of variable returns) 
a. “In both cases, the investing public is attracted by representations of investment income” 
b. To generate fixed returns, company must earn at least the amount of the fixed return (return depends on venture success)
iv. Solely from the efforts of the promoter or third party
1. “Solely” not construed literally by courts
2. Investors give money to promoters, then take passive role
3. AMOUNT and TYPE of effort matters (more managerial = more the efforts of the promoter)
4. Merchant Capital: General Partnerships are presumed not to be securities because all partners have control rights and take an active part in managing the business—EXCEPT, they can be deemed investment contracts if they have one or more of the Williamson Factors:
a. Agreement leaves little power in partners (looks more like limited partnership), OR
b. Partners lack experience and knowledge (cannot exercise their control rights), OR
c. Partners depend on a unique entrepreneurial or managerial ability of the manager (cannot easily replace him, exercising powers against him would be futile)
5. Williamson Factors explore investors’ expectations of control in promoter’s enterprise—expectations evaluated as of time partnership interests were purchased (look at agreement, statements made in promotional materials, etc.), but also can look at what happened after because it informs what the parties agreed to
6. Mutual Benefits Corp./Life Partners: How much does a promoter have to do to qualify as “solely from the efforts of others” prong?
a. Pre-purchase functions can qualify if promoter is providing expertise in identifying and evaluating policy holders and providing post-purchase management of investment
v. Other considerations:
1. Focuses on substance over form (in SEC v. Howey, the combination of the land purchase agreements and service agreements TOGETHER was an investment contract, because the latter solved the problems posed by the former for the investors)
2. Sophistication is NOT a factor in the Howey Test—even if investors are sophisticated, may still be an investment contract if it meets the above four prongs
IV. “UNLESS THE CONTEXT OTHERWISE REQUIRES” (narrows universe of things that may otherwise be considered a security)
a. Marine Bank v. Weaver: Certificates of deposit not “securities” because insured by the FDIC and therefore not as risky as notes
b. IBT v. Daniel: Employee pension plans not “securities” because use and terms regulated by comprehensive legislation (ERISA), so no need for Securities Act to regulate them
V. ALSO: At end of security analysis, check to see if it is in listed of exempted securities in Section 3(a)
a. Securities issued or guaranteed by the US, territories, states, political subdivisions, instrumentalities, Federal Reserve banks, etc.

b. Securities issued by nonprofit organizations
c. Insurance policies and certain annuity contracts

d. Intra-state offering exemption

e. Note which arises out of a current transaction or the proceeds of which have been or are to be used for current transactions, and which has a maturity at the time of issuance of not exceeding nine months
PUBLIC OFFERINGS

I. KEY TERMS AND CONCEPTS
a. Underwriters
i. Act as a link between corporations going public and investors—market solution to the problem issuers have finding willing investors (because they know who has money and is willing to invest) and the problem investors have knowing if they can trust an issuer (because they can assess the riskiness of a company)

ii. Incentivized to screen out bad applies

1. Burn an investor, lose their trust (reputation essential)

2. Often held liable for fraud of issuer

3. BUT: Employees act as agents for underwriters, and they may not share the same concerns about reputation/liability

iii. Have access to information and sit in a position of power

iv. Role of the Underwriter:
1. Provide advice in structuring corporation, board, offered securities, amount and price to be more attractive to investors

2. Help issuer though SEC registration process

3. Provide marketing support to assist company in selling securities

4. Source of financing

v. Underwriting Process:
1. Syndicate of underwriters are involved in a given offering to share/reduce risk and share wealth

2. One bank will take the lead—negotiating with issuer, putting together syndicate, managing distribution, advising issuer through process

3. Underwriting Agreement sets out number of shares, gross spread, overallotment option, etc.

vi. Types of Offerings:
1. Firm Commitment Offerings (most common): Underwriters purchase entire offering from issuer at a discount from offering price then sell to investors (mostly institutional) at offering price 

2. Best Efforts Offerings: Investment bank acts solely as selling agent, receiving commission on sales (underwriter acts solely as intermediary)

3. Direct Public Offerings: Issuer sells directly to public

4. Direct Listings: Issuer lists shares on exchange

5. Dutch Auction Offerings: Issuer and underwriter do not fix price, investors place bids for desired number of shares 

b. Types of Issuers

i. Well-Known Seasoned Issuers (WKSIs) [Rule 405]
1. Has been a reporting company under Exchange Act for at least 12 months

2. Has been timely in its filings

3. Has $700 million in market value of equity held by non-affiliates
ii. Seasoned Issuers
iii. Unseasoned Issuers
iv. Non-Reporting Issuers
c. Other Costs of Going Public
i. Out of pocket costs: Lawyers, accountants, printing

ii. Restructuring corporation to prepare for public 

iii. Time of management (distraction)

iv. Disclosure of sensitive information (competitors)

v. Ongoing costs of public filing

d. Disclosures
i. Investors need information to value securities, issuers/sellers have more information than outsiders

ii. Securities laws mandate disclosure of certain information in the registration and prospectus

1. For domestic companies: Forms S-1 (for IPOs) and S-3 (for more mature companies)

2. Registration Statement (public document, not for sophisticated investors)

a. Part I: Prospectus
i. Risk Factors

ii. Summary of financial results and management’s discussion and analysis

iii. Overview of industry

b. Part II: Additional set of documents and disclosures not included in the prospectus

i. Undertakings by management, auditors 

ii. Documents SEC has or will ask for

e. Overview of Offering Process:

i. Firm produces disclosure documents

1. Registration Statement (filed with SEC)

2. Prospectus (sent to potential investors)

ii. Restrict timing and dissemination of information to investors while disclosure documents are being prepared

iii. Public offering divided into three periods, each with different restrictions

1. Pre-Filing Period: Before registration statement filed with SEC

2. Waiting Period: Waiting for comments from SEC and for SEC to declare registration statement effective

3. Post-Filing Period
II. GUN-JUMPING RULES OVERVIEW

a. Relevant rules in the 1933 Act:
i. Section 5(a)(1): Unless a registration statement is in effect as to a security, it shall be unlawful for any person, directly or indirectly to make use of any means of communication to sell such security
ii. Section 5(c): Unlawful to make offer (written or verbal) to sell/buy a security unless a registration has been filed 
iii. Section 5(b)(1): After filing registration statement, cannot transmit a “prospectus” unless it meets Section 10 requirements 
iv. Section 5(b)(2): Cannot deliver a security without a Section 10(a) prospectus 




b. NOT a one-size fits all system
i. Very structured system is well-suited for issuers accessing the primary markets for the first time
ii. But not big public companies that file periodic reports and are followed by analysts
iii. Some offering costs may be prohibitive for small, young companies
III. PRE-FILING PERIOD

a. Begins when issuer has taken serious steps towards public offering (board has approved transaction, company has engaged underwriter, etc.)
b. Section 5(c): Broad ban on offers, written or verbal, during pre-filing period
i. “Offer” defined broadly, but SEC has narrowed it down some:
1. More than just a formal offer
2. Any statement that would condition public mind or arouse interest/curiosity in the securities
3. Section 2(a)(3): Conversations between issuer and underwriter in privity of contract carved out of definition of an “offer” 
a. “Underwriter” = anyone buying from issuer (see below) 
ii. What counts as “conditioning public mind”?
1. What
a. Specifying particular facts about the offering
b. Soft, forward-looking information OK
c. Mentioning underwriter by name (only reason a company would mention an underwriter would be to talk about offer)
d. Communications about day-to-day business OK
2. How
a. Wide breadth of distribution
b. Easily reproducible form of communication
3. Why
a. Motivation for communication to raise interest in offer
b. Timing of statement matters
c. Issuers in registration may not initiate publicity, but can respond to legitimate inquiries, limiting communications to factual information
c. Safe Harbors: Delineate what is not an “offer” 
i. Rule 163A: 30+ Days Communications

1. Statements made more than 30 days before the filing of the registration statement are not offers PROVIDED
a. They are made by or on behalf of the issuer
b. They do not refer to the offering
c. The issuer takes reasonable steps to prevent the dissemination of these communications during the 30 days before the filing of the registration statement
2. Does NOT cover statements by underwriters 
3. Generally available to all issuers
ii. Rule 168: Reporting Issuers

