Topic I: Introductory Material
I. Introduction to federal regulation of securities

a. Two statutes

i. Securities Act of 1933 – governs primary market transactions (involve a company trying to raise capital by selling securities into marketplace)

ii. Securities Exchange Act of 1934 – regulates the secondary market (transactions between the investors themselves)

b. Lynchpin of the regime is disclosure:
i. Problem: expense – costs for attorneys

ii. Problem: Will anybody read the 100-page document?  

c. Lawsuits: threat of litigation as a deterrent ( what are valid grounds for a lawsuit?

d. Policy Question: Disclosure, merit regulation, jumping the gun provisions, anti-fraud.  Are these protections worth it?

II. What makes securities special?  Why the laws?  Why the agencies?

a. Centrality of capital market to the economy.  Well-functioning market means money will be directed to highest value use.  
b. Magnitude of purchase; importance of investments relative to other deiciosn
c. Intangible nature of securities
i. key problem regime is designed to address is information asymmetry between companies and investors and among investors

ii. Can’t “kick the tires”

d. Investor rationality/mob mentality ( “investor frenzy
i. Definite assumption in regulatory regime that investors sometimes are irrational and go into frenzies

ii. At other times there are assumptions that investors are rational

e. Collective actions problems amongst investors: 

i. Individual investors don’t have enough motivation to investigate

ii. Homogenous goals mean economies of scale in making disclosure
1. similar goals
2. similar information

III. Valuation:
a. Time Value of Money Equation

b. Basic questions:

i. What types of information do investors want?  What information is valuable?

ii. How do we insure honest disclosure?
c. Different types of securities come with different bundles of rights 
i. Common stock – residual and discretionary dividend, residual cash flow, voting rights

ii. Preferred Stock  - fixed and discretionary dividends, medium liquidation, contingent voting rights

iii. Bonds  - fixed certain interest payment, highest liquidation rights, no voting rights (debt rather than equity)

IV. Primary vs. secondary markets

a. Primary markets ( various ways of selling to investors

b. Secondary ( trading between shareholders; 2 purposes:
i. Liquidity ( bringing everyone together.  gives investors a forum in which to sell their securities.  Having a large liquid market assures that you’ll find someone who actually wants to buy your securities

ii. Transparency ( see the price everyone is willing to pay.  making sure you’re getting highest price possible for share; ensures that you’ll have contact with people who will pay the highest price

Topic II: Materiality
I. In General:
a. Threshold issue for much of the securities regime

i. Anti-fraud liability ( rule 10(b)(5) requires a material misstatement or omission where there’s a duty to disclose

ii. Mandatory disclosure ( Must file a Form S-1 to make an IPO; requires material information to be disclosed

b. Statutes

i. Rule 12B-20 (34 Act)

ii. Rule 408 (33 Act)

c. If it’s immaterial, there’s no liability, large part of sec reg regime does NOT apply

d. Materiality standard ( TSC Industries (USSC Case)states it with 4 factors 
i. Substantial likelihood

ii. That a reasonable investor

iii. Would find information significant

iv. Given the total mix of information

II. Forward Looking Information ( Basic, Inc. v. Levinson
a. FACTS: Basic makes affirmative denial of merger negotiations 3 times before disclosure of merger.  People who sold early sue in class action ( if Basic had disclosed, we wouldn’t have sold and enjoyed a premium
b. Supreme Court Balancing Test : Materiality “will depend at any give time upon a balancing of both:
i. the indicated probability the event will occur and
ii. anticipated magnitude of the event in light of totality of company activity
c. Probability x Magnitude
d. Problem: How do you calculate probability times magnitude?
i. Hard to determine precise numerical values
ii. Hindsight bias in jury
III. Historical Facts ( Ganino v. Citizens Utilities Co.
a. FACTS: Citizens added 1995 earnings to 1996 statement (so as not to have a dip in revenue and break their streak); Don’t refer to deal as one time ( say we’ve had 50 years of growth, now we have 51!
b. 2nd Circuit ( Problems with % rule of thumb
i. % of what?

ii. Even small % could be significant

1. would want to know if CEO decides to lie (integrity)

2. Exact revenues could be important

c. Court cannot dismiss unless the information is “so obviously unimportant to a reasonable investor that reasonable minds could not differ on the question of their importance”

IV. Events studies ( Most common way of demonstrating materiality is to look at stock market
a. Steps:

i. Identify event date when new information revealing past farud is made public

ii. Even window (1-3 days) constructed ( calculate expected return of company given overall market movement
iii. Substract expected return from actual return to calculate abnormal return
b. Harken energy (  G.W. bush sold stock prior to release of information.  Price recovered soon thereafter; defense ( market reaction was irrational

i. Useful as defense
ii. Market reacted irrationally, but it bounced back rationally
V. Opinions and Materiality: Virginia Bankshares v. Sandberg
a. FACTS: directors of target company tell target shareholders that acquiring co is offering “high” value and “fair” price.  

i. this is below book value because of appreciation of certain assets

ii. Defense ( These statements are mere opinions

b. Court: Statements are distinguishable by presence of objective evidence that can verify them
i. 2 things in every statement

1. underlying substance

2. belief in the matter

ii. non-actionable opinions ( things that you can’t verify through objective factual information

c. Statements that are reasonable to rely upon vs. “mere puffery”

d. Problem ( fear of too much litigation.  Only want litigation when there is possibility of finding real information

VI.  The “Total Mix” – Longman v. Food Lion
a. FACTS: Documentary aired on Food Lion’s unsanitary practices and labor law violations.  Food Lion’s previous statements were positive; 

i. settlement with FDA was $1.67/share.

ii. Labor union has released report 2 year before documentary aired
b. How does information work?

i. How does information get incorporated into the market?

ii. Is the labor union press release same information as Prime Time Live?
c. Truth on the Market Defense ( If the market has the same information, then failure to disclose is NOT material.  2 Issues:
i. Is it the same information

ii. has the information permeated the market?

iii. ECMH ( if company trades in liquid market, the truth will be incorporated into the price of the stock.  
iv. Puffery ( It’s already in the total mix of information that this is not true, so nobody would ever reasonably rely on this
b. Food Lion Wins
i. Union Report already put information out there

ii. ABC report was only covering 3 out of 1,000 stores

Topic III: What is a Security

I. In General
a. Threshold issue ( if you do not have a security, then sec reg does 
not apply
i. No mandatory disclosure
ii. No gun jumping rules about public offering process
iii. No SEC monitoring
b. Three Step Approach
i. Is it a security?
ii. Do we want Sec Reg to apply?
iii. What intuitions does this address?
c. § 2(a)(1) ( definitional provision
i. Disclaimer “unless the context otherwise requires”
ii. Laundry list of standard equity and debt interests: Notes, stocks, bonds, debentures
iii. Catch All category: investment contracts (what are they?)
d. §3(a)(10) ( 1934 Act definition
II. Investment Contract ( SEC v. W.J. Howey Co. 
a. FACTS: orange grove case.  Howie sets up resort with great view of orange groves; offers potential investors free stay if they listen to a pitch for buying piece of orchard
i. Land sale contract ( plots of land are narrow strips (48 trees in one row); investors lack right of entry
ii. Service Contract ( company will  put all oranges into a pool, sell them and give investors a pro-rated share
b. HowieTest (  Must hit all four characteristics in order to be investment contract:
i. Investment of money 
ii. Common enterprise
iii. Expectation of profits
iv. Solely Thorugh Efforts of another party
c. 2 points:
i. How does the test match the economic features of what is supposed to be a security?  Do they match up?
ii. Why care?  Why not let companies create their coupons as long as investors know they are exempt from securities laws?  Would it be a bad thing for people to bypass the lawas?

III. Investment of Money ( International B’hood of Teamsters v. Daniel
a. FACTS:
i. Union negotiates a compulsory, non-contributory pension plan for any driver who drives for a firm for 20 continuous years
ii. Daniel had a 7 month break from work (laid off)
iii. Daniel has an opportunity to contribute during his hiatus
iv. Union denies eligibility for pension
b. Question: Is the pension plan a security?
c. Factors ( focus on investment of money. When he made his decision to work, it was an employment decision (earning a livelihood), not investment decision.

iii. NOT about choosing between alternatives within the capital markets

iv. Capital markets were not involved in the decision

v. Must be a decision among market alternatives
c. ERISA made Daniel’s claim moot

IV. Common Enterprise (3 categories)

a. Horizontal Commonality ( everybody goes up and down together; same % return on investment

b. Vertical commonality ( different people could earn different returns, but there is a common element or central factor that ties them together (e.g., same broker). 
i. Broad vertical ( promoter does not share risk (i.e., gets flat fee for managing money)

ii. Narrow vertical ( promoter shares risk (i.e. gets % of return)
c. SG Limited ( stockgeneration.com ponzy scheme

i. Stock Game ( guaranteed returns for special stock.  Continuation of game depended on bringing in more people
ii. Court requires horizontal commonality

1. thought vertical commonality would drag more elements into security regimes than one would want

2. Keep securities regime to situations involving passive investors

d. NOTE: law varies across circuits
i. 7th and 2nd Cir ( horizontal
ii. 9th includes vertical commonality
V.  Third Prong ( Expectation of Profits
a. Goal of expectation of profits requirements it to exclude consumption
b. United Housing Foundation v. Forman ( Supreme Court Case

i. Gigantic housing project in the Bronx being set up by foundation.  Sending out brochures advertising rentals, but with a twist.  Pay $25/share; Qualify for larger apartment based on owning more shares ( 18 shares/room.  Costs run over; rents higher
ii. Stock ( label is NOT dispositive

iii. Investment Contract
1. there is no expectation of profits in this contract

2. Profits ( capital appreciation, or participation in earning

3. This is consumption, not investment

iv. Conclusion: There is fraud, but NOT securities fraud, because there was no expectation of profits.  People were buying to live in apartments, nothing to live in.  Not all markets are capital markets

c. SEC v. Edwards ( fixed returns count as profits
i. Payphone case: Investors pay $7,000 to have ETS payphone.  Opportunity to lease phone back to ETS (manages, collects change, maintains, etc.).  Return of $82/month, or 14% annually

ii. O’CONNOR ( fixed returns can still be a security
1. Did we mean capital appreciation and appreciation of earnings only??

