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Seg. Reg. Outline – Choi – Fall 2006
Building a Policy Argument

SHAPING: How will the rule impact society when it is put into affect?


a) Cost Benefits: future consequences, who will gain and who will lose


b) Impact on Rights: establishing or undermining them?

ADMINISTRABILITY: How is rule implemented?


a) Will it actually work in practice



-is the new or old rule unclear


b) Will it actually be followed


c) Rules v Standards Problem



Rules: Bright line, but rigid, easier to predict, over-deterrence or under-deterrence



Standards: Case by case, amorphous, flexible, might be more right but the risk of 


getting it wrong, less predictive

FUNDAMENTAL FAIRNESS: Elements of morality and justice 


a) Unfairness of a Change: How will the transition period be handled?



-Reliance on the old rule


b) Treating Like Cases Alike: How will it fit with other rules of society?



1) uniformity with other states




-versus promoting experimentation (Federalism)



2) fairness across social categories


c) Merit vs Equality



1) Meritocracy: accept unequal distribution as something to promote the social 


good



2) Egalitarian: powerful aspect of our society, especially for the necessities of life

INSTITUTIONAL ROLE: What are their roles, are they best suited for it?


a) Is this normally for judges of Legislators



-Will it undermine either institution to be doing it?


b) Who is best at doing it



-notion that legislators are better at understanding impact since they have debates, 

reflect a greater diversity, and study things thoroughly

NON- INTERFERENCE: Is this something government should be doing?


a) Laissez –faire: let people be


b) Interventionists: governments job is to protect people from tyranny


c) Will this action undermine the authority of government as a whole



1) because it won’t respond to the injustice



2) because it has created further injustice
I.  INTRODUCTION

· 2 Key Regulations:
· Sec. Act of ’33:  Regulates Primary Transactions

· Exchange Act of ’34:  Regulates Secondary Transactions

· Purposes of Sec Regulation
1) Informing Investors.  Why do investors need information
a. Intangibility – Security market prices are based on unpredictable future cash flows.  Without information, investors would not know how to value these cash flows.
b. Homogeneity:  Since investors all want the same information to make money, the Securities regime is an easy source for that homogeneity.

c. Collective Action Problem:  It’s hard for investors to get together to collect the pertinent info on markets.  Therefore, there is value in a Securities regime that collects and disseminates the info.
d. Centrality of Securities Market:  Having a Securities regime allows companies who could not otherwise afford to disseminate their information to be introduced to the public.
e. Asymmetrical Information: Managers and insiders know more than the public.  The Securities Regime acts to smooth that asymmetry.
f. Capital Markets:  It’s important to track the flow of money through the markets.  Therefore, consumers should get the most valuable things at the best price.
g. Efficient Market Hypothesis: You would need to know less information in the case of a seasoned company based on this theory since all public information is already reflected in the stock price.  Strong vs. Weak form.  We disproved the Strong Form.  Otherwise there wouldn’t be insider trading.

2) Why not require disclosure of everything?
a. Too Expensive

b. Some things, like trade secrets need to be kept secret

c. Drown: Investors will be overwhelmed sifting through the irrelevant to find the relevant.
3) Benefits of mandatory disclosure:
a. Creates standard method of information disclosure – easy for investors and companies
b. Reduces Costs because companies are repeat players
c. Reduces duplicative research by investors and analysts
4) Class Actions




a.
Concern for frivolous suits (only one goes to trial per year)





i.
Strong Incentive to Settle: caused by insurance, avoid 





paying defense attorney fees, avoids the cloud of litigation, 





can be distracting for management (may get deposed)





ii.
Agency Problem: attorneys bear all the cost and get a 





contingency fee if they win





iii.
Virtually all settle, 1% go to judgment (only 4 in the 





nineties and the defendant won each)





iv.
CIRCULARITY: the shareholders are the ones who file 





and then end up paying out since it comes from the 






corporation.  The only difference is the transaction costs of 





filing a motion ( THE LEGAL FEES

· Dumb vs. Smart investors
Some believe that investors are completely irrational and create market bubbles.  Others believe that investors are savvy.

· Types of Regulation
1) Disclosure: Require mandatory disclosure from issuers prior to sale of securities.
· PROBLEM:  How do you ensure that investors will read the info?
· Have GUN JUMPING rules which require mandatory disclosure at certain times to focus attention on investors.
· PROBLEM: Mandatory disclosure is cheap for large companies but expensive for smaller companies.
2) Self-Help:  Don’t require mandatory disclosure and if investors aren’t satisfied they can simply not buy any more securities from that company.
· PROBLEM:  Although some investors will not buy again, you cannot guarantee that all investors will find out that other investors got screwed and stop buying securities.

3)
Self-Regulation: Have outside organizations such as the NASD and SEC monitor the issuers.
· PROBLEM:  There might be conflicts of interest.

4)
Private Regulation:  Have I-Banks review information on issuers and then make recommendations to public investors.  Issuers would have incentive to disclose on their own since they want I-Bankers, auditors, underwriters, and attorneys to recommend their stock.
· PROBLEM: Smaller companies who can’t afford expensive underwriters and who aren’t covered by analysts would be shut out.
· PROBLEM: Private Sanctions might not be enough to deter companies.
1) Merit Regulation:  Have a government agency put its seal of approval on issuers it believes are solid.

· PROBLEM: If investors have no consensus how is the government to monitor companies?
· PROBLEM: Telling investors what to invest in is too paternalistic.
· Types of Securities:

· Common Stock
· Preferred Stock
· Bonds
Stockholders have the right to future cash flows that are residual (dividends), left-over (in liquidation) and discretionary.  They can also vote.
Bondholders have the right to fixed and periodic cash flows and first right in liquidation. No votes.
· Valuing Securities
TWO ISSUES:

(1) What will the value of the security be in the future?

(2) How risky is the security?
Why is money worth more now than in the future?

(1) Inflation

(2) Risk


(3) Gratification


(4) Opportunity Cost of not taking the money now is what you could have spent it on
Formulas:

i.
Present Value: the value of the return NOW, at time 0


PV = FV / (1 + r)^n, n is the number of periods

ii.
Future Value:  the worth in the future at a specific point


FV = PV x (1 + r)^n

iii.
Net Present Value Formula: 


NPV = -(initial cost) + PV

Diversification: accounting for varying risks in securities and investing in multiple types in order to diversify risk

a.
Certain risks are purely diversifiable (example to invest in umbrella company and lemonade company)

b.
Systemic Risks: risks that you cannot diversify (example is the sun blowing up)

· Ways to Raise Capital
1. Securities
2. Internally – through excess cash

3. Loans
II(A).  MATERIALITY -  (DO THE SECURITIES LAWS APPLY?)
· Information is ‘Material’ if: “there is a substantial likelihood that the disclosure would have been viewed by the reasonable investor as having significantly altered the total mix of information made available.” – TSC Industries
· What statements are Material under the above definition?

STEP 1:  What kind of statement is it and what Rule is Affected (PART I)?

1. Misstatement – Anything you say must be truthful.  SOMETIMES “SILENCE IS KEY” i.e. Basic
2. Omission – Only material if there is a duty to disclose.  You may remain silent or say “no comment” if there is no duty to disclose.
Exchange Act:

1.
Rule 10b-5, p 499: unlawful to make any untrue statement of material fact or to omit to state a material fact in connection with the sale or purchase of a security.



Explanation: This is the general antifraud provision in securities

2.
Rule 12b-20, p 512: Any information out there that will make a filing not materially 
misleading must be provided to the extent that it is material



Explanation: This is the half-truth provision encouraging full disclosure

STEP 2: What kind of statement is it (PART II)?
1)  Forward-Looking Statements/Contingent Information:  Any information that is needed to determine whether something in the future, such as a merger or exploratory mining that might lead to a find, will happen.

Basic v. Levinson:  Facts:  Basic denied being in merger talks in several press releases.  Turns out they were in fact in merger talks, an affirmative misstatement.  HOLDING:  To determine what is material use the Probability x Magnitude test where you multiply the probability of the event happening by the value of the event.  Mergers will usually pass the magnitude part of the test since this is the very information that investors want.