1. Communications containing factual business information or forward-looking information are not deemed offers IF
a. The issuer is a reporting company (does not cover IPO companies)
b. Information not about the offering
c. Information is factual
d. Information is forward-looking (projections of revenues, incomes, dividends, statements about management’s plans, etc.)
2. Must have previously release same type of information in the ordinary course of business and be consistent in timing, manner, and form with past releases
iii. Rule 169: Non-Reporting Issuers

1. Like Rule 168, but ONLY for non-reporting issuers (e.g., those accessing markets for the first time)
2. Only protects factual business information communicated by issuer, not forward-looking information 
3. Communications may not be directed towards investors, only customers/suppliers
iv. Rule 163: WKSIs

1. Exempts communications from definition of offer if issuer is WKSI (underwriters excluded)
a. Communication must contain specific legend
b. Must be filed upon the filing of the registration statement covering securities
v. Rule 135: Notice of Proposed Registered Offerings

1. Short, factual written notices announcing a proposed registered offering by issuers not an offer IF
a. Ad contains legend clarifying it is not an offer
b. Information limited to
i. Name of issuer
ii. Title, amount, and basic terms of securities
iii. Manner and purpose of offering (not naming underwriters)
iv. Anticipated timing of the offering
v. ANY additional information may be deemed and offer
2. Helpful for non-WKSIs that want to talk about the offering in direct terms before filing the registration statement
vi. Section 5(d): Emerging Growth Companies

1. May engage in communications with potential investors that are qualified institutional buyers (QIBs) or institutions that are accredited investors (AIs) either prior to or following the date of filing of a registration statement
2. Other advantages:
a. May submit draft registration statements to the SEC staff on a confidential basis 
b. Only need to report two years of audited financial statements in the registration statement
vii. Rule 163B: Every company can talk to QIBs or AIs before filing period to take temperature
d. Analysis of Statements for Exam:
i. Is the company “in registration”?
1. If NO: Not in violation of gun-jumping rules
2. If YES: Was the statement an “offer”?
a. If NO: Not in violation of gun-jumping rules
b. If YES: Does it fall under a safe harbor or exemption? 
IV. WAITING PERIOD

a. Section 5(c) no longer applies, but still cannot make sales 

b. While waiting for filing to become effective...

i. One of the main goals: Pinpointing the price of shares (gauge market interest in offering by talking to investors)

ii. Issuer revises/amends registration statement based on SEC and investor comments

c. Section 5(b)(1): It shall be unlawful for any person, directly or indirectly, to carry or transmit any prospectus relating to any security with respect to which a registration statement has been filed, UNLESS such prospectus meets requirements of Section 10

i. First: Is issuer using prospectus?

1. Section 2(a)(10): Prospectus = Any prospectus, notice, circular, advertisement, letter, communication, written or by radio or television, which offers any security for sale

a. ORAL OFFERS ARE OK

b. Any written communications that are not “offers” are OK (do not fall within definition of “offer,” fall under safe harbor)

c. Certain limited notices/circulars re: offering OK (Rule 134/2(a)(10)(b)

d. Testing waters under Rule 163B/Section 5(d) OK (see below) 

e. Written offers in the form of a Section 10 prospectus OK
ii. Second: Is it an exempted prospectus?

1. Section 2(a)(10)(b) Carved out of definition of prospectus: Communications that state from whom a written prospectus meeting the requirements of Section 10 may be obtained, AND does no more than identify the security, state the price thereof, state by whom orders will be executed, and contain such other information the SEC by rules deemed appropriate (company can issue brief announcement) 

a. Rule 134 (“Tombstone Ads”): Implements SEC’s 2(a)(10) exemptive authority

i. (a) Allows more information, including brief description of issuer’s business, intended use of proceeds, name of underwriters, description of marketing events and how offering will be conducted

ii. (b) Mandatory information: Legend, contact person to obtain prospectus—or just send Section 10 prospectus

iii. (d) May obtain indication of interests from investors (if preceded or accompanied by Section 10 prospectus)

2. Testing the Waters: Rule 163B/Section 5(d)

a. Though deemed offers, communications to QIBs and Institutional AIs are exempted from 5(b)(1)

b. Note exemption is not from 2(a)(10), so if “written,” these would still be considered prospectuses, but allowed nonetheless

c. Potential 12(a)(2) liability if contains misstatement (see below)

iii. Third: Does the prospectus meet the requirements of Section 10?

1. Section 10: 
a. (a): A prospectus shall contain the information contained in the registration statement (Form S-1), but it need not include certain documents

i. Must include price of offering: But this is not set until the day before the offering 

b. (b): In addition to the Section 10(a) prospectus, the SEC shall permit the use of a prospectus for the purposes of Section 5(b)(1) which omits in part information in the prospectus specified in 10(a)

i. Section 10 prospectus can be incomplete during Waiting Period

1. Rule 430: Preliminary Prospectus

a. Following Section 10(b), allows a preliminary prospectus for 5(b)(1) purposes

b. Can include:

i. The offering price

ii. The underwriters’ discounts and commissions

iii. The dealers’ discounts and commissions

iv. Other elements that relate to price

c. Known as “red herring” prospectus—includes a marginal legend (in red) that cautions the securities cannot yet be sold

d. Free Writing Prospectuses
i. Rule 164: Free writing prospectuses (defined by Rule 405) that meet the conditions of Rule 433 will be 10(b) prospectuses for purposes of Section 5(b)(1)

ii. Rule 405 [Definition of FWP]: Any written offer that is not a statutory prospectus can be an FWP

1.  “Written” includes graphic communications, radio, broadcast, etc.

2. “Graphic communication” includes all forms of electronic media, but not communication that originates live, in real time to a live audience and does not originate in recorded form

iii. Rule 433: Conditions
1. Delivery Requirements

a. Non-reporting/unseasoned issuers: Can only use FWP after filing of registration statement AND it must be accompanied (or preceded) by the most recent Section 10 prospectus filed with the SEC

b. Seasoned issuers/WKSIs: Do not have to delivery statutory prospectuses, but filed registration statement must contain a Section 10 prospectus

c. WKSIs: Rule 163 allows them to use a FWP or make oral offers prior to filing registration statement—so WKSIs can deliver FWPs (and oral offers) throughout offering process

2. Informational Requirements

a. FWP may include information not included in the registration statement, but such information cannot conflict with information contained in the registration statement (including any prospectus)

b. Must contain legend advising readers to read Section 10 prospectus and suggesting how to get it

3. Filing Requirements

a. For issuers: FWP must be filed no later than the date of first use

i. “Issuer free writing prospectuses”: FWP prepared and distributed by or on behalf of the issuer, or used or referred to by the issuer 

ii. Must file any “issuer information” contained in FWPs prepared by or on behalf of other offering participants 

1. Rule 433(h)(2): “issuer information” = “material information about the issuer or its securities that has been provided by or on behalf of the issuer”
b. For underwriters: Must file FWPs that are distributed “in a manner that was reasonably designed to achieve broad unrestricted dissemination” unless previously filed with the SEC 

c. Exceptions to filing requirements 

i. No need to file a FWP if it does not contain substantive changes from or additions to a previously filed FWP

ii. Issuers don’t need to file the FWPs of another offering participant if the issuer information was already included in a previously filed prospectus or FWP that relates to the offering
d. Record retention: Issuers and offering participants shall retain all FWPs they have used, and that have not been filed for three years

e. If mistakes are made in filing...

i. Rule 164(b) allows issuers to cure immaterial failure to file if they acted in good faith and took reasonable care by filing FWP after discovery.

ii. Rule 164(c) allows issuer to cure defects relating to required legend.

iii. Rule 164(d): covers failure to retain records.

iv. Rule 433(f): FWPs and the Media

1. If issuer prepared or pays for preparation of a communication disseminated by the media, it is a FWP and must satisfy all conditions of Rules 433

2. If media not hired by issuer, but instead doing true reporting, not treated as FWP, issuer does not have to file the article on or before the day the article appears 

a. Issuer or other participant must file communication and include the 433(c)(2) legend within 4 business days after becoming aware of its dissemination 

3. Sending hyperlinks = sending the articles themselves 

v. FWPs and (Live) Road Shows

1. Road Show = Offer that contains a presentation regarding an offering by members of issuer’s management and includes discussion of one or more of the issuer, such management, and the securities being offered

2. Not written communications

3. No written materials disseminated 

4. Can record a roadshow and send to people, but a copy of that roadshow must be available to the public 

vi. FWPs are still prospectuses (not carved out of definition), so if an issuer lies in an FWP it could bring Section 12(a)(2) antifraud liability 