2. Fear of opportunistic behavior (  fraudsters would just say “fixed return” from now on.

3. Fixed return still involves risk ( default or failure

VI. Solely on the Labor of Others
a. Ravanna Trawlers v. Thompson Trawlers (4th Cir. 1988)

i. RT is General partnership having management agreement with Thompson.  TT fires managers, RT sues.

ii. Court looks at Ability to engage in control as a majority
1. Partnership was not a security
2. Control is usually a proxy for information

3. Control could be a proxy for power to negotiate.  

4. Control could be a proxy for sophistication  ( more sophisticated investors are the ones who seek control

b. Williams (5th Circuit) ( identified exception: when partners are so dependent on a particular manager that they cannot replace him or otherwise exercise ultimate control

c. The mere choice of partners to remain passive (delegation of powers) is not sufficient to create a sec claim

d. Luck as a factors 
i. Life Partners ( seriously ill people sell life insurance policies for cash; investors’ get return when person died.  Investors want people to die, people want to live

1. Not a security

2. Promoter’s effort happened before an investment
e. Luck is an intervening factor; luck is NOT efforts of another.
VII. Stock ( directly mentioned in the statute
a. Sale of Business Doctrine ( when stock is not a security
i. One or a small group of people would buy all stock and obtain control

ii.  “if someone buys all stock and takes control, economic realities don’t necessitate protection of securities law”

iii. possible distinctions between buying assets or buying all stock  

1. may be able to issue stock and sell it to others

2. Worries about line drawing and certainty

3. expectations ( investor might expect it to be governed by regime because it’s called “stock”

iv. Argument for sale of business doctrine ( from economic perspective, these sales or all assets and all stock are identical.  

b. Landreth Timber Co. v. Landreth
i. FACTS:  ( Dennis (accountant) decides to purchase all stock of LTC (forms shell ( B&D Co. to do so).  Things go badly, and Dennis brings securities laws claims against Landreth

ii. Question: Was this a securities transaction?  

1. Stock was purchased

2. But all by same person

iii. Opinion ( You can be a security if you have traditional characteristics of stock, regardless of how transfer works 

1. If you call it a stock it’s a security
2. United Housing is the one notably exception

c. NOTE: POWELL’s conflicting opinions:

i. POWELL in United Hosuing( Congress intended determination to turn on economic realities, NOT label 

ii. POWELL in Landreth ( case have not been clear on the proper method of analysis for determining if there’s a security.  Fits Forman, but doesn’t fit Howie
d. Why is the label so important?

i. Expectations, Plain language

ii. Uncertainty ( people will have to guess what’s a security and not and what constitutes control

e. In Sum
i. RT ( partnership carries presumption against security

ii. LT ( “stock” carries presumption in favor of security

iii. Labels are important ( “stock” is in the laundry list; therefore we should include it
iv. Securities laws do take into account the reality of large block investors
VIII. NOTES ( In laundry list of statutes
a. Traditional Chracteristics of a note
i. Fixed and certain interest payments
ii. Higher priority in liquidation
iii. No voting rights
iv. Fixed maturity date
v. repayment of principal on maturity date
b. Does a note with traditional characteristics always qualify as security?
i. LOans: Technically, Consumer (borrower) is the issuer and Bank (lender) is the investor

ii. Intuition ( Note is not dipositive
iii. §3(a)(3) ( 1933 ACT: Notes are exempted if they have a maturity of less than 9 months
c. Reves v. Ernst & Young
i. FACTS ( farmers co-op issues demand notes: Payable on demand, No collateral, Uninsured, Variable interest rate
ii. Investment vs. Commercial Test ( Looks at motivation of issuer of the debt (borrower)

1. Desire for investment? vs. Desire for consumption?

2. Commercial (smaller business purchase, or something designed to help with cash flow)
iii. Family resemblance test (Second Circuit)

1. Note with period of more than 9 months is a security
2. UNLESS It resembles a certain type of debt instrument (mortgage, etc.)

3. Presumption:  Every note is a security unless it falls into family of notes on p. 149
iv. Court ( family resemblance presumption plus 4 factors for new things (balancing test)

1. Motivation of seller and buyer of note
a. issuer ( raise capital, cover general business costs.  Seems more like investment

b. buyer/investor ( wants to earn profits
2. Plan of distribution ( broad distribution and common trading are enough, even if no listed on exchange
3. Reasonable expectations of investing public ( based on advertisements – characterized them as investments and there were no countervailing factors that would lead someone to question this
4. Presence of alternative regulatory regime (ERISA, FDIC) ( There was none
v. It has not been determined if Reves is exclusive test for notes
IX. 3 part doctrine

a. Howie Test ( still important for many types of instruments and securitization transactions (may be beneficial to pool investments to diversify risk ( e.g., student loans)

b. Label of “stock” is pretty much dispositive (especially if it’s a corporation)

c. Notes are different than stocks (label is not dispositive; see Reves)

Topic IV: Disclosure and Accuracy
I. Overview
a. Reasons for mandatory disclosure

i. Standardization of information 
ii. Reduces Agency Costs w/in firm ?? 
iii. Overcomes externality problems for firms disclosing information ( Forces negative disclosures 

iv. Research Costs ( 

1. collective action problems
2. duplicative research ( wasteful

b. Market arguments against mandatory disclosure
i. Market would standardize information disclosure on its own
ii. Consumers would discount price of securities for silence about negative information
c. Implications of mandatory disclosure

i. SEC must determine what information is to be disclosed

ii. Someone needs to determine if disclosed information is truthful

II. Public Companies Subject to Disclosure Requirements
a. 3 ways to be public under 1934 Exchange Act
i. §12(a) ( listed on an exchange (e.g., NYSE, Pacific stock exchange, NOT NASDAQ)

1. Registration permitted under §12(b)

ii. §12(g)(1)(B) ( over the counter stocks
1. “total assets” exceeding $10 milllion, AND
2. Class of equally securities held by at least 500 persons (r 12G-1) 

3. NOTE:  NASDAQ is OTC, NOT exchange!!

iii. §15(d) Filling  a registration statement for registered public offering
1. periodic filings, but not subject to proxy solicitation, tender offer, short swing profit provisions

2. Very few public offerings don’t meet 12 standards; 15(d) mostly relevant to public debt offering context
b. Public company Status – requirements
i. §12 registration requirements
1. §12(a) for Exchange-listed Securities
2. §12(g) for Public OTC issuers
ii. §13 Reporting requirements
1. Annual 10-K
2. Quarterly 10Q
3. Policy ( require companies to report about themselves (report to each other
iii. §14 Proxy/Tender Offer Rules
iv. §15(d) Registration requirements
v. §16 short swing profit rules ( insider trading
vi. Insider stock Transactions

c. Ways to leave public company status
i. §12(a),(b) ( delisting

ii. §12(g) certifying:
1. < 300 shareholders, OR

2. <500 shareholders AND <$10million in assets for 3 years

iii. §15(d) ( <300 shareholders; no earlier than next fiscal year
iv. See summary chart posted on website
III. Disclosure Requirements

a. How do these requirements for disclosure match up with our intuitive assumptions about what people want to know?

b. Regulations S-K, S-X

i. Ex Ante Decision made by SEC that investors (whether in primary, secondary market, voting on issues) want similar information

ii. Created dictionaries

1. S-K ( financial matters

2. S-X ( non-financial matters

c. Secondary market: Periodic disclosure forms must be filed with SEC and usually with exchange ( 8-K, 10-K, 10-Q

d. Registered public offerings ( Form S-1, Form S-3
e. Form 14A ( Proxy statement when companies want shareholders to vote
f. Form 10-K ( business, property, legal proceedings, etc.
i. NOTE on legal proceedings:  material pending legal proceedings; description of factual circumstances underlying legal proceedings and relief sought

g. 10-Q ( like 10-K, but does not contain audited financial statements

h. Form 8-K ( Periodic disclosures for significant events.  (grows as SEC adds requirements)

i.  Bankruptcy, Off Balance Sheet arrangements, De-listing, Change in auditors and reasons for change

ii. Previously issued financial statements no longer apply

iii. Change in control ( departure of principal officer or directors

1. NOTE: don’t have to give reasons for officers leaving (privacy concerns), but do have to give reasons for change in auditors

iv. NOT all-inclusive

1. Uncertainty issue ( forms is relatively precise (not ambiguous); no rules may lead to over-disclosure

2. Thoroughness ( want to know everything material

3. Confidentiality may be important ( too much disclosure may deter competition
v. Ex ante decision by SEC about what information investors want to know
vi. SOX ( Mandate on SEC for “real time disclosures” ( Time requirement shrank to 4 business days
1. Need time to check that form is accurate

2. Cost of immediate filing might be great (liability for mistakes), benefit to market of knowing sooner is minimal
IV. In the Matter of W.R. Grace & Co.
a. FACTS ( Grace Jr. retires from being CEO and negotiates to retain nice things (limo, jet); Grace files form 10-K without including fringe benefits.  
b. Holding: If you know the following you need to do more and ask questions: Grace, Jr. got stuff, Stuff wasn’t on form
c. Dissent:  Are these guys supposed to know the law?  They didn’t have to disclose this stuff while the guy was working?  Why would you have to disclose it now?
d. Red Flags: Large in magnitude, abnormal practice for retiring CEOs, Grace has a pattern for misleading corporation

Regulation FD

I. Rationale for FD

a. Overcome information asymmetries ( Fairness of getting it to everyone

b. Analyst accountability ( Prevent companies from making analysts give them good ratings in order to get information; cures conflicts of interest
c. Enforcement problems ( SEC can’t watch everybody