The court rejects 2 tests:

(a) Agreement in Principal test:  “until pricing and structure are worked out information is not material.”  Rejected:

1. A bright-line rule is too over/under-inclusive

2. Paternalistic – presumes investors are dumb

(b) 6th Circuit Test: “Once any statements are made, any facts making the statement untrue become material.”
1. Over-Inclusive

2)  Historical Information:  Information that is useful in assessing a company’s past performance

Ganino v. Citizens:  Citizens wants to keep up its record of profit increases and so it manipulates its earnings which only consisted of 1.7% of total revenue.  HOLDING:  

(a) Materiality of historical facts depends on “overall context, all relevant circumstances of the case.”  No bright-line 5% rule-of-thumb will work.
(b) Look to the drop in stock price before and after the fraud.  Simply looking at the stock price after the fraud might not give you the whole picture.

(c) The small percentage does not matter.  The real number is important

3)  Opinions 

Virginia Bankshares:  Proxy statement said that merger price was “fair” and “high”. HOLDING:  Disbelief or undisclosed motives alone are insufficient to make opinions actionable.  There must be objective/verifiable information underlying the opinion in order to make it actionable.  Opinions can be actionable if the Board both misstated its beliefs which can be verified through factual information and the motive of the Board was not deceptive or manipulative. 
(a) If the company comes out and says it’s doing “great” you might be able to find some support to verify it.
(b) “My life is peachy”- going to be tough to verify this.
STEP 3 – Even if the information is Material, does it affect the Total Mix of Information?

“Truth on the Market Defense”:  if the material fact is already known to the whole market, i.e. that Microsoft produces Windows XP, it is considered already part of the Total Mix of information.  Food Lion
STEP 4 – Even if the information is Material and affects the Total Mix of information, does the company have any defenses to the materiality claim?

Possible Defenses:

1) “Bespeaks Caution Doctrine”:  Forward Looking statements are immaterial as a matter of law so long as the forward looking statements are accompanied by a list of risks that might preclude the future event from happening.  Codified as Safe Harbor in PSLRA § 21. DOES NOT APPLY to IPO’s, Tender Offers or Financial Statements.
2) “Stock Market-Drop Test”: The information is only material if it caused a drop in share price.  Food Lion and Ganino.
3) “Puffery Doctrine”:  The information is not material if it’s mere “puffery” 
II(B).  SECURITY  - DEFINITION
STEP 1 – Should the Security Laws not apply because the thing for sale is not a security? 

STEPS to determining whether a “Stock” is a security under the Securities Acts:

(1) If the investment is called “Stock” use the Landreth Analysis.

(2) If the investment fails the Landreth Analysis then apply the Howey test. 

N.B.!! DO BOTH PARTS OF STEP 1: A & B!!!!
A:  Does the thing in question fall under the definition of “Security” in § 2(a)(1) of the ’33 Act p.1 and  3(a)(10) of the ’34 Act p.263?

(1) STOCK: Landreth: Guy buys stock of company rather than assets to gain control.  D’s argue that the purchase was not for gains but rather for control of the company.  ISSUE: Is this a stock purchase?  HOLDING: Yes. Calling something a “stock” doesn’t necessarily mean it’s a stock but rather depends on the characteristics of the instrument:
1. The right to receive dividends upon an apportionment of stock
2. Negotiability
3. Ability to be pledged as collateral
4. Confers voting rights in proportion to shares owned
5. Capacity to increase in value
(2)    NOTES/BONDS: Recognize these by specified interest rate, principal payment and maturity.  Reves:   HOLDING:  Here are the steps in determining whether a Note is a security:

1.  A Note has a presumption of being a security 

2.  “Family Resemblance”: The presumption can be rebutted only if it can be shown that the note bears a resemblance to an enumerated list of notes that are not considered securities:  (a) note delivered in consumer financing, (b) note secured by a mortgage on home, (c) the short-term note secured by a lien on a small business or some of its assets, (d) the note evidencing a “character” loan to a bank customer, (e) short term note secured by an assignment of accounts receivable, (f) or a note which simply formalizes an open-account debt incurred in the ordinary course of business
3.  Factors in determining “Family Resemblance” 
(a) The motivations that would prompt a reasonable seller and buyer to enter into the transaction (is the seller’s purpose the raising of money and is the buyer primarily interested in making a profit on the note or is the note being used to facilitate the purchase and sale of a minor asset or consumer good)




(b) The plan or distribution of the instrument; is the 






instrument one in which there is common trading 






for speculation or investment?




c)
The reasonable expectation of the investing public




d)
The existence of another regulatory scheme which 






significantly reduces the risk of the instrument, 






thereby rendering the application of the Securities 






Acts unnecessary.

4.  If the note has a maturity of less than 9 months it’s not a security
B: If not a classic security, is it caught by the catch-all phrase in § 2(a)(1) of  “investment contract?”

TO DETERMINE whether something is an “Investment Contract”:
SEC v. Howey:  STANDARD:  An Investment contract is a Contract, Transaction or Scheme containing all of the following elements:

6. Investment of Money
7. A Common Enterprise
8. The Expectation of Profits

9. Solely Through the Efforts of another
10. A mere “Offering” is enough.  People don’t actually need to purchase the contract for it to fall under the rules.
(1) INVESTMENT of MONEY: Int’l Brotherhood: HOLDING: Employer funded fixed benefit pension plan to which employees make no contributions and which participation was not compulsory is not a security because there was no investment of money.  To qualify as investment of money:
11. The purchaser must have given up something tangible (not necessarily cash) in exchange for an interest that has substantially the characteristics of a security.
12. If there is another regulatory scheme that already monitors this type of scheme, there is less likelihood that the contract will be a security.
(2) COMMON ENTERPRISE: Sec v. SG: Ponzi scheme stock “game”  HOLDING:  If there is Commonality between and among the investors, the enterprise is a common enterprise:
13. Horizontal Commonality:  Pooling of assets in which everyone in the group’s returns are inextricably linked and go up or down together.
14. Vertical Commonality:  All investors depend on a central hub for information but all have different returns.
a. Broad: Return of investors is dependant on promoter’s expertise and the promoter is included in the risk of the investment i.e. a promoter who takes a flat fee for his advice.
b. Narrow:  The investors’ return in based on the efforts of the promoter or 3rd party who take a percentage of the investors’ gains.  Promoter does not take on risk of the investment.
(3) EXPECTATION of PROFITS: 
15. United Housing v. Forman: Residents of apt. building had to buy shares in the Co-Op.  HOLDING: Shares were not an investment contract because there was no expectation of profits:
a. The shares were not a stock, had no appreciable value, were not transferable, no dividends, no voting rights, and no benefit accrued as a result of the management of a 3rd party.  The Economic Reality is that such an instrument is not an investment contract.
b. The investment was merely for consumption, namely living in the apartment.
16. SEC v. Edwards: Sale lease-back of payphones HOLDING: Even if there is no promise of capital appreciation or participation in business earnings but only a guarantee of a fixed return is still an investment contract and a reasonable expectation by investors of getting that return.
(4) SOLELY THROUGH the EFFORTS of ANOTHER
I.  Particularly trying in questions of franchises and partnerships.
Rivianna Trawlers: Thompson acted as management for passive general partners.
HOLDING: 


1.  Despite their passivity, the General Partners’ powers were so significant that there was no way the efforts of Thompson would have been solely the decision of Thompson.
    2. Typically, General Partnerships are not considered investments

3.  Limited Partnerships are defaulted to be investment contracts unless the limited partners exercise effective control.
III.  PERIODIC DISCLOSURES under the ’34 ACT
What companies are governed by the disclosure regime? 3 STEPS
STEP 1 – IS THE COMPANY PUBLIC?
A. Companies who meet any of the 3 methods below are required to register as Public Companies and are hence covered by disclosure regime under the 1934 Exchange Act” – SEC Exercises its authority to create a disclosure regime pursuant to § 13(a) and § 13(b) of ’34 Act.
	Section
	Trigger
	Requirements
	Termination

	§12(a) and § 12(b)
	Be listed on a National Exchange
	-Periodic filings

-Proxy rules + annual report

-Tender offer rules

-Insider stock transactions (§16)
	Delisting + either:

a) < 300 shareholders or

b) < 500 shareholder + < $10 million in assets for 3 years

	§12(g)
	More than 500 Shareholders +

More than $10 million in assets
	-Periodic filings

-Proxy rules + annual report

-Tender offer rules

-Insider stock transactions (§16)
	Either:

a) < 300 shareholders or

b) < 500 shareholder + < $10 million in assets for 3 years

	§15(d)
	Registered Public Offering under ’33 Act sometime in the past
	-Periodic Filings 
	< 300 shareholders + no earlier than 12 months following the registration statement’s going effective.