1. Not part of registration statement, so no Section 11 liability issues 

e. How does a registration statement become effective? [Section 8(a)]
i. Becomes effective automatically 20 days after it had been filed

ii. If you file amendment, clock starts again

iii. Rule 473 Delaying Amendments
1. Issuers do not want to automatically go effective, because they would have to including pricing information, which is not known until the day before a company goes public

2. Rule 473 allows them to state in advance their wish to automatically file a delaying amendment

iv. Rule 461 Acceleration Request asks the SEC to accelerate effective date

v. Rule 430A lets issuers go effective with a registration statement that contains a prospectus that omits certain price related information (but issuers must eventually file prospectus, no longer that 2 days after price is determined)

V. POST-EFFECTIVE PERIOD
a. Once you go effective, you enter Post-Effective Period and Section 5(a) no longer applies, registration statement is effective, issuer and underwriters can complete sales

b. Despite freedom to make sales, issuer and other offering participants still face 5(b) restrictions:

i. 5(b)(1): Prohibition to carry a prospectus that is not a Section 10 prospectus still applies

ii. 5(b)(2): Delivery of securities must be accompanied by a Section 10(a) prospectus

c. 2(a)(10)(a) Traditional Free Writing Prospectus: Exempts from the definition of “prospectus” communications sent or given AFTER the effective date if, prior to or at the same time with such communication, a written Section 10(a) prospectus was sent or given to the person to whom the communication was made

d. When does obligation to deliver prospectus end?
i. Answer: When issuer is no longer “in registration”

ii. Section 4 exemptions limit the duration of the prospectus delivery (and other Section 5) requirements (exempt issuers are exempt from Section 5 and do NOT have to deliver a prospectus)

1. 4(a)(1) exempts transactions not involving issuer, underwriter, or dealer (e.g., individuals selling in secondary markets)

2. 4(a)(4) exempts brokers acting in secondary market transaction (unsolicited brokers’ transactions) 

3. 4(a)(3) exempts dealers and underwriters...

a. After 40 days if issuer has registered securities before

b. After 90 days if IPO

c. BUT: Underwriters always subject to Section 5 when it comes to shares in their allotment 

iii. Rule 174:
1. If issuer is reporting company: No delivery obligation

2. If issuer is not reporting company and security is to be listed on a national securities exchange: No prospectus needs to be delivered after the expiration of 25 days 

e. Rule 172: How to Deliver a Prospectus
i. Access = delivery

ii. If registration statement is effective, and a Section 10(a) prospectus is filed with the SEC:

1. Written confirmations exempt from 5(b)(1) do not need to be accompanied by a 10(a) prospectus (it is publicly available)

2. 5(b)(2) is deemed satisfied, no prospectus delivery required upon transfer of securities 

f. Rule 173: Notice of Registration
i. If there was a delivery requirement, but no prospectus was sent in reliance on Rule 172: Must provide purchaser final prospectus, or notice that the sale was made pursuant to a final prospectus within 2 days

ii. Tells purchasers they have rights under Sections 11 and 12

SECTION 5 VIOLATIONS

Section 13: Statute of Limitations for Section 11/12 Claims

· Ps must file lawsuit within one year after discovery of fraud
· AND within three years after offering
VI. SECTION 11
a. For misstatements in the registration statement at time it becomes effective

b. In case any part of the registration statement, when such part became effective, contained an untrue statement of a material fact or omitted to state a material fact required to be stated therein or [omitted to state a material fact] necessary to make the statement therein not misleading...
c. Section 11(a): Standing—“Tracing” Requirement
i. P must establish the security they bought was initially issued and sold under a faulty registration statement

1. No privity with issuer required

2. No buying in offering required (but helps prove)—can be secondary market purchase

3. Tracing is easy if company has never sold securities to public before, has just conducted an IPO, and no one else is selling shares of that company

ii. PcOrder.com: No “statistical tracing”—for every share of stock you are bringing a lawsuit for, you must establish with absolute certainty that it came from faulty registration statement

d. Potential Ds Under Section 11(a)
i. Every person who signed the registration statement (6(a): each issuer, its principal executive officer, its principal financial officer, and a majority of its board

ii. Every person who was a director of the issuer at the time of the filing of the registration statement

iii. Every person who is named in the registration statement as being or about to become a director

iv. Experts: every accountant, engineer, or appraiser, or any person named as having prepared or certified any part of that registration statement [JUST as to that part] [BarChris: Lawyers not experts, Ds cannot claim whole document is expertised because lawyer reviewed, thereby relieving themselves of their duty to conduct due diligence]

v. Every underwriter of that security

vi. + Section 15: Every person who controls someone who is liable under Sections 11 and 12 is also jointly and severally liable UNLESS the controlling person had no knowledge or reasonable ground to believe that the registration statement contained a misstatement

1. Rule 405: Control = Possession, direct or indirect, of the power to direct the business affairs of the company 

a. Generally, based on share ownership

b. More than 50% of securities = Control

c. Less than 50% can be controlling if the rest is owned by a lot of people

e. ELEMENTS OF SECTION 11 FRAUD:

i. Misrepresentation of Fact

ii. Fact is material 

iii. Scienter 

iv. Reliance

v. Loss Causation

vi. Damages

f. Defending a Section 11 Claim (D’s affirmative defenses)
i. No reliance: P knew of misstatement/omission when he acquired security

ii. No Materiality: Misstatement not material 

iii. No scienter: Due Diligence Defense (11(b)(3))

1. NOT available for issuer

2. For everyone else: Divide the statement into

a. Expertised Portions:

i. Experts must establish they conducted reasonable investigation and had reasonable ground to believe statements were true

ii. Non-experts need only establish they did not have reasonable ground to believe there was a misstatement

b. Non-Expertised Portions:

i. Non-experts can raise defense if they conducted reasonable investigation and had reasonable grounds to believe statements were true

ii. Experts only liable for portions of statement they prepare

c. Reasonable investigation: Standard is what a prudent man would do in the management of his own property

i. Rule 176: Level of investigations depends on

1. Type of issuer (Simple? Complex?)

2. Relationship with company

3. Office held 

3. Difficult for people at top of company because of what they know and the type of information they have access to (not reasonable for them to believe misstatements were true)

iv. No loss causation: P’s losses not due to misstatement

1. Technique:

a. Step One: Calculate value of the shares, establish it is higher than market price (because panic selling, undisclosed positive information)

b. Step Two: Show that drop in price not caused by misstatement (can argue it was caused by overall market movement or other negative information disclosed at the time)

2. Section 11(a)(f)(1): All potential Ds listen in 11(a) are jointly and severally liable, except

a.  Underwriters are only liable up to the number of securities they were responsible for buying from issuer and selling to public

b. Outside directors face proportionate (not joint and several) liability (based on “percentage of responsibility”) if the outside director did not know of violation

3. Adjusting exposure to liability (Eichenscholtz v. Brennan): Underwriters may seek to adjust their exposure to liability via contractual arrangements that pass liability to a company 
a. No express or implied right to indemnification in the 34 or 33 Acts—indemnification provisions are UNENFORCEABLE

i. Runs counter to policies underlying the Acts: Intended to protect investors, not underwriters

ii. Underwriters are in a good position to find out the truth and weed out frauds, thus making them liable incentivizes them to do their jobs

iii. Provisions that cap liability for underwriters (i.e., for more than the relative benefits received) also likely unenforceable  

b. BUT: Contribution provisions are enforceable—underwriter makes company agree to share liability based on relative fault

g. Section 11(e): Calculating Damages




VII. SECTION 12(a)(1)
a. “Any person who offers or sells a security in violation of Section 5 shall be liable to the person purchasing such security from him...”

b. Provides a private cause of action for violations of Section 5’s gun jumping rules (e.g., unlawfully unregistered offers)
c. Standing: P must have purchased securities in a transaction
d. Two types of 12(a)(1) Ds:
i. People who sold securities to P in violation of Section 5

ii. People that offered securities to P in violation of Section 5

1. When does a person “offer” a security? 
2. Pinter Test (from Pinter v. Dahl): 12(a) 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
e. Remedy is RECISSION

i. If security not sold by P: P gives security back to seller, seller returns purchase price

ii. If security has been sold by P: Purchase Price – Sales Price

f. There are NO DEFENSES available to Ds under 12(a)(1)

i. If you violate Section 5, you are strictly liable

ii. P need ONLY show a Section 5 violation to be entitled to recission—no requirement of scienter, causation, reliance or damages
iii. Highlights the importance of certainty of the “offer” and “prospectus” definition safe harbors and Section 4 exemptions to Section 5