II. Basic Provisions
a. Rule 100 ( Operative provision: no selective disclosure by issuers
i. Intentional selective disclosure must be made public simultaneously

ii. Unintentional public disclosure must be made promptly (within 24 hours or opening of NYSE)
iii. 100(b)(1) ( to whom it applies

iv. 100(c)(2) ( exceptions

b. Rule 101 ( definitions
i. 101(a) ( “intentional”
ii. 101(b) ( Issuer ( foreign companies are a BIG exception
iii. 101(d) ( promptly ( the later of the following: 24 hours or NYSE opening (casebook error here)

iv. 101(e) ( “public disclosure”
1. filing an 8-K [101(e)(1)] or 

2. disseminating information in a manner reasonably designed to provide broad non-exclusionary distribution of information to public [101(e)(2)]

c. Rule 102 ( No effect on  antifraud Liability
i. No private cause of action

ii. Only SEC can enforce

d. Rule 103 ( No effect on exchange act reporting status
i. S-3 is required to be current in exchange act filing

ii. violations of FD does NOT affect status as “current” in reporting
iii. No collateral consequences on ability to do public offering

II. Practical perspective (elements)
a. Disclosure by issuer (public company) or person acting on behalf of issuer

b. Material non-public information
c. Disclosure to 4 parties:

i. brokers and dealers

ii. Investment advisor

iii. Investment companies

iv. Securities holder reasonably likely to trade based on information

d. Exceptions

i. Person who owes duty of confidence: 100(b)(2)(i)

1. attorney

2. investment bank on deal

3. auditor

ii. Person who signs confidentiality arrangement: 100(b)(2)(ii)
iii. certain communications for most registered offerings 100(b)(2)(ii)
e. Intent ( §101(a) knows or is reckless in not knowing
f. SEC v. Siebel Systems:
i. FACTS: CEO tells conference of 200 investment professionals that they expect business to improve; analysts order buy; stock price shoots up
ii. Court:  disclosure was NOT public.  Public disclosure requires:
1. form 8-K; OR 
2. method(s) reasonably designed to make broad-based, non-exclusive distribution to the public
g. Policy considerations ( What is the effect of FD? 
i. Specificity ( periodic disclosure doesn’t require you to disclose everything.  
ii. Disclosure for certain types of information is all or nothing
iii. FD is NOT  slam dunk: detection problems (harsher penalties don’t necessarily make up for it)
iv. After FD, there has been an expansion of publicly available information, e.g., more public conference calls

Rule 10b-5 Liability

I. Basics

a. Intuitions: Why do companies commit fraud?

i. boost share prices (but will leave you in the hole for next quarter)
ii. Executive Compensation based on revenue
iii. Company on its last ropes ( inflated value will allow you to gain time and find more financing to turn things around
b. The statute ( Rule 10b-5 is under §10(b)

i. Limits SEC jurisdiction to means or instrumentality of interstate commerce
ii. Prohibits 3 things

1. Device, scheme, artifice to defraud
2. Untrue statement of material fact, or omission
3. Act, practice, course of business that operate as a fraud or deceit
c. 10b-5 lawsuits ( class actions on behalf of shareholders who lost money.  
i. Motives to settle (Risk averse, attorneys’ fees, distraction of management, publicity costs of being, discovery (depositions)
ii. Plaintiffs’ attorneys attempts to extort settlements
iii. Πs’ attorneys will take advantage of the class
d. PSLRA Devices 

i. Requirement to plead with particularity that ∆ had required level of sceinter (knowledge of fraud, or recklessness)
ii. Stay on discovery until after motion to dismiss.  
iii. Early class notice
iv. Lead Plaintiff presumption ( make largest stock holder lead plaintiff; ensure power to negotiate with attorney 
v. Court review of reasonable attorney’s fees
vi. Forward looking information safe harbor 
vii. Proportionate Liability ( Safeguard deep pockets
II. Elements of 10b-5 action
a. Jurisdictional Nexus ( Fraud must have affected “instrumentality of interstate commerce” (phone, mail)
b. Transactional Nexus ( “in connection with purchase or sale of security”
c. Elements:
i. Material
ii. Misrepresentation or omission of fact 

iii. Scienter ( knowledge or be recklessness
iv. Reliance ( Π must have relied on fraud
v. Causation ( fraud must be linked to losses suffered by Πs
1. Loss causation (always an element)

2. Transactional causation  (not always an element)
vi. Damages 

III. Who can sue? Defining “in connection with”
a. Blue Chip Stamps v. Manor Drug Stores ( must be actual purchaser or seller to bring an action
i. FACTS:  Store gives away blue stamps for when you make purchase..  Π claims ∆ was misleading pessimistic about their monetary prospects, missed out on profits when stock prices shot up
ii. REHNQUIST HOLDING ( YOU MUST BE AN ACTUAL PURCHASER OR SELLER
1. “would have bought stock” is information controlled by the plaintiffs
2. Claim not verifiable by third party
iii. Policy concern ( vexatious litigation ( Very difficult for ∆ to get rid of claims in motion to dismiss; will settle to avoid trial
1. NOTE costs of blocking litigation: Some people could in fact have been affected.  If you’re defrauded in a way that made you choose not to purchase, then you have no recourse
2. No “magic bullet” to only get rid of frivolous litigation
b. SEC v. Zanford
i. FACTS:  Broker took funds from proceeds of stock sale for himself 

ii. “In connection with” ( 
1. Not related to intrinsic value of company

2. no privity between Wood and securities offerer

iii. Context ( Fraud coincides with securities transaction
1. Court indicates that you need fraudulent transaction to sue
2. If there is a necessary step to completing fraud, then there is a connection
c. Other tests ( Devices used by court in absence of privity

i. Simple but-for causation is NOT enough
ii. Foreseeability ( foreseeable to person committing fraud that investors would trade on fraud
iii. Intrinsic value ( lying about the value of company is fraud
iv. Context ( coincides with a securities transaction
v. Contractual privity ( always counts
IV. The Lead Plaintiff

a. PSLRA §21(a)(3)

i. §21(a)(3)(A) ( early notice to class

ii. §21(a)(3)(B)(iii)(I) ( rebuttable presumption of lead Π

iii. §21(a)(3)(B)(iii)(II) ( evidence required to reubtt presumption

iv. §21(a)(3)(B)(iv) ( limited discovery on adequacy of Π

v. §21(a)(3)(B)(v)( lead Π selects lead counsel

vi. §21(a)(3)(B)(vi) ( restriction on professional Πs

vii. §21(a)(6) ( court review of “reasonable attorneys’ fees

b. Person who has made a motion, has largest financial interests, and satisfies requirements of Rule 23 of FRCP (CANT ( A and T most important)
i. Commonality
ii. adequacy of representation
iii. numerosity 
iv. typicality 
c. In re Cendant Corp. ( selection of lead Π and counsel
i. FACTS: Big holding company owns lots of other corps, huge scandal, stock price drops like a rock. Lead Πs ( three pension funds

ii. Challenge #1 Group of lead Πs ( court says it’s OK to have a group 

1. no more than 5

2. not constructed by Π attorney

iii. Challenge #2 Inherent conflict of interest ( people with largest financial stake usually have very large continuing stock holdings in ∆

1. Court: Congress must have foreseen this in requirement of largest financial stake

iv. Challenge #3 Abuse of discretion in appointing of lead Πs
1. not a relative analysis, presumption if they meet the requirements

2. Court ( need to show something more than “pay to play” allegations
v. Court’s determination factors for appointment of lead counsel 
1. Did you select counsel with lots of experience/expertise?
2. Fee scale reviewed under “clearly excessive” standard; fee method doesn’t matter
d. Is the lead plantiff provision working?
i. Pre-Act/Post-act stats have not changed much 
1. Pre-act private institutions were small pension companies

2. Post-Act ( more hedge funds, public pensions

ii. Big financial institutions didn’t really get into it (Fidelity, etc.); don’t want reputation of being “anti-management;” want 401-K business
V. Misstatement of Material Fact

a. In general

i. Deception

ii. Omissions

iii. Forward looking statement safe harbor

b. Deception ( Santa Fe Industries v. Green
i. FACTS: Short-form merger of minority shareholders ( did not require them to vote.  Shareholders had state-law appraisal rights.  Dist Court finding of no material misstatement or omission

ii. Πs 10b-5 claim ( management breached fiduciary duty

iii. Court ( breach of fiduciary duty is NOT 10b-5 case.  You need a deception

1. Congress was concerned about disclosure

2. If they came out the other way, suddenly fiduciary duty would become federalized (instead of state laws)

iv. Can bring fiduciary duty case under 10b-5, but it would be convoluted :  Claim company omitted from proxy statement that it was careless  Companies are NOT open about breach of fiduciary duty
c. Omissions ( Gallagher v. Abbot Labs
i. FACTS: Abbott released 10-K 8 days before FDA compliance letter, but didn’t update 10-K afterwards
ii. Π ( duty update after FDA
iii. Easterbrook ( No duty to update, but there is a duty to correct
1. Duty to update means that you would be replacing system of periodic disclosure with continuous disclosure
2. Outside of 8-K no duty to update
d. Duty to Correct vs. duty to update
i. Duty to correct  (all circuits)( information that was incorrect at time of disclosure

1. If Initial statement did not have scienter, cannot sue for initial fraud
2. But if you learn about past mistake, trying to bury it could lead to liability

ii. Duty to update (some circuits) ( information that was true, but has become incorrect
1. 7th Cir says no duty