* For most large companies, since it’s too difficult to get under 300 shareholders, the only way to go private is to buy up all public shares and take the company private.
STEP 2 – IF COMPANY is PUBLIC it MUST FILE THE FOLLOWING PERIODICALLY:

(1)  8-K: Periodic Events.  Within 4 days of any of the below occurring, a company must file an 8K:
a.   Entry, Amendment, or Termination of a “material definitive agreement” i.e. contracts outside the ordinary course of business

b.   Filing of Bankruptcy 

c.   Acquisition or disposal of an amount constituting 10% or more of the company’s total assets

d.   Results of operations and financial condition if disclosed by press release prior to filing of 10K or 10Q.

e.   Costs associated with termination benefits for employees, contract termination costs

f.   Material impairments to assets such as goodwill

g.   Receipt of a notice of de-listing

h.   Unregistered sales of equities


i.    material modifications to shareholder rights


j.   Changes in the company’s outside auditor


k.   Notice that previous financial reports should not be relied upon


l.   Change in control of the Registrant


m.   Departure/election of new Board members


n.   Amendments to By-Laws or Articles of Incorporation


o.   Temporary trading suspension under employee benefit plans

p.   Amendment to Registrant’s Code of Ethics

q.   Anything the issuer, at its option thinks would be of interest to shareholders

r.   Any disclosure required to comply with Regulation FD
(2)  10-K (Annual Report) and 10-Q (Quarterly Report):  Periodic Disclosures with some forward looking information about the following:

a.   Business


b.   Properties


c.   Legal Proceedings

d.   Market for Common Stock

e.   Management Discussion

f.   Analysis of Financial Condition

g.   Results of Operation


h.   Directors and Officers


i.   Executive Compensation


j.   Security Ownership of certain Beneficial Owners and Management

k.   Certain relationships and transactions

l.   Principal accounting fees and services

(3)  COMPANY’s RESPONSIBILITY TO FILE PERIODICALLY
To ensure the financials are accurate, § 13(b)(2) req reporting firms to keep accurate books and maintain reasonable internal accounting methods Furthermore, added incentive is the fact that knowing violations of 13(b)(2) are criminal offenses. 13(b)(5)
Matter of W.R. Grace: HOLDING:  Executives have responsibility of aggressively finding out what does/does not need to be disclosed.  They cannot rely solely on disclosure counsel. 

STEP 3:  IF COMPANY is PUBLIC and SELECTIVELY discloses it must do it as per Regulation FD if certain conditions are met.
Regulation FD:  Prevents company from disclosing only to select analysts and bankers.  A company disclosing non-public material information to certain covered persons must disclose the same to the public investors at the same time if:
(1) Company is domestic or working on behalf of a domestic company

(2) The information is disclosed to brokers, dealers, bankers, underwriters, etc.

(3) If the disclosure is involuntary, an 8-K is filed within 24 hours of the disclosure to the covered persons to the rest of the investor population in a way that is “reasonably designed to provide broad non-exclusionary distribution of the information to the public.”
(4) Disclosure made in connection with an offering is not included (exempting the roadshow), as well as those disclosures to a journalist or a person who owes the company a duty of confidence (lawyers, etc.)

(5) Only enforceable by the SEC

Siebel Systems: HOLDING: A meeting with Goldman people in which CEO said profits would increase violates Regulation FD.  SEC can file cease and desist order.
IV.   EXCHANGE ACT ANTI-FRAUD LIABILITY – once a material violation by a public company was made with regards to a security, here’s what could happen.
HOW DO YOU GO ABOUT BRINGING A SUIT FOR FRAUD?

STEP 1: You have a private cause of action under Rule 10b-5.
· Private Right of Action under Rule 10(b)-5 of the ’34 Act p.339 if the company states “any untrue statement of material fact or omits to state a material fact which is necessary in light of the circumstances to make the statement not misleading.”
· The private right of action is recognized by Huddleston.

· Huddleston: HOLDING: Despite the fact that § 11 already imposes liability for fraud, a plaintiff is not precluded from being a suit under 10b-5.
STEP 2:  Determine if you have standing under 10b-5
“In connection with the sale or purchase of securities”
(1) Blue Stamp:  HOLDING:  To have standing under 10b-5 you must have sold or purchased stock.
(2)  Zanford: HOLDING: The securities transaction must have been a necessary part of the fraud.
(3)  Forseeability:  If it’s foreseeable that people would rely on your fraudulent activity, some courts say that’s enough for standing.
(4)  Intrinsic Value:  Some courts hold that if the fraud affects the intrinsic value of the security, that’s enough for standing. 
(5) Privity:  If there is a contract, you ALMOST ALWAYS have a cause of action.
STEP 3: Did the statute of limitations pass?

a. 2 years after the discover of the fraud; or
b. 5 years after the fraud was committed.
STEP 4: Get your class together.

· PSLRA § 21D & § 21E p.304:  This section tells you what the class needs to do.
(1)  Shareholder with largest financial loss in the case should be lead plaintiff.  NOTICE:  P has 20 days to notify the class and 60 days to move to become lead plaintiff.

a.   This is an effort to stop professional plaintiffs
(2) Lead Plaintiff selects attorney

(3) Cannot be lead plaintiff in more than 5 class actions within 3 year period 
(4) In re Cendant:  HOLDING: Groups of shareholders such as pension funds could be lead plaintiffs together so long as the group is not artificially constructed just to lead the class.
(5) Facts must be pleaded with particularity with a strong inference of scienter
(6) Imposes a stay on discovery until the completion of the motion to dismiss

(7)  Safe-Harbor for forward looking statements

(8) Limits liability of Defendants not engaged in intentional fraud to their proportionate shares

*** PSLRA has not been successful in diminishing class actions.
STEP 5:  STATE YOUR CASE

(1) Was there a JURISDICTIONAL NEXUS:  The mail, telephone, or some other means of interstate commerce must have been used.  

(2) Was there a MATERIAL MISREPRESENTATION or OMISSION on a SECURITY of a PUBLIC COMPANY– Using the information on Materiality/Security/Public Company, was there a substantial likelihood that the reasonable investor would find the information useful in the total mix of information?
(2b) Who is the DEFENDANT?  

a.   Aiding & Abetting: There is no private cause of action for aiders and abettors.  Only the SEC can bring claim under § 20(e).  The SEC does not need to show reliance.

b.  Primary Defendant: 2d Cir. Says misstatement must be directly attributable to D.  9th Cir. Says that “substantial participation” is enough.  Corporations are liable for the officers and directors.
c.  Control Person Liability: Controller of issuer is the D if he intentionally or recklessly allowed the fraud.  Keim
(2c) DOES the COMPANY have the FORWARD-LOOKING SAFE-HARBOR? If yes, STOP Here! If not, go on.
PSLRA § 21E: Safe Harbor for Forward Looking Statements:  APPLIES TO PUBLIC COMPANIES AND DOES NOT APPLY to IPO’s, Tender Offers, & Financial Statements.  If the forward looking statement are accompanied by all the potential risks that could damper the future event, you get the safe harbor.  Asher
(3)  DECEPTION – Santa Fe: HOLDING: The conduct must have been manipulative or deceptive.  If the information is fairly represented and Shareholders have the right to choose to accept or reject the information there is no manipulation or deception.  Furthermore, if there is a state remedy such as appraisal rights we are more reluctant to allow the Security Laws to apply.
(4) DUTY to CORRECT/UPDATE:  The statement has to be false at the time it was made in order for there to be a cause of action.  

DUTY to CORRECT: If at the time the prior disclosure was made it was incorrect the disclosure has to be corrected at a later time.