VIII. SECTION 12(a)(2)
a. “Any person who offers or sells a security by means of a prospectus or oral communication, which contains an untrue statement of material fact shall be liable to the person purchasing such security from him...”

b. Provides private cause of action for misstatements in the prospectus 

c. Standing: P must have purchased securities during public offering
i. Investors who buy in secondary market 25 days after a public offering (when prospectus no longer must be delivered to them by dealers) do NOT have 
standing to bring 12(a)(2) suits—they have other remedies (e.g., 10b-5)
If not entitled to receive a prospectus when you purchase shares, no 12(a)(2) claim

d. ELEMENTS: 
i. P must prove material misstatement or omission contained in prospectus

ii. No requirement of scienter, loss causation (but Ds can use as defense), or reliance

e. Who can be a 12(a)(2) D?

i. Actual sellers (those who pass title)

ii. Statutory sellers (Pinter test)

1. Does this include issuers in a best efforts offering? YES (can sue BOTH the issuer and the underwriter)

iii. Rule 159A: Issuer is a “seller” in a firm commitment underwriting (for initial distribution) 

1. IPO investor can sue issuer even if there is no privity and issuer did not solicit for underwriter

f. Remedy is RECISSION (same as 12(a)(1))
g. Scope of 12(a)(2)

i. Covers fraud committed “by means of a prospectus or oral communication”

ii. How do we define “prospectus” in the context of 12(a)(2)? [Gustafson v. Alloyd Co, Inc.]
1. Written documents of wide dissemination
2. Used to attract purchasers

3. In a public offering of securities (i.e., not a Stock Purchase Agreement)

4. BUT: Broader than definition in Section 10, and other documents can give rise to 12(a)(2) liability (e.g., Free Writing Prospectuses)

h. Defenses under 12(a)(2)

i. Section 13 statute of limitations

ii. Misstatement not material

iii. Reasonable care defense: D did not know, and in the exercise of reasonable care could not have known (difficult for underwriters to raise because they helped prepared prospectus)

1. Section 12 imposes negligence liability based on “what a reasonably prudent person would do under similar circumstances”

2. Federal Housing Fin. Agency v. Nomura: Determining negligence for Section 12 purposes is context dependent

a. Nature of the securities transaction

b. D’s role in the transaction

c. D’s awareness of info that suggests a securities violation and its response

d. Industry practices 

iv. Show P knew the truth

v. Show absence of loss causation under 12(b)

SECTION 5 EXEMPTIONS & SAFE HARBORS
Companies may want to avoid a public offering because...

· Costly and burdensome

· Disclosure requirements (competition)

· Gun Jumping Rules

· Ongoing costs of being public

· Ongoing disclosure requirements

Issuer has burden of showing existence of exemption (affirmative defense) 

Exempt transaction are exempt because they do not need protection of Securities Laws 
IX. SECTION 3
a. Intrastate offerings

b. Offerings with aggregate amount < $5M

c. Offerings with aggregate amount < $10M
X. SECTION 4(a)
a. (1) Transactions by any person other than an issuer, dealer, or underwriter

b. (2) Transactions by an issuer not involving any public offering (“private offering exemption”)
i. “Public offering” not defined

ii. SEC 4(a)(2) factors for determining if “public”

1. Number of offerees (not just purchasers) 
2. Relationship of offerees to each other and issuer

3. Number of units offered

4. Size of the offering

5. Manner of the offering (Private meeting? Mass email?)

iii. SEC v. Ralston Purina: No hard number of investors/size of offering to determine if offering is “public” in the context of 4(a)(2)
1. Ralston Purina Test: Focus of the inquiry into whether an offering is “private” should be on the need of the offerees for the protections afforded by registration. Investors who can fend for themselves do not need protection because they can get information they need to make an informed decision

a. Sophistication of offerees, AND

b. Access to information

i. If investors unsophisticated, access to information matters less because unsophisticated investors do not know the right questions to ask to get the info they need

iv. Doran v. Petroleum Management elaborates on the Ralston Purina test:

1. Wealth often used as a proxy for sophistication (even if you are not sophisticated, you can hire someone who is)
2. But sophistication without access to information related to the investment is useless (sophistication is only helpful to assess relevant information) 

3. Relationship with issuer and access to information are related factors (relationship generally = information) 

4. Issuer can make relevant information “available” to all offerees by:
a. Disclosure (memorandum)

b. Making information easily accessible (but only if offerees are sophisticated) 

5. ALL offerees must have access to information for an issuer to invoke 4(a)(2)—if even one does not, it defeats the exemption and purchasers will get recission rights 

v. 4(a)(2) analysis for exam:

1. Run through SEC factors

2. Run through Ralston Purina Test

3. Consider all added caveats from Doran

XI. REG D SAFE HARBORS
a. Why do we need safe harbors?

i. SEC factors and Doran/Ralston are vague and tricky

ii. Burden of proof on issuer

iii. If impermissible offers are made to some, entire offering loses exemption

iv. Without exemption, issuers violate Section 5

b. Rule 504 (based on Section 3(b)(10)

i. Not available for Exchange Act Reporting issuers

ii. Limited to aggregate offering price of $10M (not on a per-offering basis; aggregated over the last 12 months)

iii. No limit on number of purchasers

iv. 504(b)(1): Subject to 502(c) ban on general solicitation EXCEPT if the sale takes place only in states that require issuers to register and send information/disclosure documents to investors 

v. Disclosure: No specific disclosure required for either AIs or non-AIs (but watch out for blue sky laws—not preempted)

vi. Subject to 502(d) resale restrictions (see below) UNLESS offering complies with state law registration requirements 

c. Rule 506 (based on Section 4(a)(2))

i. No limit on offering price

ii. Limited to 35 or fewer purchasers (but aggregated over a 90-day period) 
1. Rule 501(e): Calculating number of purchasers
a. Excluded from number of purchasers:

i. Relative or spouse of purchasers (counts as 1 person)

ii. Accredited Investors (Rule 501(a))

1. Directors, executive officers, GPs of issuer

2. Natural persons who at the time of purchase

a. Have a net worth exceeding $1M, OR

b. Have a yearly income of $200k or more

3. Natural persons holding (good standing) professional certifications/designations/credentials

4. Various financial institutions (banks, brokers/dealers, insurance companies)

5. Certain corporations, partnerships, LLCs with more than $5M in assets

6. Certain entities owning investments in excess of $5M

iii. Corporations and partnerships generally treated as 1 purchaser (EXCEPT when corporation or partnership was formed specifically to invest in offering) 

b. 35 non-accredited investors must still be sophisticated: Knowledge, experience, capability to evaluate merits and risks of prospective investment (can also have purchaser representative that is sophisticated, but rep cannot be affiliate or officer of issuer) 
iii. 506(c): Subject to 502(c) ban on general solicitation EXCEPT when

1. General conditions: To qualify for exemption under this section, sales must satisfy all the terms and conditions of Rule 501 and Rules 502(a) and (d)
2. Specific conditions:

a. All purchasers of securities sold in the offering are AIs

b. Issuer has taken reasonable steps to verify that they are AIs (more than “reasonable belief”)

iv. Disclosure:

1. AIs: No specific disclosure required

2. Non-AIs: Specific disclosure required by 502(b)(2) depending on

a. Type of issuer (reporting vs. non-reporting)

b. Size of offering (more or less than $20M)
v. Subject to 502(d) resale restrictions 

1. Buyers cannot freely resell 

2. Issuer must inform buyer that securities subject to restrictions

3. Issuer must show reasonable care that purchasers are not “underwriters” by, for example

a. Inquiry that purchaser acquires securities for himself and with investment intent

b. Written disclosure of the limitation to resell

c. Placement of a legend on the certificate or document (stating conditions on transfer, opinion)

	
	Rule 504
	Rule 506

	Maximum Offering Price
	< $10M (12-month aggregation)
	Unlimited

	No. of Purchasers
	No limit
	Unlimited AI’s;
35 non-accredited (soph.) in 90 days

	General Solicitation
	Banned; but R.  504(b)
	Banned; but R. 506(c)

	Disclosure
	None specified
	Only for non-accredited investors 502(b)(2): Requirements vary with issuer/$$’s offered

	Resale Restrictions
	Maybe OK under Rule 504(b)(1)
	Can’t be resold w/o registration; rest. secs.