2. 2nd cir says duty in some limited instances
3. NOTE: Duty turns periodic disclosure system into continuous disclosure system; can be very costly
4. rejecting duty to update may be a rejection of court as a decision-maker 
VI. Forward-Looking statement Safe Harbor
a. §21(e) of Exch Act, 27(a) of securities act
b. Key components of 21(e)
i. (a) Applicability ( exchange Act reporting issuers (public companies) and persons acting on their behalf
1. underwriter, but only for information provided by issuer (or info derived 
ii. (b) Exclusions (no safe harbor)( IPOs, going private transactions, blank check companies, financial statements projections in financial statements
iii. (c) 2 paths to get to safe harbor
1. identify it as forward looking statement, and use meaningful cautionary language in disclosure;

a.  identify factors that would cause results to differ
2. (boiler plate is not enough)
3. Π fails to show ∆ had actual knowledge
iv. (f) ( stay of discovery during motion to dismiss
v. (i) definitions ( financial projections, plans and objectives of management for future operations, statements of future economic performances, statements or assumptions underlying statement
c. Asher v. Baxter International
a. FACTS: ∆ makes hospital products, knew of bad events, but failed to list them on 10-K
b. EASTERBROOK ( if Π is right, we also have to assume that meaningful cautionary language is incorporated into stock price 

c. Was there in fact “meaningful cautionary lanaguage’?

d. EASTERBROOK ( Must disclose “principal risks involved”
i. You don’t have to disclose specific things; you just have to propose the principal risks

ii. More than just material risks

iii. reversed and remanded for further findings

e. If you can’t determine principle risks until after discovery, safe harbor will become a means of extorting settlements

VII. Scienter

a. Actual motive ( intent on fraud

b. Knowledge ( know facts and appreciate how market will be mislead

c. Recklessness ( unreasonable and extreme departure from standard of ordinay care – obvious that the defendant must have been aware of it

i. Red flags

ii. Internal memo ( would be reckless for CEO not to read
d. Negligence ( unreasonable in investigation

e. Ernst & Ernst v. Hochfelder
i. FACTS: President is 92% shareholder, has rule that only he opens the mail.  E &E doesn’t know about that rule; court assumes negligence
ii. Issue:  Can Rule 10b-5 action be baed on  negligence?
iii. Court
1. Investors are harmed ( argument is too broad

2. Statutory argument ( language “deceive, manipulate” implies intention

3. Recklessness ( court reserves judgment about this standard; doesn’t go so far as to eliminate it

iv. Policy concerns ( evidentiary rules (need knowledge and recklessness).

1. knowledge can be a proxy for intent, but hard to prove actual knowledge
2. recklessness is a proxy for actual knowledge ( “highly unreasonable for CEO not to know internal projections”

f. NOTE: Supreme Court hasn’t ruled on recklessness, but all circuits accept it.  Reckelssness is the standard
VIII. Pleading requirements
a. Exchange Act 21D(b)(1): Must identify each statement and why it’s misleading

b. (b)(2) ( must allege particular state of mind: facts giving rise to a strong inference that the ∆ acted with the required state of mind [recklessness]
c. FL State Bd. of Admin v. Green Tree Financial Corp. ( heightened motive requirement:
i. FACTS: sub-prime loans for trailers, re-sell debt interest at 7%.  Book $300 million revenue as an asset, but rates drop and people pre-pay
ii. Πs point to: CEO’s compensation: $102 million in 1996, 2.5% of pre-tax income (expired in 1996) for motive
1. Purpose of pleading requirements is to distinguish fraudulent companies from the set of all companies

2. All companies have motive and opportunity; Need heightened motive ( Must be distinct circumstances to company
d. Common ways to meet pleading requirements

i. Insider trading( if internal corp officers engaged in abnormal levels of insider trading close in time to the fraud

ii. Divergence between internal reports and external reports

iii. Closeness in time between truth and fraud

iv. Evidence in bribery

v. Accounting restatements

vi. Sheer magnitude of misstatement
vii. Existence of SEC Action

viii. Because discovery is stayed, you’ll see

1. SEC investigation

2. insider trading

3. accounting restatement

IX. Reliance

a. Affiliated UTE citizens of Utah v. US
i. FACTS: Agents at first bank of Utah sell stock in tribal assets for members; Owe duty of disclosure.  Sell shares to non-Indian buyers at higher price and pocket pockets
1. Omission case ( no misstatement was made; they were silent.  Is it possible to rely on omission:
ii. ∆ ( nothing to rely upon.  Can’t meet reliance requirement
iii. Court: do NOT need to show reliance in fraud of omission.  Reliance is presumed in omission cases (rebuttable presumption)

b. Basic v. Levenson ( reliance on affirmative misleading statements
i. Rebuttable presumption ( semi-strong ECMH
1. market price will incorporate all publicly available information
2. How could you rebut the presumption?
ii.  “Who would rely on crooked craps game?”
iii. Narrow holding: In a case of misstatement, causation is presumed (for class action only?)
c. Rebutting the presumption (open market affirmative mirepresentations)
i. Market doesn’t reflect the fraud (market makers knew truth)
ii. Investor doesn’t believe market price is correct

iii. Corrective statements issued

iv. Π might have sold for unrelated reasons
d. In summary: Only place you have to show reliance is affirmative misrepresentation in face to face transactoin
i. Face to Face transaction
1. Omission – apply Affiliated Ute → no reliance requirement.
2. Affirmative misrepresentation – must show reliance.
ii. Open Market
1. Omission – apply Affiliated Ute → no reliance requirement.
2. Affirmative misrepresentation – presumption of reliance – Basic
X. Causation
a. Transaction vs. loss causation

i. Transaction causation ( But for fraud, Π would not have invested
ii. Loss causation ( Akin to proximate cause; Fraud causes loss

iii. Can one, the other, or both

b. Loss Causation ( Dura Pharmaceuticals, Inc. v. Brudo
i. Must be pleaded, Codified in §21D(b)(4)
ii. FACTS:  Dura has an asthma spray device that fails
iii. Supreme Court ( Need to show actual loss (price drop) that is related to fraud in question, not other extrinsic factors
1. If you just plead inflated price, the inflation could be due to something else besides the fraud
c. Showing Loss Cuasation ( usually depends on expert testimony; must account for extrinsic factors
d. Loss causation is NOT materiality ( strictly quantitative measure.  Other things allow you to claim materiality.
XI. Defendants ( Who can you sue?
a. No aiding and abetting liability

b. 2 different rules about primary violator:

i. Bright line (2nd Cir ( followed by most circuits ( no liability unless statement attributed to defendant (Wright) 

ii. substantial participation (9th Cir.) ( primiary liability is allowed if you had a significant role in releasing the statement (Central Bank)
c. Central Bank of Denver
i. FACTS: Public Building Authority issues bonds to finance buildings; central bank is underwriter
ii. Issue, can we bring Rule 10b-5 lawsuit against Central Bank?
iii. KENNEDY: No aiding and abetting liability under 10b-5
1. Congress knew what they were doing; could have included “aiding and abetting” if they wanted to
2. §11 gives list of potential defendants ( doesn’t say “aiding and abetting”
iv. Policy Arguments ( aiding and abetting is too broad, costs of vexatious litigations
d. Wright v. Ernst & Young
i. FACTS: BT Office Products puts out unaudited financial statement done by E&Y.  BT relies and Ernst & Young Investors sue E&Y when embezzlement is discovered.
ii. Question:  Is E&Y a valid ∆ in light of Central Bank?
iii. Substantial assistance ( integrally involved in creation and dissemination of fraudulent press release
iv. Essentially reverses Central Bank 
e. NOTE: Congress revived aiding and abetting in §20(e)

i. ONLY for SEC enforcement actions (no private right of action)
ii. Knowingly aiding and abetting
iii. Central Bank is good law but limited to private securities fraud actions
f. In sum ( must  be primary violator ( can use only someone who makes statement upon which people relied
XII. Damages
a. Indirectly important ( set negotiating range for settlements
b. Policy considerations:

i. Investors (on average) are not harmed by fraud (some make money)
ii. Does it make sense to pay a “tax” to firms?
iii. Possible benefits ( deterrence of fraud
c.  “out of pocket measure” ( Standard measure for damages
i. Difference between price you paid and the true value of the securities at the time
ii. Damages: # of shares traded multiplied by difference between true value and inflated value
d. Two other measures (mostly employed in face-to-face fraud)
i. Restitution ( disgorgement of profits
ii. Rescission ( Get money back from stock; Get price difference of what you sold for
e. Alternatives to damages and private action  
i. Public enforcement ( Let the SEC take care of it
1. BUT SEC is already overextended
2. Would it be better to pay more taxes to fund the SEC
ii. Abolish liability ( Nobody loses anyway; let auditors be the line of protection
iii. Assess societal harm from disclosure (difficult to calculate)
iv. Throw the book at the executives 
v. Forced buy-back from current holders 
vi. Reduce attorneys fees – this could result in less skilled attorney
f. Pidcock v. Sunnyland America ( Meat packing company case
i. FACTS: Dude Harvard and sons buy out Pidcock for $2.2 million.  Falsely assure Pidcock that nobody else will buy their plant.  The original bid (about which Dude lied) didn’t come through; sold to another third party
ii. Π’s claim ( received false information, willful misstatement, loss
iii. Court: No out-of-pocket damages
1. Proximate causation ( Third party about which they lied did not end up buying the plans
2. Disgorgement ( Harvards profited from their lie, so Pidcock is entitled to disgorge the profits form Harvard & Sons
iv. Black Letter ( In face to face you can argue for disgorgement if ∆ benefited from fraud on Π
v. No disgorgement if ∆ took some extra or special effort in order to achieve profit (equitable doctrine) ( Doesn’t count anything you normally  would do as a salaried employee
g. Garnatz c. Stifel, Nicolause & Co
i. FACTS:  ∆ convinces Π to invest in fund buying on the margin.   Broker says this is a sure thing, certified – false claim that interest rates won’t go up.
ii. Out-of-pocket doesn’t work(  would be Zero!

iii. Rescission measure ( Get back money invested:
1. risk-averse person requested risk-free investment

2. fraud is in entering into the transaction (not fraud about the market price of securities) 