DUTY to UPDATE: if at the time the prior disclosure was made it was correct but later events made it incorrect, the statement must be updated.  There is no continuous duty to update.  Only those things required by periodic disclosure under 8-K, 10-Q and 10-K must be updated.  Abbot Labs
(5)  SCIENTER?  
a.   Actual Intent:  If P can prove there was intent the scienter requirement is met.  This is difficult to prove.

b.   Recklessness:  There must be something so out of the ordinary that the executives saw but didn’t follow up on.

c. Negligence: NOT ENOUGH! Hochfelder
(7)   Plead your case with PARTICULARITY
§ 21D and Green Tree:  Accepts a mushy balancing of motive, opportunity and other circumstantial particular facts that show there was scienter.  The following are usually indications:
i.
Insider Trading





ii.
Discrepancies





iii.
Closeness of time, a false statement that immediately 





turned out to be false





iv.
Bribery





v.
SEC Enforcement Action





vi.
Accounting Restatement





vii.
Sheer magnitude of the misstatement

(8)  RELIANCE: 

i.   In Omission Cases:  Reliance is presumed.  Affiliated Citizens

ii   In Misstatement Cases:  There are different tests:

(a) In a FACE-TO-FACE TRANSACTION: P must show he believed the representation and that the misrepresentation caused him to enter into the deal.
(b) In an OPEN MARKET TRANSACTION: Reliance is presumed under the “Fraud on the Market Theory” that all investors assume that the open markets have integrity.  The presumption can be rebutted by severing the link between the misrepresentation and the price paid by P or his decision to trade at market price. Basic
(c) SHORT SELLERS: DO NOT have presumption of “Fraud on the Market Theory” Zlotnick
(9) CAUSATION
· § 21D(b)(4) of ‘34: P’s bear burden of showing causation.
· In face-to-face transactions, CAUSATION is presumed if duty to disclose is violated
· In Open Market Transactions P’s must prove proximate causation and direct economic loss.  Inflated purchase price will not alone prove causation.  Dura Pharm.
(10) DAMAGES
10b-5: P bears burden of showing damages.  Once that is proven, burden shifts to D to show why there should be no damages.

21D(e)(1): Damages are capped at the difference between the purchase or sale price paid or received and the mean trading price of the security during the 90 days following a correction on the misstatement or omission.
a.   Open Market Damages:  Out of Pocket Damages – Diff. between price paid and value of the securities.

b.   Face-to-Face Damages: 

i.   Disgorgement: Pay back what you gained plus interest, unless you can prove that what you gained was not as a result of the fraud but rather as a result of other work you did to increase the value of what you gained. Pidcock
ii.   Rescission:  Put the P back into the position he would have been in had he not entered the transaction i.e. give the share back and get your money.  Use when the fraud is egregious or if out of pocket is difficult. Garnatz
(11)  PROPORTIONATE LIABILITY
· If D’s are found to have committed knowing fraud, they are joint and severally liable meaning P can collect from either D and that D can sue the other D for his part.

· If D's are found to be RECKLESS, the jury apportions liability to each D.
· § 21D(f)(4): If a Defendant is Bankrupt or cannot cover the amount he has to pay or the Plaintiff has net worth less than $200k and lost 10% or more of his net worth, the amount the bankrupt D could not pay is Joint and Several among the rest of the D’s.  Each D can be liable for an increase of 50% over what they were liable (so if you owe 20% of the damages you could owe up to 30% of one D cannot pay.)
V. PUBLIC OFFERINGS

STEP 1 –  Choose Type of Offering:
a.   Firm Commitment:   Underwriter buys all the shares from the company and sells them to institutions at a higher price.  Underwriters bear all the risk.

b.   Best Efforts:  Underwriter will make best efforts as sales agent for issuer but doesn’t buy shares from issuer.

c.   Direct Sale to the Public – Chances of fraud are high.
d.   Dutch Auction – If you have 3 shares 1 bids $5, 1 bids $4, 1 bids $3, the issuer sells are shares at $3 since those that bid $4 and $5 will certainly buy at $3.
STEP 2 – Determine what kind of issuer you are – YOU CAN BE MORE THAN 1 of THESE
a. Non-Reporting:  Issuer that is not required to report under § 13 or § 15(d) of ’34 Act and have not been voluntarily reporting.

b. Unseasoned Issuer:  Issuer is required to report under § 13 or § 15(d) but does not qualify for Form S-3.

c. Seasoned Issuer:  Qualifies for Form S-3

d. WKSI:  Qualifies for Form S-3 and either has (1) a minimum of $700 million in common equity held by non-affiliates or (2) Has issued $1 Billion or more of non-convertible securities within the past 3 years, has a minimum of $75 million in capitalization held by non-affiliates.

· WKSI DISQUALIFICATION – If the company is not current in its reporting in the past 12 months, was a blank check or shell company in the past 3 years or was an investment or development company. 
STEP 3 – Determine your Registration Statement
You are subject to Anti-Fraud Liability under § 11 and so be careful.  

(1) FORM S-1:  Available to all issuers.  Must contain everything required by § 7(a) and § 8 of ’33 including (a) Transaction related information (i.e. price, use of proceeds, underwriters, etc.) (b) company information (c) exhibits and undertakings.
· Your prospectus under S-1 only needs to contain company and transaction related information

(2) FORM S-3:  Only available to companies reporting for more than a year under the ’34 Act and who have $75 million or more in capitalization held by non-affiliates.  May omit from registration statement and prospectus Company Information already filed with the SEC.  Company filing under this Form can choose to not give a 10-K.
(3) FORM SB-2:  Small businesses with revenues under $25 million. Lax disclosure requirements.s
(4) FORM SB-1: Small businesses with offerings of $10 million or less in a 12 month period.  Lax disclosure requirements.

STEP (3b) – Incorporate by Reference ** If you Qualify
If you qualify for Form S-2 or S-3 you can incorporate by reference anything you filed to SEC at a prior time.
STEP (3c) – Abide by Rule 420’s text/font size and by Rule 421’s PLAIN ENGLISH
STEP 4 – PRE-FILING PERIOD – Time Prior to filing of Registration Statement
I. Begins: at the latest when the letter of intent with the Underwriter has been signed.  SEC Release 5180
II. § 4 exempts any Secondary market transactions from these rules.
III. Prohibited:

§ 5: FIRST determine if there has been an instrumentality of interstate commerce.

a. Sales - § 5a – No sales until Reg. Statement goes Effective
b. Offers - § 5(c) – No offers until Reg. Statement goes Effective. ONLY APPLIES in PRE-FILING PERIOD
i. An offer is an attempt to offer or sell a security or interest in security.          § 2(a)(3).
ii. An offer is anything that conditions the market for a public offering.  Loeb,
iii. An offer is anything that arouses public interest in the particular security SEC Release 3844
iv. An offer is anything that facilitates the sale of securities. SEC Release 5180
c. Selective Disclosures – Reg. FD
4 factors in determining whether something is an offer:
(1) Breadth of proliferation (i.e. is the ad only to customers – if so probably not an offer, is it to investors – if so probably an offer, etc. how broad is the advertising?)

(2) Any mention of the offering or underwriter

(3) Sudden change in practice (has the company not historically released this information but all of a sudden does?)