XII. INTEGRATION
a. Integration Doctrine
i. Treats separate offerings as one

ii. To prevent issuers from artificially dividing an offering for which there is no available exemption into multiple offerings (for which it can find individual exemptions)

iii. Determine whether an exemption applies for the COMBINED offering 

b. Rule 152(b)(1) Safe Harbor
i. Two offerings that are more than 30 days apart will not be integrated with each other

ii. EXCEPT with an exempt offering that allow general solicitation followed by an exempt offering that does not allow general solicitation

1. First offering can prime the market for the second offering

2. Rule 152(a)(1): Issuer must have reasonable belief with respect to each purchaser in the second offering that the issuer either:

a. Did not solicit such purchaser through the use of general solicitation in the first offer, OR

b. Established a substantive relationship with such purchaser prior to the commencement of that exempt offering 
c. Rule 152(a): General Principle of Integration (30 or fewer days apart)
i. Issuer must be able to establish that each offering complies with all the requirements of the exemption it purports to be availing itself of 

ii. If one of the offerings is an exempt offering that prohibits general solicitation: 152(a)(1)

iii. 152(a)(2): If there are two offerings happening around the same time and both allow general solicitation, issuer must make sure they are being kept separate (no including information about one offering in solicitation materials for other offering) 

iv. 152(b)(4): Offers and sales made in reliance on an exemption for which general solicitation is permitted will not be integrated if made subsequent to any terminated or completed offering
d. Rule 152(b)(3): Exempt Offerings Prior to a Registered Offering
i. Safe harbor for registered offerings conducted after offerings done with an exemption that allows general solicitation 

ii. A registered offering will not be integrated if it is made subsequent to:

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 or Institutional Accredited Investors; or

3. An offering for which general solicitation is permitted that terminated or completed more than 30 calendar days before commencement of the registered offering 

e. Rule 508: Insignificant Deviations
i. Failure to comply with a term will not lead to the loss of the exemption if:

1. The term does not protect the complaining party

2. Failure was insignificant with respect to offering

3. Good faith and reasonable attempt to comply

ii. Violations of certain terms are not significant:

1. Maximum offering amounts

2. Number of purchasers (but “reasonably believes...”)

3. Prohibition of general solicitation

iii. Shield against 12(a)(1)

iv. Rule may be helpful when issuers filing Form D (Rule 503)
1. Issuers conducting an offering under Rule 504, 505 or 506 file a Form D with the SEC within fifteen days of the start of the offering
2. Form D contains very basic information:

a. Names of the promoters of the offer; 10% owners; executive officers, directors

b. Broker dealers assisting, their commission

c. Minimum investment amount, offering price, number of investors

d. Use of proceeds, expense
f. Rule 506(d)(1) (Bad Actors): No exemption under this section shall be available for a sale of securities if the issuer, any director, executive officer, other officer participating in the offering…; any beneficial owner of 20% or more of the issuer's outstanding voting equity securities…; any person that has been or will be paid (directly or indirectly) remuneration for solicitation of purchasers in connection with such sale of securities…: [is a bad actor]
XIII. INTRASTATE OFFERINGS (3(a)(11))
a. Security offered and sold ONLY to persons within a single state, AND issuer is resident or doing business in that state
i. “Doing business” = Issuer is incorporated and has its headquarters in the state, conducts most of its income-producing activity (does not include simply opening an office or bookkeeping activities) in the state, proceeds from sale are used in the state

ii. Securities must “come to rest” in state before they can be sold to resident of another state

iii. Financing must be local 

iv. Cannot be used with another exemption for the different parts of a single issue where a part is offered or sold to non-residents

b. Policy: State incentivized to regulate issuer, investors have an easier time getting information on the company, not a threat to capital markets—less need for federal regulation

c. “Interstate” construed narrowly by SEC and courts because...

i. No disclosure requirements

ii. No dollar limit

iii. No ban on general advertising

iv. No resale restrictions

v. BUT: Issuers still face 10b-5 and 12(a)(2) liability

d. Busch v. Carpenter: Whether a resale of a security originally issued with the 3(a)(11) exemption to an out-of-stater also falls under the intrastate offering exemption depends on the investment intent of the original in-state purchaser
i. If original purchaser purchased with investment intent: Securities came to rest, any subsequent resale is a separate deal 

ii. If original purchaser did NOT purchase with investment intent: Securities did not come to rest, any subsequent resale is the same as the original sale, exemption is destroyed if resale was to out-of-stater

1. Issuer need not prove investment intent of original purchaser

2. Showing that issuer sold only to investors within the state gives rise to a rebuttable presumption that securities came to rest in the state 
e. Safe Harbors (if complied with, offer qualifies under intrastate exception)
i. Rule 147 is a safe harbor for the intrastate exemption, Rule 147A provides an independent exemption from Section 5
ii. Rule 147(c): Nature of Issuers

1. “Resident” = incorporated/organized under state law, has principal place of business in state
2. “Doing business” =
a. 80% of consolidated gross revenues from operations within the state, OR
b. 80% of consolidated assets held in state, OR
c. 80% of net proceeds to be used in connection with in-state operation of business, OR
d. Majority of issuer’s employees are based in state 
3. Rule 147A: Same requirements, BUT company need not be incorporated/organized under state law
iii. Rule 147(d): Offeree’s Residence

1. Offers and sales only to residents of state or those who issuer “reasonably believes” (requires some investigation) are residents of the state in which issuer is resident
a. Advertisements may only be targeted at residents of the state
b. Company can include legend on securities
c. If offeree moves to another state after purchase, this does not defeat the exemption—does not mean securities come to rest in the other state 
2. Individual deemed to be resident of state if, at the time of the offer and sale to him, his principal residence was in the state
3. Corporations and partnerships: Location of principal office must be in state (cannot circumvent by organizing a corporation domiciled in the state specifically to purchase the securities—if it is, look through to state of residence of beneficial owners/equity investors)
4. Rule 147A: Same requirements, BUT no requirement that company does not offer to out-of-staters (only sell) 

iv. Resales: Limited to in-state until they come to rest (otherwise no restrictions)

1. Securities deemed to come to rest after 6 months (if resale made before 6 months, can show investor had investment intent when he bought it, but certain conditions forced him to sell)

2. Issuer should take precautions against individuals selling securities to out-of-staters within first 6 months

a. Include legend stating transfer restriction

b. No loss of exemption if “bad” resale occurs

v. Integration: Keep concurrent offerings 30 days apart

SECONDARY MARKET TRANSACTIONS

Two issues:

· Resale of a security requires compliance with § 5 or an exemption

· Issuer exemption can be defeated if resale is collapsed into the issuer offering because the initial buyer was acting as an underwriter for the issuer

Section 4(a)(1): Exempts from § 5 any transaction that does not involve an issuer (defined in 2(a)(4)), underwriter, or dealer (defined in 2(a)(12))—which begs the question...

XIV. WHAT IS AN UNDERWRITER? (2(a)(11))
a. Someone who purchases securities from an issuer with a view towards distribution
i. Gilligan v. SEC: Proving that this is the case requires a showing of two things:

1. “With a view to” = Intent was NOT to hold on to securities and bear investment risk (no investment intent)

a. Securities do not come to rest on investors without investment intent

b. Proving that an investor did not buy securities “with a view to” resell them requires proof that time passed between initial purchase and resale:

i. After 3 years: Investor can freely resell 

ii. At least 2 years: Presumption of investment intent (other party must establish lack of investment intent)

iii. Less than 2 years: Presumption investor had intent to distribute (investor can rebut by showing it did have investment intent, but a drastic change in investor circumstances prompted them to sell)

2. “Distribute” = Securities resold in public offering 

a. Ralston Purina analysis of “public”: Can the purchasers fend for themselves? Do they have access to information?
b. Rule of thumb: Could the issuer have sold to the secondary purchaser in original exempt offering? 

ii. To ensure a resale does not destroy the exemption it used to offer securities, an issuer can...