3. Without restitution, it’s unclear how else Garnet would get any money back

h. Proportionate Liability §21-D(f) of the ’34 Act 

i. Scienter = Recklessness: if you’re found to have actual knowledge, you’re back to joint and severable

ii. 50% bump up provision for uncollectible shares???
iii. Low net worth exception: If Π has a low net worth (<$200,000), and is entitled to damages over 10% of net worth, then ∆ is liable for whole thing

iv. Problem: Juries may assign higher proportions to auditors when they know other ∆s are judgment-proof

Public Offerings
I. Economics of Public offering

a. Options for raising capital

i. Bank loan ( requires collateral, Hard to service ( 

ii. Self financing ( few people have $500 million

iii. Issue equity ( no interest payments

b. Underwriter ( §2a-11 Legal definition ( person who has purchased securities from an issuer with a view of selling them on the public market

i. Initial starting point for public offering 

ii. Source of advice on: how to restructure management, get rid of subsidiaries, pricing, timing of offer

iii. Source of contacts with large institutional investors

iv. Types of underwriting

1. Firm commitment ( issuer will sell securities to underwriters, and underwrite assumes all the risk
2. Best Efforts underwriting ( underwriter gets commission

3. Direct Offer
4. Dutch Auction (investors place bids) ( clear market, less risk
v. Underwriter syndicates ( Underwriters join together to distribute risks
1. Lead underwriters ( more risk more legwork, higher %
a. Bear liability for offering aspects
2. Other players just assume risk
c. Underpricing ( Policy issues
i. Avoid lawsuits by purchasers
ii. Risk aversion ( underwriters bear more risk as price is higher
iii. Market Exuberance ( bump up is just irrational investors going crazy
iv. Corruption ( Alleged underwriters would give sweatheart prices to institutional investors, who would then give kickbacks in various forms (more business, higher commissions, etc.)
II. Costs of going public

a. Restructuring corporation to prepare for public capital markets

b. Dilution effect on shareholders

c. Risks of takeover (if you’re offering over 50% of stock

d. Ongoing costs of public filing ( sharply increased by SOX[

e. Benefit ( raise a lot of money and not beholden to bank
i. Out of pocket ( $600,000 to 1 million 

ii. Typically 9% of offering amount

III. Mandatory Disclosure Scheme (Primary market)

a. Goal ( creation (and distribution) of a mandatory disclosure document

b. Various types

i. Form S-1 ( don’t qualify for S-3; no transactional requirements

ii. Form S-3

1. U.S. Corporation

2. Reporting corporation for at least 1 year (enough shareholders and high enough assets)

3. Must be current in filings

4. $75 million of equity in hands outsider shares

5. See slide 10-2

c. S-1 vs. S-3

i. S-3 allows greater ability to incorporate by reference

ii. If you qualify for S-3 many of the regulatory requirements are reduced or eliminated

d. §421(b) ( Plain English requirements for prospectus
IV. Gun Jumping Rules 
a. Policy
i. Business problem: investors are at large informational disadvantage relative to an issuer (“acute informational disadvantage”)

ii. Disclosure is designed to bridge the informational gap

iii. Gun-Jumping rules are designed to limit flow of information
b. If the goal is disclosure, why do the securities restrict information disclosure

i. Anti-fraud ( We have 10b-5 and §11 to stop lies

ii. Accuracy ( SEC only looks over registration documents during background research

iii. Investor Frenzy ( people won’t look at document if they have information already

iv. Institutional investors ( they are the concern, but we can’t differentiate between different investors, investors go to everybody

c. Anti Fraud Liability
i. §11 of Sec Act

ii. §12(a)(2) of Sec Act

V. Public Offering Process
a. 3 time periods based on two critical events

i. Filing of the registration statement (prospectus sub-set

ii. Document becomes effective (SEC declares it so

b. Time line ( Total timeline is 2-4 months
i. Pre-filing period ( preliminary agreement w/ lead underwriter, could be earlier

1. 5(c)( no offers as defined by 2(a)(3) 

2. 5(a) ( no sales

ii. Waiting period ( S-1 filed with SEC, and SEC will give comments

1. 5(a) ( no sales

2. 5(b)(1) ( perspectus regulations

iii. Post effective period ( sales commence (usually lasts only 1-2 days)

c. §5 ( Regulates all transactions and securities by all persons using an instrumentality of interstate commerce
i. §5(a) ( no sales until the registration statement has gone effective
ii. 5(b) ( May not transmit a prospectus (as defined by §2(a)(10)) unless it meets requirements of formal §10 statutory prospectus (waiting and post-effective)

iii. §5(c) defines pre-filing period; prevents offers before filing registration statement with SEC
iv. §4(1) ( exemption for secondary market sales
d. 4 categories of issuers
i. Non-reporting issuers ( non-public companies who don’t have regular filing requirements; not listed on exchanges

ii. Unseasoned issuer ( Reporting, Don’t qualify for Form S-3; Less than $75 million in the hands of non-affiliates
iii. Seasoned Issuer ( S-3 eligible
iv. WKSI ( Well Known Seasoned Offerer ( S-3 elligile, $700 million in equity , Or $1 billion in debt offerings over last three years
Pre-Filing Period
I. 2 Part Analysis:
a. Is it an offer (under 2(a)(3)?
b. If it could be an offer, is there a safe harbor?
II. Determining an offer
a. Shift in strategy/ change in behavior as evidence of “conditioning the market 
b. Forward looking disclosures
c. Description of offering

d. Breadth of communication

e. Underwriter exception ( can talk to underwriter or underwriter’s ageint
III. Safe Harbors 
a. Rule 135 ( can make certain statements about offeror; lists allowable categories
	Safe Harbor
	Exemption
	Type of Issuer


	Type of information allowed

	163A
	5(c)
	All

w/ some excluded issuers (shells, penny stocks
	May not reference offering

Regulation F-D applies

	163
	5(c)
	WKSI (w/ exceptions like investment companies)
	Offers

Regulation FD applies

	168
	5c and 2a10
	All public companies


	Factual info

Ads

Certain Forward looking information

May not be part of offering activities

	169
	5c and 2a10
	Non-reporting companies
	Factual info

Ads 

may not be part of offering activities


i. NOTE: 163A does NOT apply if you reference the offering
ii. Underwriter exception ( Omri is an agent of underwriter, so he is essentially the underwriter

iii. NOT an offer ( Omri is learning about this as an agent, not an investor (insider trading liability)

Waiting Period

I. Inquiry

a. Is it a prospectus?

b. If so, are you in a safe harbor/exemptions

II. Moving Parts
a. Chain ( §2(a)(3) [offer] ( 2(a)(10) [prospectus] ( 5(b)(1) [no prospectus unless it meets § 10 requirements]
b. Events ( Filing document given to SEC for review (all IPS get reviewed), Selling efforts may commence ( road show, but no sales §5(a)
c. §5(b)(1) now applies( no transmission of prospectus unless it meets §10 requirements
i. §10(b) preliminary prospectus: same info as final prospectus but omit pricing info; See R 430(a)

ii. §2(a)(10) defines prospectus as written and broadcast communication which offers the security

1. Use §2(a)(3) to define an offer
d. New safe harbors

i. §134 ( press release exemption

ii. 164/433 ( Free-writing prospectus (2005 reform)
e. Old safe harbors apply
i. 168 and 169 still apply ( gets you out of prospectus (2(a)(10)(a)), so no 5(b)(1)
ii. 135 still applies ( gets you out of 2(a)(3): no offer means not a prospectus, which means no 5(b)(1) violation
III. Determining  a Prospectus
a. Rule 405 Definition of Written communications:  

i. Graphic information, includes email and websites
ii. Does NOT include real time transmissions (internet chat, real time PowerPoint presentations [which would become written if you handed out print-outs of slides]
iii. Intuitively ( something that can be easily re-transimitted without ability to ask questions

b. Rule 134 (  “tombstone announcements”
i. Permissible information: factual information on issuer information on security price, use of proceeds, underwriters, procedures underwriters will use to conduct offering

ii. Mandatory information: legend, contact person to obtain prospectus
iii. Exceptions from Rule 134(b) requirements (if you’ve released prospectus you don’t have to include certain other mandatory information)

iv. In practice, these function as advertisements for the underwriters; 134 and 135 are rarely used!!

v. Rule 134 doesn’t get you out of 5©!!!  Tombstone ad doesn’t work in pre-filing period ( different from notice of proposed offering.

c. In Sum, 3 types of communications are OK
i. Road shows/phone calls

ii. Tombstones

iii. Preliminary Prospectus

IV. Free Writing Prospectuses ( 164/433 (New for 2005)
a. FWP deemed a 10(b) prospectus for purpose of 5(b)(1)

i. Mostly written communications that don’t meet §10 requirements
ii. Note: NOT exemption from 2(a)(10), gets you in to §10(b)
b. eligibility to use FWPs

i. Non-reporting issuers and unseasoned issuers ( must be accompanied preceded by §10 statutory prospectus
1. NOTE: can use hyperlink to prospectus if you email a  pdf of FWP
ii. Seasoned issuers or WKSI issuers ( must have filed statutory prospectus with SEC; No need to precede or accompany your communications

c. 433(c)(1) and (2) ( information requirements
i. consistent disclosures ( may not conflict with information in previous disclosures
ii. boilerplate legend

d. filing requirement

i. Issuers must file w/in as short time (usually 1 day) of when they start using FWP
ii. Offering Participant FWP (Underwriter, dealer)
1. If there is “issuer information” issuer must file this

2. If it’s broad unrestricted dissemination must file

a. BUD does not include sending to past customers (even if there are millions of them)
iii. Media FWP ( If no compensation to media, issuer has 4 days to file; Otherwise 

1. Interview w/ underwriter must be filed by underwriter

2. Interview w/ issuer must be filed by issuer

e. Record retention ( if not required to file, must retain for 3 years

Question:  When would there be an FWP w/o issuer information???
f. Note about Electronic Roadshows ( real time vs. not!
i. Real time Roadshows ( treated as oral communication and therefore not prospectus
ii. Not Real time ( Is it an equity offering by a non-reporting co.?
1. NO ( No filing requirement