(4) Contains Soft forward looking information
IV. ISSUER SAFE-HARBORS from § 5(c) ONLY
**** 168, 169, 163 CANNOT BE USED BY UNDERWRITERS****

a. 163A: AVAILABLE TO ALL  Prior to 30 days (30 days +) to the filing of the Reg. Statement, communications that do not refer to the “offer” and where the issue takes reasonable steps to ensure that the information will not be distributed or publicized during the 30 days prior to filing, are permitted.  REG FD still prevents Selective Disclosure.
b. Reporting Issuer Safe-Harbor – 168 – Regularly released in the ordinary course of business factual and forward looking information is permitted.  Not available to underwriters and dealers.
c. Non-Reporting Issuer Safe-Harbor – 169 – Regularly released in the ordinary course of business factual material only (EXCLUDES FORWARD LOOKING INFO), and that was distributed to customers and suppliers in capacities other than as investors.
d. WKSI Safe Harbor – 163 – Allows WKSI to make oral and written communications that make offers and that include information about the offer.  These communications are called free-writing prospectuses and must be filed with SEC upon Registration Statement filing and contain a legend
e. Short-Factual Safe Harbor- 135 – IF UNDERWRITER IS IDENTIFIED, THIS SAFE-HARBOR DOES NOT APPLY.  Available to all including issuer, security holders selling in offering, those working on their behalf.  Short communications which identify the issuer, anticipated time of offering, amount, and basic terms.  
NON-AFFILIATED ANALYST SAFE-HARBOR
a. 137:  Allows Broker-Dealers not involved in the offering only to make recommendations in the ordinary course of business only and cannot receive any consideration directly or indirectly from the issuer, and are not considered underwriters under § 2(a)(11) definition and are therefore exempt from § 5(b) and § 5(c) as per § 4(a)(3).
AFFILIATED ANALYST SAFE-HARBOR

a. 138: Allows Broker-Dealers involved in the offering of an S-3 Company ONLY are allowed to disseminate research on a company’s (A) Common stock, debt and convertible preferred securities but only if the offering is for non-common stock, non-convertible debt, and non-convertible preferred shares or (B) Provide research on non-common stock, non-convertible debt, and non-convertible preferred shares but only if the offering is for common stock, debt, or convertible preferred.
b. 139: Gets you out of § 5(b) and § 5(c):  Allows analyst working with the issuer on an offering to comment on Exchange Act Reporting Issues.  2 Types:
a. For S-3 Companies: The opinion/research is disseminated in a publication distributed with “reasonable regularity in the course of business.”
b. For NON S-3 Companies: 
i. The opinion/research is disseminated in a publication distributed with “reasonable regularity in the course of business.”

ii. Includes a substantial # of other stocks

iii. Does not give the stock a larger space than other stocks

iv. Does not give a more-favorable review than the last time the broker recommended any of the Issuer’s other stock prior to the broker’s affiliation with the issuer.
STEP 5: - WAITING PERIOD – Time between filing of Reg. Statement and Approval – ROADSHOW happens
I.   § 5(c) no longer applies and offers are permitted.

II.    PROHIBITED:


a.   Sales - § 5(a) still applies

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

i. Look to see if what was mailed meets the definition of “Prospectus” under § 2(a)(10):  Any written, prospectus, circular, note, broadcast or other written or broadcast information or CD’s, websites, recorded info which is not live which offers a security for sale or confirms the sale of a security. Rule 405
ii. Use the definition of “offer” above to see if the prospectus has made an offer i.e. conditions market.  If so, § 5(b)(1) has been violated.

c.   Selective Disclosures – Prohibited under Reg. FD
III.   PERMITTED: 

a. Oral Communications of an Offer – in a room, over the phone, Roadshow etc.
b. 10A Prospectus – the prospectus filed with Reg. Statement
c. 10 B Prospectus w/ LEGEND – Rule 430 – preliminary prospectus w/ Legend warning that securities may not be sold.
d. Real Time Broadcast information. Q&A is the Key – Rule 405
e. Tombstone Ads – § 2(a)(10)(b) – a communication that only identifies the security, the price, and underwriter, so long as the §10 Preliminary or Final prospectus is made available.
f. Free Writing Prospectus – Rules 164 & 433.  By defining these as a 10B Prospectus, you get out of § 5(b)(1):
4 Types of FWP:


(1) Issuer FWP


(2) Issuer gives info to Underwriter to make FWP

(3) Underwriter FWP which is broadly disseminated

(4) 433(m): Media free-writing prospectus where Media person is not affiliated with Underwriter

i. Any written, broadcast, CD, website, etc. communication that offers to sell a security or solicits to buy (use definition of “offer” to see if you even need this exception) a security subject to Reg. Statement requirements.
ii. ELIGIBILITY:

1. Non Seasoned: Must have filed Reg. Statement.  Must include a 10A or 10B prospectus, or be preceded by a mailing of a 10A or 10B. Once 10A or 10B is sent, any free-writing is permitted so long as there is no material change from 10A or 10B prospectus. Include a legend as to where Reg. Statement/10A or 10B can be found of not accompanying.
2. WKSI/Seasoned – Must have filed Reg. Statement   No need to provide or precede with 10A or 10B prospectus.  Include a legend as to where Reg Stat. can be found.
FWP isn’t part of the formal reg statement and isn’t subject to potential 11 antifraud liability, but its still a “public communication” under Rule 433(a) for purposes of 12(a)(2) antifraud liability pursuant Gustafson.  
IV.   ISSUER SAFE HARBORS
a. * 134 p.35: Allows expanded tombstones, i.e. written communications on an offer and excludes you from the definition of prospectus under § 2(a)(10) so long as:
iii. What’s included is specifically allowed under § 134.
iv. Legend is included
v. You explain who the underwriter is and where you can obtain a preliminary Prospectus

** 134: If a Preliminary Prospectus is included in the communication you can do the following in addition to the above:
vi. You can seek solicitation of interest from shareholders via a return card

vii. You don’t need to include a legend

** 134: A regular tombstone ad does not need a legend/information on obtaining preliminary prospectus
b. 135: Short factual communications that don’t mention the underwriter
c. 168: Reporting Issuers: Ordinary Course factual information and forward looking statements

d. 169: Non-Reporting:  Ordinary course factual info EXCEPT forward looking statements
 NON-AFFILIATED ANALYST SAFE-HARBOR
b. 137:  Allows Broker-Dealers not involved in the offering only to make recommendations in the ordinary course of business only and cannot receive any consideration directly or indirectly from the issuer, and are not considered underwriters under § 2(a)(11) definition and are therefore exempt from § 5(b) and § 5(c) as per § 4(a)(3).

AFFILIATED ANALYST SAFE-HARBOR

c. 138: Allows Broker-Dealers involved in the offering of an S-3 Company ONLY are allowed to disseminate research on a company’s (A) Common stock, debt and convertible preferred securities but only if the offering is for non-common stock, non-convertible debt, and non-convertible preferred shares or (B) Provide research on non-common stock, non-convertible debt, and non-convertible preferred shares but only if the offering is for common stock, debt, or convertible preferred.

d. 139: Gets you out of § 5(b) and § 5(c):  Allows analyst working with the issuer on an offering to comment on Exchange Act Reporting Issues.  2 Types:

a. For S-3 Companies: The opinion/research is disseminated in a publication distributed with “reasonable regularity in the course of business.”

b. For NON S-3 Companies: 

i. The opinion/research is disseminated in a publication distributed with “reasonable regularity in the course of business.”

ii. Includes a substantial # of other stocks

iii. Does not give the stock a larger space than other stocks

iv. Does not give a more-favorable review than the last time the broker recommended any of the Issuer’s other stock prior to the broker’s affiliation with the issuer.

STEP 6:  GO EFFECTIVE
· § 8(a): Reg Stat. goes effective 20 days after filing.  Issuers usually request delay under Rule 473.  Any Amendment to the Reg. Stat. resets the 20 day countdown under § 8(a).  
· SEC ‘Stop Order’:  Under § 8(b), if the Reg Stat. is incomplete or inaccurate in any material aspect, the SEC can halt the process.  Under § 8(d), if any material fact or material omission is made, the SEC can halt it as well.
STEP 7:  POST-EFFECTIVE PERIOD

I.  PROHIBITED:


a.   Sales not accompanied/preceded with a 10A (i.e. with Price) prospectus. 5(a)(2) & 5(b)(2)
b.   Written/Broadcast information not accompanied/preceded by 10A (i.e. with Proce) prospectus. 2(a)(10)(a) and 5(b)(1)
c.   Delivery of shares not accompanied/preceded by a 10A
II. PERMITTED


a.   Sales accompanied/preceded by 10A (i.e. with Price)

b.   Written/Broadcast info accompanied/preceded by 10A i.e. with Price.

c.    Delivery of shares accompanied/preceded by a 10A

d.   Broker-Dealers:  Can send out sales information if accompanied by 10A (i.e. with Price)
III.   DELIVER the PROSPECTUS
· Rule 430A:  Issuer may file final Prospectus without the Price but agreed to file post-effective price as per Item 512(i) of Reg. S-K.
· ACCESS EQUALS DELIVERY Rule 172
· ISSUER: All Sales, Communications must be accompanied by a 10A prospectus under § 5(b) indefinitely.
· ORIGINAL ALLOTMENT, BROKERS/DEALERS:  § 4(3)(c) -  Broker-dealers must deliver a prospectus for any of the original allotment indefinitely.
· UNDERWRITERS – An Underwriter still affiliated with the Issuer must deliver a prospectus indefinitely even after the allotment has been sold.  § 4(3)
· BROKERS:  Brokers trading for their customers don’t need to deliver a prospectus § 4(4)
· DEALERS & FORMER UNDERWRITERS - EXCEPTIONS i.e. don’t require 10A delivery:

· § 4(1): Any Secondary Market transactions.