1. Ex-ant: Verify that people are buying with investment intent

2. Ex-post: Restrict purchasers’ ability to resell in a manner that would be deemed a distribution (include legend)
b. Someone who offers or sells for an issuer in connection with a distribution
i. SEC v. Chinese Consolidated: Person can be underwriter even if there is no contractual arrangement and the person receives no compensation

1. You are an underwriter if you resell securities or solicit offers to buy securities for an issuer for the benefit of that issuer

2. And you want the issuer to be successful

3. The law is meant to protect people without the resources to understand potential investments 
c. Someone who (i) purchases from or (ii) offers or sells for a control person when such purchase or assistance is a part of a distribution by a control person 
i. “Control persons” of issuers face greater regulation than other investors, and must either register or find an exemption for their sale of securities

ii. Go-to exemption for control persons is 4(a)(1)—but this poses two problems for them:

1. They might be deemed an underwriter for the distributor (if they bought with a view to distribute)

2. Other individuals might be deemed as underwriters for them (if their broker bought with a view to distribute)

iii. What is control?
1. Rule 405 (Definition of Control): Control means the possession, direct or indirect, of the power to direct or cause the direction of the management and policies of a person, whether through the ownership of voting securities, by contract, or otherwise 

a. People who own controlling shares of stock in issuer

b. Directors, managers of issuer

2. OR: Controller can compel issuer to obtain signatures necessary to file a registration statement covering the control person securities

iv. Why regulate control persons? They enjoy an informational advantage over secondary market purchasers when they sell on the open market—if the buyers knew they were buying from a control person, they might have second thoughts about buying in the first place 

v. Section 4(a)(1½) Exemption (from US v. Wolfson): If a control person is selling to a sophisticated investor who can fend for himself, then there is no “distribution” 

1. Control person not an underwriter

2. Nobody else is underwriter for control person

XV. RULE 144
a. Safe Harbor: If a sale of securities complies with Rule 144...

i. Affiliate or other person who sells restricted securities will be deemed not to be engaged in a distribution and therefore not be an underwriter

ii. Person who sells securities on behalf of an affiliate of the issuer will be deemed not to be engaged in distribution and therefore not an underwriter

iii. Purchaser in such transaction will receive securities that are not restricted securities (cleansing affect)

b. Requirements:
i. General (Rules 144(b)(1) and (2))

1. Holding period

a. Applies ONLY to restricted securities

i. Reporting companies: 6 months

ii. Non-reporting companies: 1 year

b. For unrestricted securities: No holding period 

i. Relevant for control persons (affiliates) trying to dispose of registered securities

ii. If they comply with Rule 144, can sell these with assistance without helpers being deemed underwriters

2. “Tacking On”
a. Holding period runs from the later of the acquisition of the securities from (1) the issuer; or (2) an affiliate of the issuer 

b. Allows subsequent non-affiliate holders to “tack” on the holding period of the initial acquirer

c. If securities acquired from issuer solely in exchange for other securities of the same issuer, the newly acquired securities may tack onto the holding period of the surrendered securities

d. Does not work if buying from affiliate 

3. Current Public Information (applies to everyone): Requires issuers to be up to date on their reports with the SEC

a. Non-affiliate sellers (of restricted securities):

i. Reporting issuers: 1-year information period

ii. Non-reporting issuers: No information requirement (but note 1-year holding period)

b. Affiliates: Must ALWAYS satisfy the Rule 144(c) information requirement

ii. Additional Requirements for Affiliates ONLY (trying to distinguish between normal trading transactions and distributions)
1. Volume limitation:

a. All sales of securities of same class by an affiliate of the issuer within a three-month period shall not exceed the greater of...

i. One percent of the class outstanding

ii. Average weekly trading volume on all national securities exchanges during prior four weeks

b. Includes restricted and unrestricted securities

c. The following sales of securities by affiliate need NOT be included in determining the amount of securities sold:

i. Securities sold by affiliate pursuant to an effective registration statement (registered public offering)

ii. Securities sold by affiliate in a transaction exempt pursuant to Section 4 and not involving any public offering

d. Securities sold under Rule 144A ARE included in determining the amount of securities sold 

2. Manner of sale limitation (don’t want broker acting like a placement agent)

a. Securities must be sold in “brokers’ transactions”
b. The person selling the securities CANNOT:

i. Solicit or arrange for the solicitation of orders to buy in connection with such transaction

ii. Make any payment in connection with the offer or sale to any person other than the broker or dealer who executes the order to sell

3. Notice of Proposed Sale Requirement

a. Affiliates using Rule 144 must generally file a form 144 with the SEC providing notice to the market that affiliate has plan to sell securities

b. Includes information on relationship to issuer, nature of the securities, how they were acquired and the proposed amounts of securities to be sold

c. No need to file if, for any given three-month period seller does not exceed 5,000 shares or an aggregate sale price less than or equal to $50,000
XVI. RULE 144A
a. Another safe harbor for investors (completely separate from Rule 144) who want to resell securities but are afraid they might be deemed an underwriter 

b. General Points:

i. If conditions are met, the offer or sale of securities will not constitute a “distribution,” so seller is not an underwriter

ii. Any person other than the issuer can use Rule 144A (tied to 4(a)(1))

iii. Fact that person buying from issuer intends to immediately resell those securities under 144A does not affect issuer’s 4(a)(2) or Reg D exemption

iv. Securities acquired under 144A are restricted (unlike Rule 144, which cleanses securities) 

v. All sales must be made only to “Qualified Institutional Buyers” (QIBs)

1. BUT: Seller may engage in general solicitation and advertisement in effort to contract QIBs

a. Offers may accidentally be made to non-QIBs

b. But ONLY QIBs can buy

c. No need for pre-existing relationship

2. Because securities sold to QIBs pursuant to 144A are restricted, they can only resell...

a. To other QIBs (immediately)

b. Using Rule 144 (if they wait a bit)

c. To the public in a registered public offering

vi. Other Requirements:
1. Rule 144A(d)(2): Seller must take reasonable steps to ensure that purchaser knows that sale is made in reliance on Rule 144A

a. Legend on securities indicating restricted status and that they can only be resold with registration statement or under exemption

b. Private placement memorandum will also include statements making this clear

2. Rule 144A(d)(3) (Fungibility)
a. Exemption does not cover securities of the same class as securities listed on a national exchange 

b. Warrants and other securities convertible into a listed security may be OK

3. Rule 144A(d)(4) (Disclosure)
a. No disclosure requirements for reporting issuers

b. For non-reporting issuers: Holder and prospective purchaser must have right to request certain information from the issuer (nature of business, products and services, most recent balance sheet and certain financial statements for two preceding years)

4. Rule 144A(e) (Non-Integration): Offers and sales of securities pursuant to this rule shall not be deemed to affect the availability of any exemption or safe harbor relating to any previous or subsequent offer or sale of such securities by the issuer or any prior or subsequent holder thereof

XVII. SECTION 4(a)(7)
a. Yet another exemption for resales

b. Exempts from registration certain resales of securities to AIs

c. In addition to Rule 144 and Rule 144A, provides a third safe harbor under which to resell “restricted” securities received in private transaction

d. Requirements:

i. All purchasers must be AIs

ii. No general solicitation or advertising

iii. Information delivery requirement (by issuer to buyer)

iv. Affiliate disclosure requirement (brief statement about nature of relationship to seller)

e. Some notes

i. Useful for private resales to natural person AIs, because it avoids the need to assess investors’ sophistication, familiarity with the issuer and ability to “fend for themselves”

ii. Market may require issuer in a private offering to covenant to make information required by 4(a)(7) available to sellers on request

iii. Affiliates may use as well (if they meet disclosure requirements) 
1934 SECURITIES EXCHANGE ACT (“Exchange Act”)
XVIII. INTRODUCTION
a. Mostly focused on trading market (exchange of securities)

b. Regulates what PUBLIC companies do, information they must provide to investors, actions of brokers, etc.

c. All public companies subject to mandatory periodic disclosure requirements

i. Triggered when firm becomes a “public company”

ii. SEC decides which information must be disclosed

iii. We ensure information is accurate through...