2. YES ( Is a bona fide electronic road show generally available to everyone (defined by 433(h)(5))?
a. YES ( No filing requirement
b. NO ( filing requirement 433(d)(8)

iii. NOTE: Exception to filing requirements in certain circumstances!
Process of Going Effective
I. During waiting period
a. road shows and offers may commence (no sales)
b. SEC review ( all IPOs, ~20% of seasoned offerors

c. §8(a) and Rule 473( After 20 days automatically effective

d. In practice, all issuers file a delaying amendment and let SEC review

i. Say they will become effective when SEC says so

ii. Companies like SEC to review documents (  better to deal with problem before sale, rather than face have rescission rights and recessionary damages (plus possible anti-fraud liability)
e. 8(b) ( refusal order if reg statement is “on its face incomplete or inaccurate in any way”
f. 8(d) ( stop order (refusal order) to stop the offer
i. negative publicity would hurt market price
ii. Pending stop order chases off investors

II. Policy  Question  ( Why not just allow all offers?  Could they just say all oral offers are OK?  OR say “written offers are allows?”  Who are we protecting?
i. Protect individual investors

ii. Systematically favor institutional investors; Oral transmissions gives competitive advantage to people who can afford to do road show

iii. Keep a certain caliber of issuer out of market ( complex and costly regime keeps out smaller companies, which are more likely to fail
iv. Filing creates a public record, makes companies more careful about what they put out there

The post Effective Period

I. The Basics
a. Starts when SEC easy your registration is effective

b. 5(a) [prohtibition on sales] disappears

c. 5(b)(1) and 5(b)(2) are key prohibitions

i. 5(b)(2) ( include prospectus when transmitting securities for sale
ii. 5(b)(1) ( include prospectus with confirmation of sale
iii. NOTE: no natural stopping point for 5(b); must find an exception 

d. Exemptions

i. §4(1) ( limits §5 to transaction by issuer, underwriter, or dealer, exempts the vast majority of secondary market transactions

ii. §4(3) ( Securities dealer exemption (not underwriters)
1. §2(a)(12) ( “in the business or buying or selling securities, or act as agents for others in buying and selling securities [i.e. broker]”

2. §5 Doesn’t apply to dealers who are NOT acting as underwriters

3. doesn’t apply For first 40 days of post effective period (4(3)(B) (SEC can shorten this period)
4. doesn’t apply to IPOs for first 90 days

e. 2(a)(10)(a) safe harbor ( If I include a formal statutory prospectus [10(a) prospectus], then communication is no longer deemed a prospectus (and you’re not violating 5(b)(1))
f. §4(4) ( no prospectus requirement for unsolicited transactions (investor contacts underwriter first)
g. “Prospectus Deliver Requirement” ( Bottom Line: Dealers need to transmit 10(a) prospectus with confirmations of sale during first 40 days after effective period (“prospectus delivery time window”)

II. Progressive Delivery time Period

a. 4(3)(b) ( if securites of issuer have not previously been sold (i.e. IPO) time period of 90 days
b. Rule 174(b) ( no prospectus delivery requirement for reporting issuer
c. Rule 174(d) ( 25 days if your securities will be listed on a national securities exchange or NASDAQ (non-reporting co. prior to offer)
d. In sum:
i. Will be listed on exchange or NASDAQ ( 25 days

ii. Seasoned offering ( 40 days

iii. IPO not listed on exchange (No Prior Offer) ( 90 days

e. Rule 172 ( “Access equals delivery rule”
i. If prospectus is available, then you don’t have to deliver with written confirmation of sales (still need w/ glossy brochures)
ii. If transmitting written confirmation of sale, will be exempt from §5(b)(1)  Propsectus delivery requirement.  Conditions

1. Issuer must have filed 10(a) prospectus

2. Issuer will make a good faith effort to file w/in a reasonable time period (See Rule 424 for time period)
iii. 172 disqualifiers ( 

f. Rule 173 notice requirement: in prospectus delivery time period, underwriter or dealer has to send out a “notice”

i. time period when 4(3) exception doesn’t apply, you must send a notice instead of prospectus

ii. 173(a) for underwriter/dealers; 173(b) for issuers

iii. “prospectus delivery period” becomes “notice delivery period”
g. 5(b)(1) ( If I want to transmit a package of other traditional writing, I can do so.  ?????

h. Policy Questions:
i. What is the assumption of “access equals delivery?”
1. already been filed in a way that most investors can access
2. makes sense for a company like Microsoft ( tons of analysts follow it, liquid secondary market
3. IPO issuer ( reduces costs for securities professionals, and everyone has access to information.  Those who wouldn’t bother to access SEC website are the same people who wouldn’t bother to read the document
ii. Why does access equals delivery only apply to written confirmation of sales?  Why not glossy brochures as well?
1. Prospectus is worthless to people who already bougth
2. People who are being solicited haven’t made a decision 
iii. Even if legally you don’t have to send out full prospectus, will you not send it out as a matter of business policy?
1. Investors might be more prone to invest with companies who include the prospectus in their mailings
2. institutional investors are still getting the documents
iv. Practical consequence of these rules ( smaller investors aren’t getting mailings with the prospectus.  Would they read them?
v. Why would you ever do a traditional free writing (TFW) if you had a FWP alternative?
1. FWP has filing requirements, legend requirement, record retention requirement
2. TFW doesn’t have these requirements
3. FWP dominates in waiting period (when you don’t have final prospectus that includes price)
4. In post effective context, FWP dominates ( if you are a seasoned or WKSI, because you have to file but you don’t have to precede or accompany with a final statutory prospectus (as you do in 2(a)(10)(a) TFW)
Updating Requirements
I. General Policy
a. With hot IPOs and well-known underwriters, sales take place on first day
b. Sometimes offerings may take more time (Best Efforts) ( SEC presumes that any offering that lasts more than 30 days is misleading

c. In non-shelf context, updating is not a bid deal, so law is not well-developed

II. Updating of the Prospectus 

a. Prospectus is deemed to be speaking as of date it is issued
b. Update to avoid anti-fraud liability ( E.g., if CEO is fired, statement that she is CEO is now materially misleading
c. Manor Nursing (2d Cir) ( if you use a prospectus that is materially wrong, then it’s not even a §10 prospectus

i. Therefore, you are in violation of §5(b)(1) and/or 5(b)(2)

ii. Leads to §12(a)(1) liability (Strict Liability)
iii. Unclear if other circuits will follow this

d. 10(a)(3) ( Need to update prospectus pursuant to §10(a)(3) if
i. 9 months have passed, and 

ii. your prospectus contains information more than 16 months old

iii. NO practical consequences in a “non-shelf” situation
III. Updating the Registration Statement
a. Care about this because of §11 anti-fraud liability

b. 424(b) ( If you are using a prospectus that contains a substantive change or addition, then you must file with SEC (new filing results in new registration statement; effective date is moved up)
c.  “Stickering” your prospectus ( 

i. May be used for “non-substantive” changes
1. substantive seems to be more than material

2. Little case law to define this term

ii. Way to update w/o filing

iii. Avoid updating registration statement ( no § 11 liability

d. §11 doesn’t give duty to update??
e. General guide to updating

i. If non-substantive, put a sticker on the prospectus
ii. If it’s substantive, must update prospectus
iii. Updating moves registration date to date of update
iv. Uncertainty about “substantive” development
1. Would you be cautious and update?

2. Would you risk §11 liability for changes, or anti-fraud liability for not updating

Shelf Registrations

I. The Basics

a. In a non-shelf offering, 30 days is pretty much all you have

b. Situations in which you would want to sell for more than 30 days

i. Convertible bond/convertible securities situation (start ups do this; makes security safer)
1. Selling convertible instrument is the sale of two securities; Need to have registration statement ready to go every time someone converts
2. Pre-filing period, waiting period, etc. over and over could be quite costly
ii. For WKSI issuers, Form S-3 issuers, even publicly reporting companies, registration statement information doesn’t make much difference (the information is already out there)
c. System promulgated in early 1980’s for doing an offering more efficiently

d. SEC changed the system in 2005 ( Is the new complexity worth it?
e. Policy Implications ( allows certain companies to avoid a lot of this stuff

i. Register once and don’t have to file more

ii. For WKSI, you are permanently registered

iii. Don’t have to go through gun jumping again; Just do a “shelf takedown” if you want to sell securities

iv. Wall Street changed dramatically ( Relationships w/ underwriters less important, less emphasis on what college you went to, and more emphasis on better price.
f. Most complicated part of shelf ( effective dates of updates.  