· § 4(2): Transactions by an issuer not involving an offering

· § 4(3): Transactions by a dealer, any former underwriter for the issuer, or other securities firm do not require delivery on the following time frame following Reg. Stat. filing by the issuer:
· If Issuer is Reporting: 0 Days after filing
· Issuer Listed on Nat’l Exchange but seasoned: 25 days

· Issuer not listed but has issued in the past: 40 days

· Issuer involved in an IPO: 90 days

· A post-effective amendment price is considered to have been filed with the Reg. Stat at the original time for purposes of § 11 fraud liability.
· Each time an amendment is made to the Reg. Statement, the time period for fraud under § 11 resets.
IV.   SHELF REGISTRATION
· Rule 415 - Companies “Pre-Register” shares because they want to do a number of issues over a period of time but don’t want to have to re-Register every time.
· 7 conditions laid out in 415:

1. Only certain types of securities qualify 415(a)(1)
· Securities offered or sold by someone other than the Registrant, it’s affiliates. 415(a)(1)(i).
· Securities to be issued upon conversions of other securities 415(a)(1)(iv)
· Securities which are offered promptly, are sold on a continuous basis, and will be sold passed 30 days from the initial effectiveness. 415(a)(1)(ix)
· Securities registered under S-3 which are to be sold by the Registrant or on behalf of the Registrant continuously and on a delayed basis. 415(a)(1)(x)
2. NON S-3 Registrants have a 2 year shelf life if their shares are of the types listed in  415(a)(1)(viii) and (ix) from date of initial effectiveness.
3. Undertake everything in Item 512(a)
4. “At the Market” If Issuer offers to sell shares at whatever the market price is and is unfixed, the shares must have satisfy 415(a)(1)(x) p.94.
5. Aside from #2, shares have shelf-life of 3 years.
6. 512: Must update Prospectus if there is any “fundamental change.”

7. File a “Base Prospectus” pursuant to 430B
V.   UPDATE/CHANGE the PROSPECTUS when NECESSARY

a. POST-EFFECTIVE AMENDMENT – any substantive changes from or additions to the Prospectus must be filed under 424(a) as a post-effective Amendment.

b. MINOR CHANGES – Any minor changes can simply be “stickered” as per 424(b).
c. Prospectus more than 9 months old: You can use the same prospectus so long as it’s still part of the original offering.  Cannot contain information older than 16 months if the information is known to the issuer and can be provided without much expense.  § 10(a)(3).
d. Avoid Fraud – You’ll want to update to avoid 10b-5 or § 12(a) liability
e. Shelf Registration – must update if there’s any “fundamental” change. 512
VI. PUBLIC OFFERING ANTI-FRAUD for REGISTRATION STATEMENT
§ 11 provides for anti-fraud liability for any material statement or material omission in the Registration Statement.
As per Huddleston, a plaintiff can sue under both § 11, § 12 and § 10b-5, but there are different requirements.  P’s want to bring § 11 cases rather than 10b-5 because of the strict liability, no reliance required, D has to prove Due Diligence, and D must prove Loss Causation.
STEP 0:  Has the Public Offering Process begun yet?
STEP 1:  Was there a material misstatement or material omission in the Registration Statement?
Use the definition of “materiality” above.  Also see if the company is public and if it’s selling a “security.”
STEP 2:  Determine whether you have standing to sue.
· Abbey: HOLDING:  Only those who purchased stock and who can have their shares traced to the offering have standing.  Shares co-mingled with old shares in a trust do not give the whole trust standing.
· § 11(a): If the issuer has made an earnings statement covering at least 12 months after effectiveness, you need to show that you relied on the material misstatement or omission when you bought the shares.  You need not have read the Reg. Statement to prove Reliance.  
STEP 3: Who can you sue?

· § 11(a):  Anyone who signed the Reg. Statement including the Issuer, CEO, CFO, etc. see § 6(a)
· § 11(a)(2)(3):  Directors
· § 11(a)(2)(3): Partner in the issuer whose liability is asserted
· § 11(a)(4):  Accountant, Engineer, Appraiser, other experts who have prepared a specific portion for or certified a specific part of the Reg. Statement
· § 11(a)(5): Underwriters
· § 15: Any person controlling
STEP 4:  Is your Statute of Limitations up?

You must file within 1 year of discovering the fraud or within 3 years of the Reg. Statement going effective.
STEP 5: PROVE the ELEMENTS

 Must have been a Material Misstatement.  (No reliance, no causation, no scienter required, unless issuer has made an earnings statement covering at least 12 months in which case you have to prove reliance. § 11(a).

STEP 6:  DO THE D’s have any DEFENSES?

(1)  Actual Knowledge:  Show that the P’s knew about the fraud yet purchased anyhow or show that the market already knew about the fraud.  
****N.B. ISSUERS CANNOT USE THE FOLLOWING DEFENSES****:

(2)   Resignation:  If the D resigned his/her office before the effective date of Registration and advised the SEC that he does not take responsibility for the Reg. Statement. § 11(b)
(3)   Public Notice: If D gave reasonable public notice as to the particular portion of the Reg. Statement. §11(b).
(4)   Loss Causation:  If D can show that something other than the fraud caused the loss to the purchaser §11(e).  In Ackerman the price actually increased after the fraud
(5)   Due Diligence Defense:



*** NOT AVAILABLE to ISSUERS EXCEPT for S-3 ISSUERS***
For Experts:  Cannot be liable for non-expert section § 11(a)(4).  For expert sections, he can escape liability by showing that he did reasonable investigation as per Rule 176 and as required by his profession Escott, that there were grounds to believe, and that he did in fact believe something to be true.  § 11(b)(3)(B).
For Non-Experts including Underwriters, Form S-3 Issuers,  Inside/Outside Directors:  For non-expert sections, he can escape liability by showing that he did reasonable investigation as per Rule 176, that there were grounds to believe, and that he did in fact believe something to be true.  § 11(b)(3)(A).  For expert sections he can escape liability by showing that there were reasonable grounds to believe and he did in fact believe something to be true. §11(b)(3)(c).  NO INVESTIGATION IS NEEDED FOR EXPERT SECTIONS UNLESS THERE is a RED FLAG. In re Worldcom 
STEP 7:  COLLECT DAMAGES
Step I.  Measure Damages: The difference between what P paid and one of the following:
(a) If P still owns shares, value of shares at time of filing suit
(b) If P sold the shares, value of shares when they were sold

(c) If P sold after filing but before judgment, resale price if that price was higher than the price at the time of filing.
Step II.  Meaning of Value:  Beecher: Market Value is some evidence of fair value. P’s need NOT mitigate damages to D.
Step III.  Determine How much each D will pay

a. Start with Joint and Several Liability (P can collect from any D and D can sue other D’s for reimbursement. § 11
a. Underwriter Capped liability at total value of amount underwritten and distributed. § 11(e)
b. Outside Directors pay Proportional Liability if they can show they had no knowledge of the liability. § 11(f)(2)(A)
VII. PUBLIC OFFERING ANTI-FRAUD for GUN-JUMPING VIOLATIONS

STEP 0:  Has the Public Offering Process begun yet?
STEP 1:  Was there a violation of any Rules during the Registration Process?
STEP 2:  CHOOSE HOW YOU WANT TO MAKE THEM LIABLE

TYPE A:  § 12(a)(1) for any violations of § 5 such as selling, offering, etc. during the Registration process at an inappropriate time.

i. P’s are anyone who purchase shares while issuer was violating § 5.