1. Public enforcement (SEC, DOJ)

2. Private enforcement (10b-5 liability)

d. Paths to becoming a “public company”
i. Filing registration statement under ’33 Act

ii. Listing security on a national exchange

iii. Over the counter stocks

1. Total assets exceeding $10M, AND

2. Equity securities held of record by at least 2,000 persons (or 500 non-AIs)

e. Consequences of going public

i. Issuer becomes subject to various requirements

1. Section 13 reporting requirements
2. Section 14 proxy/tender offer rules

3. Section 16 short swing profit rules

ii. If you are “public” just under 15(d), only need to worry about periodic reporting requirement

Section 10 of the Exchange Act gives SEC the power to pass rules to try and prevent manipulation or deceptive devices, one of which is...
XIX. RULE 10B-5 INTRODUCTION
a. Catch-all antifraud provision that can involve ANY transaction involving the sale of a security

b. Jurisdictional Nexus: “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 of any facility of any national securities exchange to...”

i. Employ any device, scheme, or artifice to defraud

ii. Make any untrue statement of a material fact OR to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading

iii. Engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person 

c. Transactional Nexus: “In connection with the purchase or sale of any security”

i. Blue Chip Stamps: To have standing to bring a 10b-5 claim, you must have purchased or sold securities (investors who choose not to buy, or shareholders who choose not to sell, do not have a claim that they were damaged because D’s misrepresentations discouraged them from buying/selling)
1. ALSO: SEC can bring 10b-5 lawsuit

ii. 10b-5 Defendants: Any person whose fraudulent activity is “in connection with” the purchase or sale of a security (very lax standard) 

d. ELEMENTS:

i. Misrepresentation or omission

ii. Of a material fact

iii. Scienter

iv. Reliance

v. Loss Causation

vi. Damages

XX. 10B-5: MATERIALITY
a. Material = A reasonable investor would consider it important in deciding how to transact (i.e., whether to buy or sell his securities)

b. Omissions:

i. No general duty to disclose (even material facts), unless it is mandatory under regulations

ii. Affirmative and incomplete statements may give rise to duty to disclose additional information necessary to make that statement not misleading (applies to mandatory and voluntary statements)

iii. “An omitted fact is material if there is a substantial likelihood that a reasonable [investor] would consider it important in deciding how to [vote/transact]... Put another way, there must be a substantial likelihood that disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.”
c. Two Ways of Measuring Materiality
i. Magnitude of the misstatement or omission as a percentage of earnings, revenues, or assets (but beware qualitative factors below)

ii. Change in stock price around the date of disclosure of the truth (Efficient Market Hypothesis)
1. BUT: Be careful about pinpointing when the market actually learns of the information—is it when the company officially discloses or before?

2. If market already knew information by the time it was disclosed, not helpful in measuring materiality
d. Historical Information
i. Rules of thumb (i.e., less than 5% not material) are allowed as an initial step in the analysis of whether something is material—but NOT a bright-line rule
ii. Ganino v. Citizens Utility:

1. “Total mix” includes context in which an investor views particular item and its impact on the company

2. Be extra careful with “earnings management” designed to control market reaction (look at net income over gross revenue) 

3. Qualitative factors are important and can render a quantitatively small misstatement material

a. Masks a change in earnings or other trends

b. Hides failure to meet analysts' consensus expectations

c. Changes a loss into income or vice versa

d. Concerns a segment or other portion of the registrant's business that has been identified as playing a significant role in the registrant's operations or profitability

e. Affects issuer's compliance with regulatory requirements

f. Affects the registrant's compliance with loan covenants or other contractual requirements

g. The effect of increasing management's compensation

h. Concealment of an unlawful transaction
4. Look at effect on investor mindset 
5. District Court said when company came clean about its misstatement, no change in purchase price—but it should have looked at when analysts began reporting the company’s weak income position
iii. In re Merck: 

1. Market absorption of new information occurs in the period immediately following disclosure (here: after first disclosure, not after the final, full disclosure—by that time, market had already put pieces together) 

2. Magnitude of misstatement on earnings wrong metric to use here: Medco represented 50% of revenues for Merck but only 10% of its earnings, and the revenue recognition policy did not affect Medco’s earnings because they were subtracted 
3. Court assumes market is efficient and information on S-1 gets automatically incorporated into price 

iv. Longman v. Food Lion: Truth on the Market Defense (The “Total Mix”)
1. To be material, the event in question must be viewed by a reasonable investor to have significantly altered the “total mix” of information available

2. If market already knows a fact, then that piece of information (i.e., the fact) cannot be material 

3. Here: All labor law violations ceased to be material on the date the union filed a lawsuit, so by the time the ABC expose was released, the market was already aware 

e. Contingent Events
i. “Total mix” formulation easier in cases involving the past or where impact of a development is certain—but this is not the case with more speculative events like mergers
ii. Basic v. Levinson: 

1. Basic shareholders who sold their stock before the merger announcement claimed they relied on Basic’s misstatements about the merger 

2. Existence of merger material (stock price skyrocketed)—but was it material when the misstatement was made?
3. To determine whether a misstatement about merger discussions is material at the time the misstatement was made, balance the probability that the event will occur (e.g., is there a draft of the agreement?) and the anticipated magnitude of the event in light of the totality of the company activity

iii. Duties to Correct and Update Form 10-K Disclosures: Gallagher v. Abbot
1. Duty to Correct: Duty to put out new information to correct prior disclosed information that was incorrect at time of initial disclosure (even if statements were made without scienter at the time)

2. Duty to Update: Duty to disclose new information when previously disclosed information was correct at the time of initial disclosure but later becomes misleading 

f. Forward-Looking Statements
i. Projections about future performance of the company

ii. Exchange Act 21E(c)(1) [Safe Harbor]: A person shall not be liable with respect to any forward-looking statement, whether written or oral, if statement identified as a forward-looking statement and is accompanied by meaningful cautionary statements identifying important factors that could cause actual results to differ materially

1. Applies to both written and oral statements (oral statements must refer to written document for more information)

2. If cautionary statement included, cannot be sued if that forward-looking statement turns out to be wrong, unless P can prove the statement was made with actual knowledge that it was misleading

3. Asher v. Baxter: To protect a forward-looking statement under this safe harbor, a company must be specific about the things that could go wrong and affect the predicted outcome and change the cautionary language if the facts change and the company becomes aware of new risks 

XXI. 10B-5: SCIENTER
a. Ernst & Ernst v. Hochfelder: Person cannot be liable for a 10b-5 violation absent an allegation of intent to deceive, manipulate or defraud

i. Negligence not enough to establish scienter

ii. No strict liability

iii. Acting with knowledge is enough (e.g., person making statement knew facts were other than stated)

iv. So may be acting recklessly (e.g., lacking a reasonable basis for misrepresentation)—but anything less than recklessness does not work

b. Pleading Requirements
i. Exchange Act 21D(b)(2)): In any private action…in which the plaintiff may recover money damages only on proof that the defendant acted with a particular state of mind, the complaint shall, with respect to each act or omission…state with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind
ii. Tellabs v. Makor: Strong Inference Standard: 
1. Faced with a 12(b)(6) MtD a 10b-5 action, a court must accept all factual allegations in complaint as true

2. Do all the facts alleged, taken collectively, give rise to a strong inference of scienter? 

3. In determining whether the pleaded facts give rise to a strong inference of scienter, take into account plausible opposing inferences

4. NO DISSMISSAL: If “a reasonable person would deem the inference of scienter cogent and at least as compelling as any opposing inference”
XXII. 10B-5: RELIANCE
a. Not a necessary element if SEC bringing claim 
b. But private Ps must prove they were aware of the misstatement AND the misstatement affected his decision-making process, and because they believed the statement was true, they purchased securities at that given price (transaction causation)

c. Establishing Reliance
i. When there is an omission and a duty to disclose, reliance on the omission is presumed 

ii. For face-to-face transactions: Easy to establish reliance by pointing to statements made by seller to buyer

iii. But when investor buys shares of large public company in secondary market...