II. Rule 415 ( Shelf Registration
a. 415(a) ( 
i. 415(a)(1) ( various categories of shelf registration

1. (i) to be offered or sold solely by or on behalf of person other than registrant

2. (iv) ( securities that are to be sold upon conversion of previously sold conversions

3. (viii) ( issued in connection with business combination transactions
4. (ix) ( sales that will commence right away but may take over 30 days

5. (x)( S-3 issuer sold securities on an immediate, delayed or continuous basis by or on behalf of issuer
ii. 415(a)(2)  ( for viii and ix that are non-S3, may only register amount reasonably expected to be offered and sold within 2 years
iii. 415(a)(3) ( registrant must furnished undertakings required by 512(a) and S-K
b. Item 512(a)(1) ( 3 main updating requirements for prospectus
i. (A) must file post-effective amendment that:
1. (i) Includes a 10(a)(3) prospectus (flip side of regular update prospectus requirement
2. (ii) Prospectus must include fundamental changes 
3. (iii) Must include material information with respect to plan of distribution not previously disclosed
ii. (B) ( S-3 issuers may incorporate the above information by reference 
iii. “Stickering” and the Shelf context:
1. Stickering is an option whem change is “material” but not “substantive”  (no case law to define the latter term)

2. with shelf registration, ability to sticker is reduced

3. NOTE: if it’s not previously omitted information (rather  it’s changed information) that is material but not substantive (e.g. CEO develops heart condition) then you can sticker in shelf context
c. 415(a)(4) (  “at the market offerings of equity securities” must come w/in limitations of (a)(1)(x) 

i. S-3 only
ii. Equity securities into existing market
iii. At other than fixed price
iv. POLICY: blocks IPO issuer from using shelf offering to sell equity widely to public: Debt is safer, “at the market’ means selling to everybody, protecting investors from themselves

d. 415(a)(5) ( 3 year re-registration requirement for some offerings (including (a)(1)(x))

e. 415(a)(6) ( carry forward offers and filing fees into to new registration statement

f. Initial Filing includes standard information: Business, Properties Legal proceeding, Principal shareholder, Management , Directors, Executive compensation

g. Shelf takedown filing includes financial details of offering: Price, Plan of distribution, Underwriters, Secondary sellers, Underwriter discount
h. Rule 430B
i. (a) Issuers may omit information that is unknown or not reasonably available for initial statutory prospectus and initial registration statement

ii. If you are filing automatic shelf registration statement, you may omit various information, other than basic class of securities

III. Rule 405 ( Automatic Shelf Registration means a registration statement filed on Form S-3 by a WKSI
a. Much broader much more indefinite shelf registrations.
b. Justification for Shelf ( Abundance of information available about WKSIs
c. Practical effects: WKSIs have to file every 3 years, but it’s really just a matter of housekeeping.  As of today, all WKSIs (over 700 million market cap) are taking advantage of “universal shelf”)
i. 430B ( can omit various known information about plan of distribution

ii. Can include new classes of securities at any time, and it will be automatically effective
iii. 3 year re-registration requirement (but re-registration is immediately effective w/o waiting period)
iv. Only pay filing fees as they sell securities

v. Updating rule for non-shelf registration statements: 

1. if you made “substantive change” you must file under 424B

a. No definite definition of “substantive”

b. more than material

2. Could you do it through stickering if not substantive
IV. Public Offering Process Summary
a. Problem of information a-symmetry
b. Assumption of investor frenzy
c. Remedies
i. Mandatory disclosure
ii. Gun-jumping rules
iii. Prospectus distribution requirements
d. Over the last 20 years, many of the assumptions of public offering process have been attacked – 
i. many companies trade in environments where there is lots of information, lots of coverage ( less need to protect investors
ii. growing skepticism ( do we need to protect investors from themselves?
iii. reduction in public offering process
e. changes:
i. Increased mandatory disclosure
ii. Gun-jumping reduced (safe harbors)
iii. Shelf registration ( exception that swallows the entire gun-jumping regime
f. In practice: Updating is now where the action is!
Civil Liability with Respect to Public Offerings

I. Section 11

a. Registration statement Liability: “when such part became effective, contained an untrue fact, or a omitted to state a fact”
b. Assesses registration statement at effective date of registration

i. 12(a)(2) applies whenever you sell under prospectus

ii. Effective date could change 

c. Under §11 Π must prove
i. Material misstatement or omission

ii. NO Scienter (which is hard to plead w/o discovery)
iii. NO reliance for the first year after statement

iv. NO causation ( affirmative defense to show no causation (See 11(e)), but not Π’s burden to show
v. Damages ( capped by offer price; can’t cover recover more $ than offer price

d. Extremely powerful cause of action ( Will survive motion to dismiss relatively easily

e. Limited by tracing requirement

i. Curtails liability for WKSI or companies already in secondary market doing seasoned public offering

ii. §11 is most justified where there is greatest risk of fraud: smaller, unknown companies not followed closely by analysts

f. Defenses ( 

i. due diligence (11(b)(3)); whistle blower (11(b)(1))

ii. Demonstrate that Π has actual  knowledge of misstatement or fraud

1. Market knew of the fraud, so it was incorporated into price

2. Gives ∆ incentive to disclose problems with reg statement
II. Standing ( Abbey v. Computer Memories, Inc (CMI)
a. Tracing Requirement ( must be able to trace the shares you bought to the particular registration statement in question (show certificate)

i. Harm from false registration statement (overstated earnings) is spread throughout the marketplace
ii. Seasoned offering: securities sold to insiders through underwriters; not notice that you bought shares from seasoned offering

iii. Most people flip shares before price goes down, so no damages

iv. § 11 is powerful, but doctrine doesn’t allow it to apply very often
1. people have to be damaged (stock price drops)
2. Need to be able to trace

3. §11 tends only to apply to IPO

b. FACTS: CMI is doing offering of seasoned public offering of 2 million shares (11 million shares total in market).  Abbey buys ~9,000 shares through a change of brokers in a secondary market transaction; brings anti-fraud action under §11
c. Question: Does Abbey have standing to bring §11 action based on fraud of 1984 registration statement?

d. Problem: Abbey doesn’t have share certificate with date stamped on it.  

i. Most publically traded share certificates are held in a DTC

ii. Abbey really had fractional ownership of particular brokerage firm’s street ownership

iii. “fungible pool of stuff floating around”
e. Abbey’s arguments 
i. Probability of Abbey having purchased share from second offering is high:  total probability of no shares from 1984 is 82% to the 9000 power.

ii. some of the shares at DTC were 1984; I have a partial interest in those shares

f. Court (   § 11 is a powerful provision compared to 10b-5( no reliance requirement, not scienter, no causation.  
i. Abbey could have brought 10b-5
ii. Rejects partial interest arguments
g. Policy: Want to cabin §11; 11(g) caps total damages (awards may take away from people who can truly trace purchases to that registration statement
h. Why haven’t shareholders lobbied for DTC reform?

i. Conflict of interests: Brokers are the only ones who deal with DTC, and many are also investment banks who become underwriters (potential §11 ∆s)
ii. Transaction Costs  ( Would need tracing of each security sold; securities would have to be earmarked; could cause pricing in the market to become too complex

i. Once there is tracing:
i. basic elements are:

1. Effective registration statement

2. Material misstatement

ii. No Scienter ( No requirement to plead with particularity

iii. Much easier for Π to survive motion to dismiss ( settlement
III. Defendants and Defenses
a. Defendants Listed in statute:

i. People who sign (issuer and top officers, majority of board)

ii. Directors 11(a)(2),(3)

iii. Experts with respect to expertized sections 11(a)(4)

iv. Are these implicitly secondary violators?

b. 2 factors:

i. Expert (auditor) ∆ vs. non expert (officer, director)

ii. “Expertized” vs. non-expertized sections of statement
c. Due diligence and 11(b)(3):
i. Issuer is excluded from due diligence defense
ii. Expert and expertized section (auditor w/ respect to audited financial statements) § 11(b)(3)(B)

1. reasonable investigation as to the truth

2. reasonable belief that stuff in financial was true

3. subjective actual belief in truth

iii. Non-experts w/ respect to expertized statements (“Reliance Defense”) ( underwriter w/ respect to audited financial statements (§11(b)(3)(C))
1. reasonable belief in truth

2. subjective actual belief

3. non-expert is entitled to rely on investigation of the expert

4. But See Worldcom
iv. Experts w/ respect of non-expertized section (legal proceedings, unaudited financial statements, description of properties, management biographies) §11(a)(4)
1. NO LIABILITY ( Not responsible for these statements

2. Also no defense

v. Non-experts (underwriter/officer/director) w/ respect to non-expertized section (11)(b)(3)(A)

1. reasonable investigation
2. reasonable objective belief
3. subjective belief that in fact it was true
vi. NOTE:  In theory, there are 2 other classes of expertized sections, but most cases deal with auditors and audited financial statements
1. making lawyers experts for whole 
d. §11(c) ( Standard of reasonableness is that “required of a prudent man  in the defense of his own property”
e. Normal due diligence work

i. interview top managers (first stage)

ii. review written documents (second stage) ( board minutes and other information that can corroborate claim

iii. further investigation if you find discrepancies

f. Rule 176:  Factors in determining whether or not conduct was a reasonable investigation:

i. (c)-(e) ( identity of defendant

ii. (f) ( reasonable reliance on employees, experts, etc.

iii. (g) ( for underwriters, type of underwriting arrangement, role of particular person as underwriter, availability of information

iv. (h) documents incorporated by reference ( whether person had responsibility w/ respect to fact or document at time of original filing
g. Excott v. Bar-Kris ( Issuer’s counsel NOT expert with respect to entire document:
i. Policy: Directors, officers, underwriter would have no duty to investigate!!would allow complete reliance on issuer’s council
ii. FACTS:  Manufacturer of Bowling Alley sells them in exchange for notes (IOUs).  Converts notes through Factor (Talcott) for cash.  BarChris sells debentures to raise more cash.  Allegations: Overstated revenues, phantom sales, Guaranteed 100% of IOUs, not 25% as claimed, misstatements about use of capital (pay off debt rather than growth).  Various parties used defenses:
iii. COURT ( insiders need to perform due diligence for non-expertised sections.  CEO can’t use reliance defense; new outside director has a duty to investigate before signing
iv. Position matters!!
h. WorldCom ( Arthur Anderson (auditor) and J.P. Morgan (one of lead underwriters).  Shelf Registration included Incorporation by reference from various filings (10-K and 10-Q); audited and unaudited financial statements.  Called certain expenditures “capital expenses” in order to spread costs over 10 years, but they were really repaying debts
i. J.P. Morgan asks for summary judgment on reliance defense for expertized sections
ii. Court changes everything( If there is a “red flag,” then you MUST investigate, because there is no reasonable belief in such a situation
1. Red Flag ( E/R ratio; Sprint and AT&T both have ratios much higher than World Com

iii. Non-expertized section ( “comfort letter” is NOT the same as an audit ( it’s still non-expertized

iv. Due diligence ( Formulaic question and answer is not enough
1. Specific situation ( underwriters did know something

2. Had already downgraded WorldCom, Maybe could suspect a problem

i. Troubling Aspects of Worldcom
i. all businesses do not have same expenses.  Suddenly, underwriters must investigate any time they find firm is different from competitors

ii. Still unclear how much you need to do.
j. In Practice (Study w/ Gulati from Duke Law) ( underwriters change from deal to deal, but underwriters’ outside counsel stays the same.  

i. attorneys have little incentive to do searching due diligence
1. find a mistake: diligence on prior deals called into question. 