ii. D can be anyone who solicit sales for themselves or the issuer .  Pinter
iii. D Defenses:  Only that 1 year has passed since the discovery of the violation or if 3 years since Effectiveness has passed.
iv. ELEMENTS:  P only has to show a § 5 violation occurred
v. DAMAGES:  Rescission if the stocks were sold and then the difference between the purchase and sale price.
TYPE B:  § 12(a)(2) for any Material Misstatements or Omissions in a § 10 PROSPECTUS or ORAL COMMUNICATIONS RELATED to a PROSPECTUS ONLY
Step I. Determine if the Misstatement/Omission was Material, if a Security is being sold and if the company is Public.
Step II.  You can only use this section in a Public Offering. Gustafson
Step III. You can only use this section if there was a Prospectus Delivery requirement and you can definitively trace the shares to the offering. “Most Likely” does not count. In re Valence
Step IV.  The shares must have been purchased directly from Issuer. Hertzberger
Step V.  STATUTE OF LIMITATIONS: 1/3. § 13
Step V.  Determine if the material misstatement/omission was made in connection with a § 10 Prospectus or if the statements were made orally. Gustafson
Step VI.  D can be anyone who solicit sales for themselves or the issuer or who Control the issuer § 15 except aiders and abettors Pinter
Step VII.  PROVE THE ELEMENTS:
i. There was a misstatement or omission in the § 10 Prospectus or in an Oral Communication related to a Prospectus.
ii. Instrumentality of Interstate Commerce was used
iii. “By Means of”:  Show that P purchased shares by some causation of the misstatement.  No need to show reliance.  Showing that there’s a market for the shares seems to be sufficient. Sanders
Step VIII.  D’s DEFENSES
i. P’s had actual knowledge of the fraud and bought shares anyhow.
ii.  Loss Causation:  If D can show that something other than the fraud caused the loss to the purchaser §11(e).  In Ackerman the price actually increased after the fraud
iii. D’s did not know and in the “exercise of reasonable care” could not have known about the misstatement or omission.
· Whether an actual investigation is required depends on the circumstances, but an Underwriter would probably have to do a reasonable investigation of the issuer.  Sanders
Step IX.  Damages

Rescission damages

VIII.    PRIVATE PLACEMENTS (EXEMPT OFFERINGS)
· Companies do Private Placements to escape § 5, the Gun Jumping Rules, § 11 and § 12 liability, etc.
· **** VIOLATING ONE TYPE OF EXEMPT OFFERING DOESN’T PRECLUDE YOU FROM USING ANOTHER****
HOW TO DETERMINE IF SOMETHING IS AN EXEMPT OFFERING:

Step 1:   CHOOSE an EXEMPT OFFERING (ONE or BOTH)
TYPE A: § 4(2) exempts offerings by an Issuer involved in a NON-Public Offering
I. Are you an Issuer?:  Issuer is clearly defined in §  2(a)(4)
II. Are you doing a non-public offering?  Depends on weight of a number of factors the KEY is the Offerees, not the ultimate purchasers:
a. Do the Offerees need the protection of the ’33 Act?  The more sophisticated the offerees, the more likely it’s non-public.  Ralston
b. Offerees had access to All Information. 2 ways to show:
i. Offerees have close relationship to Issuer. Doran
ii. Offerees got information usually included in Reg. Statement from Issuer. Doran
c. # of Offerees: The fewer the Offerees, the more likely non-public. Ralston
d. Absence of resales: the less people reselling their shares the more likely non-public. 
e. Other factors that make the offering seem public, such as $$$ amount of offering (the smaller the more likely non-public), how it was advertised, etc.
      TYPE B:  § 3(b) allows the SEC to create exemptions for PRIVATE PLACEMENTS for whom the Securities Laws are not needed and who issue under $5 million.  The SEC created REGULATION D which lists who is considered a “small issuer/private placement” and therefore exempt from the Securities Laws.  There are a number of companies here:
	
	RULE 504
	RULE 505
	RULE 506

	Rule 503 requires issuers to file a Form D with the SEC.

  i.
It contains just basic identifying information (noted on page 




584)

ii.
Have until the 15th day after the start of the offering to file

iii.
There are no immediate penalties, but Rule 507 says an 





issuer may not use Regulation D if it is subject to an order, 




judgment, or decree by any court for violating Rule 503.

Rule 505 Disqualification: has it’s own disqualification statue in 




Rule 505(b)(2)(iii) ( references Rule 262 of Regulation A ( 




absent a reprieve, if the issuer, a director, or general partner of the 




issuer or an underwriter has been involved in violation of the 




securities law, then the issuer is disqualified from using Rule 505.



	I. EXCLUDED ISSUERS
	* 34 Reporting Co.

* Invst/Shell Co.
	* Invst. Co
* Unworthy Offerings Rule 262
	* NO EXCLUSIONS

	II. MAX ALLOWABLE OFFERING VALUE in 12 MONTH PERIOD
	$1 million/12 months
includes any shares offered pursuant to Reg D and any shares offered in violation of    § 5
	$5 million/12 months
includes any shares offered pursuant to Reg D and any shares offered in violation of    § 5
	NO LIMIT

	III. MAX # of PURCHASERS ALLOWED
	NO LIMIT
	35 Non-Accredited Purchasers

The 35 does not include:

 a. 501(e)(1)(i):   Relatives, Spouse, or relative of Spouse who lives in the same residence as the purchaser

b. 501(e)(1)(iv) Accredited Investors – 

Defined as:

(1)  Large Institutional buyers with Assets over $5 million 501(a)
(2) Director, Officer, GP of the Issuer. 501(a)(4)
(3)  Any person/couple with assets over $ 1 million.  501(a)(5)
(4)  Any person who made $200k in the past 2 years (or $300k w/ spouse) and has reasonable expectation of making the same this year.  501(a)(6)

	35 Non-Accredited Purchasers

The 35 does not include:

 a. 501(e)(1)(i):   Relatives, Spouse, or relative of Spouse who lives in the same residence as the purchaser

b. 501(e)(1)(iv) SOPHISTICATED Accredited Investors – 

Defined as:

(1)  Large Institutional buyers with Assets over $5 million 501(a)
(2) Director, Officer, GP of the Issuer. 501(a)(4)
(3)  Any person/couple with assets over $ 1 million.  501(a)(5)
(4)  Any person who made $200k in the past 2 years (or $300k w/ spouse) and has reasonable expectation of making the same this year.  501(a)(6)
                  |
                \ | /

WHO the ISSUER REASONABLY BELIEVES  are SOPHISTICATED 506(b)(2)(ii), DEFINED AS: “such knowledge in financials and business that he is able to evaluate merits/risks of the investment”:
( Issuers must reasonably believe the investor to be sophisticated using factors such as: Wealth, income, experience, current investments, results on investment test, education, etc.


	IV.   ANY SOLICITATION EXCEPTIONS? General Solicitation i.e. ads, notices, communications, seminars, etc. are NOT ALLOWED under Rule 502(c)
	Solicitation allowed only if Issuer sells in State that provides for Registration under State laws. 504(b)(1)(i)-(iii)
	NO SOLICITATION ALLOWED
	NO SOLICITATION ALLOWED

	V. DETERMINING ACCEPTABLE SOLICITATION for ALL TYPES
	1. If Issuer and Investors have a business r’ship where the Issuer knows the Investor’s financials and expertise, it’s not considered Solicitation 
2.  Kenman: Calling people from 6 arbitrary records and not keeping records is still solicitation.
3. Mineral Land No Action Letter: Sheer Number of contacts made doesn’t necessarily mean solicitation, though the higher the # the more likely it’s solicitation.

	VI. CAN SHARES BE RESOLD?
	Allowed only if Issuer sells in State that provides for Registration under State 
laws and complies by the laws. 504(b)(1)(i)-(iii)
	NO 502(d)
	NO 502(d)


	VII. SHOULD INTEGRATION RESTRICTIONS APPLY? – Multiple Offers are sometimes considered single offers, bringing the Issuers above the Maximum amounts and under § 5 liability.
	§ 5.2 Factors used to determine if separate offers should be treated as one transaction:

i.
Whether sales are part of a single plan of financing

ii.
Whether sales involve the issuance of the same class of securities

iii.
Whether the sales have been made at or about the same time

iv.
Whether the same type of consideration is received

v.
Whether the sales are made for the same general purpose

502 SAFE HARBOR: creates safe harbor against integration for offers sold 6 months before and 6 months after the Reg D offering.