1. Most investors not aware of all statements made by a company—cannot establish reliance if not aware of statement

2. Can always try and bring Class Action Lawsuit, but only if all questions of law or fact are common to all class members (commonality requirement)—trickier with reliance (which is more personal) than it is with materiality (just ask what a reasonable investor would do)

a. Fraud on the Market Theory: Creates a presumption of reliance for securities traded in efficient markets if P can show

i. Stock price of publicly traded company reflects all publicly available material information

ii. Disclosed false information will affect stock price

iii. Investors “rely” on this information when they transact in the stock at market price, even if they did not themselves read the false information (reliance on integrity of market price substitutes for actual reliance on the misrepresentation)

iv. Market price is the one affected by the fraud

b. ELEMENTS OF FOTM THEORY:
i. D made a public misrepresentation

ii. Misrepresentations were material (only need to allege)

iii. Shares were traded on efficient market (Cammer factors)

1. Average weekly trading volume

2. Company’s market cap (size)

3. Company’s eligibility for file Form S-3

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

5. Presence of market makers dealing with security

6. Cause and effect relationship between unexpected corporate noews and changes in price of security

iv. P traded shares between the time the misrepresentation was made, and the time truth was revealed

c. Rebutting presumption of reliance by FOTM theory: Any showing that “severs” the link between the alleged misrepresentation and the market price OR P’s decision to trade

i. Market was not deceived (truth had already entered the market)

ii. P did not rely on integrity of price (i.e., would have bought/sold anyway)

iii. Market for securities not efficient

iv. Lack of “price impact” (Halliburton II: Market was not affected by misrepresentation)

XXIII. 10B-5: LOSS CAUSATION
a. P has burden of establishing misstatement/fraud also caused his economic loss (link between fraud and economic loss suffered)

b. Standard
i. P must allege facts sufficient to...

1. Support an inference that it was D’s fraud, rather than other salient factors, that proximately caused P’s loss, OR

a. Bastien v. Petren res: Oil and gas ventures failed not because of the personal shortcomings that the Ds concealed but because of industry-wide phenomena that affected all oil companies 

2. Apportion the losses between the disclosed and concealed portions of the risk that ultimately destroyed an investment

XXIV. 10B-5: CALCULATING DAMAGES
i. After P establishes all elements of 10b-5, court estimates damages

ii. Courts have leeway in measuring damages, subject to the cap imposed by 20(a) of the Exchange Act: P cannot recover “a total amount in excess of his actual damages”
iii. No punitive damages

iv. For open market transactions: Out of Pocket Damages
1. Difference between contract price and the security’s “true value” (price if the market had not been duped by fraud) at the time of transactions

a. Purchasers: Purchase price – “true value” at time of transaction

b. Sellers: Sales price – “true value” at time of transaction 

2. Challenge: Establishing the security’s “true value” had there been full disclosure at time of transaction
v. For face-to-face transactions: Recission or Disgorgement

1. Recission: Usually granted if transaction would not have taken place but for the fraud

a. Garnatz v. Stiffel: P did not overpay for securities, price not inflated by fraud, but absent fraud, he would not have purchased, so entitled to recission

2. Disgorgement: Requires D to give P whatever profit he made (depriving D of his gains from the fraud) 

vi. If many potential Ds under Rule 10b-5, they are held proportionately liable (P can only recover D’s share of damages based on percentage of liability), unless D committed fraud knowingly, in which case D is jointly and severally liable
XXV. 10B-5: CONTROL PERSON LIABILITY
a. Exchange Act § 20(a): Every person who, directly or indirectly, controls any person liable under 10b-5 shall also be liable jointly and severally with and to the same extent as such controlled person to any person to whom such controlled person is liable, UNLESS the controlling person acted in good faith and did not directly or indirectly induce the act or acts constituting the violation or cause of action

b. Two Tests for Bringing Claim Against Control Person:
i. Potential Control Test [majority, more P friendly]: P must establish that control person (1) actually participated in (exercised control over) the operations of the controlled entity and that (2) D possessed the power to control the specific transaction or activity upon which the primary violation is predicated, but he need not prove that the latter power was exercised 

1. P need not show scienter of control person

2. Control person has burden of showing he acted in good faith

3. Lustgraaf v. Behrens: Employer held liable for fraud of employee because it was a heavily regulated industry (brokerages), employer trained employee and gave him access to marketplace BUT parent of employer not held liable despite having general control over subsidiary and employee because parent did nothing to control this particular transaction (they were life insurance company, not brokerage)

ii. Culpable Participation Test: P must show (1) control of the primary violator by the D and (2) that the controlling person was a culpable participant in the specific fraud perpetrated by the primary violator (P has burden of establishing motive and scienter of control person)

XXVI. 10B-5: OTHER TYPES OF LIABILITY
a. Primary Liability limited to persons who “make” the false statement

i. A person “makes” a false statement only if he has “ultimately authority over the statement, including its content and whether and how to communicate it”

ii. No private cause of action against persons who help prepare/disseminate false statement when they do not have “ultimate authority” over statements

iii. BUT: Persons who knowingly disseminate false statements violate the relevant scheme liability provisions even if they do not “make” the statements

b. Secondary Liability
i. Ps used to be able to bring aiding and abetting claims against people who were reckless with regards to the existence of a primary violation and provided substantial assistance to the primary violator

ii. NOW: Section 20(e) allows ONLY the SEC to bring a secondary liability cause of action against persons who knowingly provided assistance to a primary violator

c. Scheme Liability: For individuals who did not “make” false statements but were part of a scheme to defraud
Treat this section like a laundry list to answer the question “are you offering or selling a security?”





Go through each prong in every case





E.g., If you determine that the instrument is not a stock after running through Forman/Landreth tests, then run it through the Howey Test to see if it is an investment contract








Post-Effective Period





Waiting Period





Pre-Filing Period





FINISH





EFFECTIVE





FILED





START








“in registration”





no offers to sell or to buy�§5(c)


no sales


§5(a)





no sales


§5(a)


preliminary prospectus


§5(b)(1)�§10(b)





final prospectus


§5(b)(1)-(2)�§5(b)(2)�§10(a)





SUMMARY:


Reporting Issuer: Never


Non-Reporting Issuer w/ security listed on national sec exchange: 25 days


Dealers and u/ws if issuer has registered securities before: 40 days


Dealers and u/ws if IPO: 90 days





Common thread: All have access to information and can very easily stop the company from making a misstatement in registration statement





If a year has passed and company has issued earnings statement, P must prove





P’s ONLY burden in § 11 claim





Then burden shifts to D to prove no scienter, P had actual knowledge statement was wrong, no loss causation, damages are limited to offering price 





P and D may argue market value did not reflect true value bc people did not know of an upcoming crisis or people were panic selling





IF HELD THROUGH END OF SUIT: [Market] Value at suit filing 





IF SOLD BEFORE SUIT FILING: Resale Price 





Price Paid (but not greater


than Offer Price)





IF SOLD AFTER SUIT FILING: Resale Price (but no lower than value at suit filing)





AIs must fill out “suitability questionnaire”—if they lie or make a mistake, issuer only needs “reasonable belief” AI was AI





In re Kenman: Pre-existing relationship is an important factor in distinguishing between general solicitation and targeted solicitation.





BUT SEC says not any pre-existing relationship will do: must be of a kind enabling issuer “to be aware of the financial circumstances or sophistication of the persons with whom the relationship exists or that otherwise are of some substance and duration”








More time between sale and resale = no more informational asymmetry, not part of a larger scheme, holder bore investment risk





“Restricted” Securities = 


Acquired directly or indirectly from the issuer, or from an affiliate of the issuer, in a transaction or chain of transactions not involving any public (registered) offering


Acquired from the issuer and subject to the resale limitations of Rule 502(d) under Reg D


Acquired in a transaction or chain of transactions meeting requirements of 144A





“Unrestricted” Securities =


Sold initially in an offering by the issuer


Came to rest on a non-control person


Have been cleansed by the 144 process





Affiliate of an issuer = a person that directly or indirectly through one or more intermediaries, controls, or is controlled by, or is under common control with, the issuer





"brokers' transactions" = transactions by a broker in which such broker...


Does no more than execute the order or orders to sell the securities as agent for [seller];


Receives no more than the usual and customary broker's commission;


Neither solicits nor arranges for the solicitation of customers' orders to buy the securities in connection with the transaction








QIBs = Dealers, Investment Companies, Banks, Insurance Companies, etc. that in the aggregate own and invest on a discretionary basis at least $100M in securities of issuers that are not affiliated with the entity





Gives federal courts jurisdiction





10b-5 SOL:





The earlier of (1) 2 years after the discovery of the facts constituting the violation; or (2) 5 years after such violation





Efficient Market Hypothesis: In an efficient market, the price of a security fully reflects and incorporates all publicly available information related to that security





Problems with EMH:





Not all markets are efficient (e.g., for smaller companies)


Information may have already leaked to the market, so whatever affect it had on the market happened already


There could be other news that comes out at the same time as disclosure that cancels out the negative affect on bad news, or is the real reason the stock price is affected





YES





NO





Unlike § 11, which allows Ps to sue if D merely did not conduct reasonable investigation 