	VIII. SAFE HARBOR – Rule 508
	Violating 504, 505 and 506 doesn’t necessarily mean you fall under § 5.  You can make insignificant mistakes and still use these sections under Safe Harbor Rule 508 so long as a “reasonable and good faith effort to comply” was made.  CAVEATS:
(1)  Only gets you out of Private actions.  SEC can still penalize you; and

(2)  Only applies if violation is insignificant compared to the offering as a whole
(3)  Only applies if noncompliance did not undermine the protection available to the issuer
(4) Only applies if the mistake is not violating general solicitation, Max Allowable Offering $, or Max # of Investors allowed.


Information Disclosure: Complex – see table below and accompanying 



notes:

	
	Non-Accredited Investors
	Accredited Investors

	Rule 504
	No Specific information disclosure requirement
	No Specific Information Disclosure Requirement

	Rule 505 or Rule 506
	Specific Disclosure Requirements as specified in Rule 502(b)(2)
	No Specific Information Disclosure Requirement


For Rule 505 or Rule 506 offerings involving a non-accredited investor, the type of disclosure mandated under Rule 502(b)(2) then varies based on: (1) the type of issuer and (2) the size of the offering:

	
	Non-Exchange Act Reporting Company
	Exchange Act Reporting Company

	Offerings Up to $2 Million
	Non-financial info under Rule 502(b)(2)(i)(A)
Financial Info under Rule 502(b)(2)(i)(B)(1) 
	Rule 502(b)(2)(ii)

	Offerings Up to $7.5 Million
	Non-financial info under Rule 502(b)(2)(i)(A)
Financial Info under Rule 502(b)(2)(i)(B)(2)
	Rule 502(b)(2)(ii)

	Offerings Over $7.5 Million
	Non-financial info under Rule 502(b)(2)(i)(A)
Financial Info under Rule 502(b)(2)(i)(B)(3)
	Rule 502(b)(2)(ii)


Information for Exchange Act Reporting Issuers: Rule 502(b)(2)(ii) ( Issuer may either provide (A) a combination of the most recent annual report, the definitive proxy statement, and (if requested by the purchaser in writing) the most recent Form 10-K (or similar SEC filing containing information about the issuer (Rule 502(b)(2)(ii)(A)) or (B) the most recent Form 10-K (or other similar SEC filing containing information on the issuer (Rule 502(b)(2)(ii)(B)).

In either case, issuers must also disclose any more recent SEC filings since the information provided under the rule and must provide “a brief description of the securities, the use of the proceeds from the offering, and any material changes in the issuer’s affairs that are not disclosed in the documents furnished.  Rule 502(b)(2)(ii)(C)
Information for Non-Exchange Act Reporting Issuers: Rule 502(b)(i)(A) provides for the same non-financial disclosure regardless of the size of the offering ( makes reference to the “same kind of information” found in Part I of the registration statement used in a public offering.

The offering amount becomes important for the financial information disclosure for non-Exchange Act reporting companies as noted above with the corresponding rule.

IX. RE-SALES in SECONDARY MARKET
§ 4(1) exempts transactions from the Securities Laws by anyone other than issuer, underwriter, or dealer.
STEP 1:  Does the transaction involve any one of Issuer, underwriter or dealer for distribution of the stock?  If yes, this exemption does not apply UNLESS YOU’rE A DEALER COMPLYING with 144A(D). If no, move on to Step 2.


(1) Issuer:  defined in § 2(a)(4)

(2) Dealer: defined in § 2(a)(12) as professional buying shares for his/her own account

(3) Underwriter:   defined in § 2(a)(11) as and person who purchased securities with:



a.   A view to offer or sell in connection with a distribution for an issuer



b.   Actually offers or sells in connection with a distribution for an issuer
STEP 2: are you an Underwriter?
Gilligan: HOLDING: A person who bought shares and then resold them on the AMEX, or for speculation is an underwriter unless he could show that his initial purchase was for investment but circumstances genuinely changed his mind and forced him to sell.
Gilligan: ALSO, if purchaser had information or had access to information from the Issuer that would generally be in a Reg. Statement, the EXEMPTION cannot be used.  Relying on Ralston
Chinese Consolidated: HOLDING:  Purchaser is an underwriter if he has a view to offer or sell for an issuer, regardless of the purchaser’s motives.  
Ackerberg: Rule of Thumb After 2 years of holding an investment, there’s a rebuttable presumption that you originally bought for investment purposes.  After 3 years it’s basically confirmed that you bought for investment and not distribution.
STEP 3A: ARE YOU RESTRICTED FROM SELLING YOUR SHARES?

If you bought your shares in a § 4(2) or Reg D offering you cannot sell you shares in the secondary market (unless you meet § 144A Exemption below)
STEP 3B:  Is THERE A “cONTROL” PERSON INVOLVED SELLING THROUGH AN INTERMEDIARY? IF YES, EXEMPTION CANNOT BE USED unless you meet the § 144A exemption below.  If no, skip this step.

(I) Anyone who “controls” the issuer cannot distribute shares with the help of any intermediary without registering them because the intermediary will be considered an underwriter since an Issuer is defined in § 2(a)(11) as someone who controls the issuer as well. Wolfson
Summary: Two Step Inquiry




a.
Ask whether the control person was acting as an underwriter for 




the issuer? (for investors that are not control persons, this is the 




only inquiry)




b.
Ask whether an intermediary assisting the control person in the 




resale is acting as an underwriter for the control person

STEP 4: CAN YOU QUALIFY FOR THE § 4(1 ½) EXEMPTION?
The Resale of securities originally purchased under § 4(2) or REG D and then resold is not a “distribution” and hence, the reseller does not have the underwriter status and any intermediary is neither a dealer nor Underwriter.
STEP 5:  IS THERE ANY WAY FOR A CONTROL PERSON / OTHER RESTRICTED SHARES TO SELL HIS SECURITIES under 144A?
(I) Complying with 144A makes your transaction not a distribution and hence the reseller cannot be an underwriter and gets the § 4(1) Resale Exemption.

(II)  HOW TO COMPLY:


a. 144c: Current Public Information about the Issuer must be made available
i.   For Reporting Companies: information is “available” if the company has been a “reporting” company for 90 days or Issuer is current for the last 12 months.
ii.   For Non-Reporting Companies:  information is “available” if the info in rule Rule 15c2-11(a)(5)(i)-(xiv) is made available
b. 144d: Holding Period: Must have been in the aggregate for 1 year (i.e. a donor’s time is tacked on to the recipients holding period if the shares are given as a gift.)

* NO holding period for CONTROL people selling UNRESTRICTED shares.

c. 144e: Quantity Limitation:  within a 3 Month Period the greater of the following may be sold:
i. 1% of the outstanding shares of the class you want to sell
ii. Average volume on all Nat’l Exchanges for the 4 weeks prior to your sale.
d.   144A: File with the SEC – file form 144 and requires sellers to disclose their identity, their relationship with the issuer, the date and nature of the acquisition transactions through which the seller obtained the securities to be sold, information on all securities of the issuer that the seller has sold in the past three months, and the name and address of each broker and market maker through whom securities are to be sold.

* NO NEED TO FILE WITH THE SEC if within 3 months, the reseller sells 500 or less shares valued at $10,000 or less.

e.   144(f): Sell your shares: either through an “unsolicited broker transaction” under § 4(4) or on the open market through a Market Maker defined in § 3(a)(38).
f.  Re-Resales: Securities sold to a QIB continue to be restricted until 1 year is up.
STEP 6:  IF YOU’RE NEITHER A CONTROL PERSON NOR RESTRICTED OR YOU’RE A DEALER HERE’S HOW TO SELL YOUR SHARES UNDER 144A:

1.  Make your offer or sale to a Qualified Buyer, defined as an entity investing $100 million or more in shares not affiliated with the Qualified Buyer 144A(d)(1)
2.  Seller or Seller’s agent must inform purchaser that he is selling pursuant to 144A.
3.  The shares you’re selling cannot be of a class that are regularly sold on an Exchange by the Issuer or are convertible into such shares. 144A(d)(3).
4.  Seller must provide purchaser with certain disclosure information about the issuer, unless issuer is a reporting company. 144A(d)(4).
5.  Securities sold to a QIB can be resold to another QIB immediately.