IV. §11(e) ( Damages
a. Formulaic ( offer price capped by actual damages

i. If offer price is $90 and you paid $100, you only get $90

b. Subtract

i. Value at filing of lawsuit if you held it through the lawsuit

ii. Resale price if you sold it before filing suit
iii. Resale price if after suit filing (no lower than value at suit filing)
c. NOTE:  People buying in secondary market at higher price, don’t get damages for loss beyond offer price

d. RATIONALE: Price is not due to the fraud.  The real cause is investor frenzy

e. 11(g) ( damages cannot exceed offering price

f. 11(f)(2) ( outside directors proportionately liabile if they didn’t know of violation
V. §12(a)(1) ( §5 violations; Powerful provision
a. Elements:
i. Interstate commerce
ii. Purchaser of security where there is §5 violation
iii. Statutory sellers (privity of contract, passing title, soliciting offers to buy for value)
b. Strict liability ( no: causation, reliance, materiality, etc.
c. No real defenses
d. Remedy is rescission or rescissionary damages
e. Message ( crush out provision; no attention to causation.  If there’s  a §5 violation, you can get your money back
f. Limited by notions of privity
i. Many people won’t sue ( original purchasers are w/in privity w/ underwriter and issuer
ii. Most IPOs go up before being resold; by time stock goes down, people holding shares aren’t those in privity w/ underwriter or issuer
iii. Doesn’t cover secondary market (§4(1) exempts secondary market transaction from §5)
g. Integration (  If you forget to send prospectus to one buyer all sales to all buyers are tainted
a. Defendant must be a seller!

VI. §12(a)(2) ( focus on material misstatement/omissions in the prospectus
a. Situations where a purchaser purchases by means of prospectus
b. Need a purchaser and a statutory defendant (similar set as 12(a)(1))
c. Causation: requirement:  Must be purchasing by means of a prospectus
d. No Scienter req ( affirmative defense: no knowledge, could not have known with reasonable care
e. Requirements summary:
i. Public offering
ii. ∆ Must be s statutory seller
iii. Defense of reasonable care
iv. No requirement to have actually read prospectus

v. Recessionary damages only
1. loss causation defense available
f. §12 reasonable care vs. §11 due diligence
i. No separate standards for expertised vs. non-expertised sections
ii. In theory, could be less than due diligence
iii. ∆s are more often brokers and dealers, lower down on the food chain, less connected on the issuer
g. Easier to win under 12(a)(2) than under 10b-5 (if can you meet requirements)
h. Gustafson
i. Before this case, many people thought 12(a)(2) might apply to secondary market transactions or private placement transactions
ii. Court had several options for defining 12(a)(2) prospectus:

1. § 10 prospectus ( defined under Part 1 of form S-1;
2. 2(a)(10) ( written or broadcast offering of securities

iii. Court ( there’s only one “prospectus” in the securities Act.
1. wants to limit 12(a)(2) to public offerings
iv. Problems: What about §5(b)(1)?  If we read the statute this way, it means nothing: Not a prospectus, if it’s not §10 prospctus
v. SEC’s reading of the opinion ( public offering documents are also prospectuses
i. Dangling questions

i. Oral communications ( Circuits unanimously hold they must be part of public offering process
ii. Circuits are unanimous that 12(a)(2) only applies during the mandatory prospectus delivery time period (4(3), R 174)
iii. Circuit split ( Does § 11 apply?
1. Some courts curtail it to prospectus delivery time period
2. Majority of circuits don’t limit §11 in this way
iv. Causation Sanders v. John Nuveen and “by means of a prospectus”
v. ∆’s argument ( “by means of” implies that prospectus was part of decision (if not chief causal element) in decision to buy security

vi. Court ( analogy to ECMH; if the truth is out there, it will be incorporated in the price; reliance on integrity of price

vii. No need to show reliance or meet Basic-type test.  

viii. very weak requirement ( would never meet the Basic v. Levinson Test

j. NOTE:  §12(b) ( has a loss causation defense.  
Exempt Transactions

I. Avoid costs of going public
a. Drafting and filing registration statements
b. Added costs of civil liability provisions
c. Gun jumping rules
d. Restrictions on information disclosure

e. Distribution (and updating) of prospectus

f. Periodic filings with SEC (for at least first year; after that you can get out of it if you have less than 300 shareholders

g. Sarbenes Oxley
h. Secondary markets ( can’t control who owns your company; vulnerability to takeover, dissident shareholder

i. Preparing for the offering: corporate structure, Incorporate in DE
j. Payments to third parties: lawyers, underwriters, 
k. Executives spend time on road show and going public, loss of man hours to prepare for offerings

II. The Basics
a. §4(2) offerings are exempt from §5 ( No gun jumping rules, Exempt from public offering process, No 12(a)(1), no mandatory disclosur, Costs listed above are erased
b. Requirements of §4(2) ( “private placement

i. Transactions
ii. By an issuer
iii. Not involved
iv. In any public offering
c. 1935 ( SEC General Counsel’s opinion establishes  multifactor balancing test for deciding if §4(2) applies
i. Number of offerees 
ii. Relationship of offerees to eachother and to the issuer
iii. Number of units offered
iv. Size of the offering
v. Manner of the offering

d. Difficulty ( What happens when the factors point in different directions??
e. Not many cases on §4(2) ( few choose to test the waters
f. SEC v. Ralston Purina ( Needs of investors: “access to information” and “fend for themselves”

i. pet food company does $2 million offering to “key employees” (basically includes good any employees (basically anybody who asked).  All have relationship, offering is small
ii. Focus on: Is there access to registration statement information?  Are these individual investors able to fend for themselves?
iii. main idea ( Need to give access to information similar to a registration statement
iv. Post Ralston ( Who, besides insiders, can count as a person eligible for private placement
g. Doran v. Petroleum management Corp. ( Sophistication, arability of information through disclosure or access
i.  petro exploration company offers 8 investors units to invest .  Doran has petroleum engineering degree, net worth over $1 million, buys $825k in notes.  Argues that this doesn’t fit into §4(2), so there’s a §5 violation
ii. Court ( Can these people fend for themselves?
1. Information component ( 2 ways to get information: access and disclosure
2. Sophistication component ( takes on added importance if you’re trying to go the access route to information
h. NOTE: If one of the other 8 investors is not sophisticated and wasn’t sophisticated, Doran can sue under §12(a)(1)
i. Question:  what counts as sophistication?  Is net worth a proxy?

j. Summary 
i. Offerees, NOT purchasers matter
ii. Must have disclosure or access to information ( relationship to issuer more important if no disclosure

iii. Investor sophistication an important factor (especially if no disclosure)

1. investing experience 
2. Wealth
Regulation D Private Placements

I. Types of private placements
a. Large debt offerings to institutional investors
b. Smaller companies with no liquid market, trying to raise capital from small # of investors
II. Safe Harbours designed to provide relative (not complete) certainty about whether issuers can sell swecurities w/o being subject to §5
III. Policy Qeustions: blocking unsophisticated investors from certain opportunities with start-ups
a. requiring an intermediary
b. Is his justified paternalism?

IV. Less utilized exemptions

a. Rule 147 intrastate offering exemption: all securities offered in home state
b. Regulation A ( mini-public offering
i. $5 million or less
ii. Non-reporting companies
c. Regulation S ( Rules 901-906
i. Offerings outside the U.S
ii. U.S. may still try to apply regulations
V. Regulation D Private Placement Safe Harbors:
a. Rule 504 ( under 3(b)
i. Aggregate offering price Capped at $1 million; 504(b)(2)
ii. No limit on number of purchasers
b. Rule 505 ( under 3(b)
i. aggregate offering price of  $5 million: 505(b)(1)(i)
ii. Can only be up to 35 purchasers: 505(b)(2)(i)
c. Rule 506  -( Promulgated under §4(2)
i. No monetary limit
ii. 35 or fewer purchasers: 506(b)(2)(i); Note “reasonably believes” there are less than 35 purchasers (covers you if someone lies)
iii. Sophistication requirements for non-accredited investors: 506(b)(2)(ii)
d. Rule 501 ( definitions

e. Rule 502 ( common requirements
i. 502(c) prohibition in general advertising
f. Rule 508 ( excuses provisions: inadvertent immaterial mistakes

III. Aggregate Offering Prices
a. Rule 504 and 505 calculates ceiling; can be less
b. 12 month look back 

i. Ceiling starts at $1 million
ii. Reduce ceiling by
1.  all securities sold under §3(b) in last 12 months
2. all securities sold in violation of  §5 last 12 monts
iii. Designed to stop $1 mill on Jan 1, $1 million on Feb. 1, etc.
c. NOTE: Instruction to 504 ( If you have separate transactions, only transaction that brings you over the ceiling are in violation. 
i. BUT uncertainty about what “separate” means
ii. Still uncertainty, so avoid the situation; not much case law
d. No total ban after §5 violation ( No Scienter required for §5; Don’t want to crush this person out of the market
IV. Number of Purchasers
a. No direct limit in Rule 504
b. 505 and 506 limit to 35
c. 501(e) ( calculating number of purchasers
i. (e)(1)(i) ( different people from same household (spouse or relative of spouse) are not counted as separate purchasers
ii. (e)(1)(iv) ( accredited investors are not counted.  Can sell to unlimited accredited investors!
iii. (e)(2) ( entities; corporation is just one purchaser
d. 501(a) ( accredited investors include:
i. Bank, broker/dealer, insurance co, investment co, pension fund: 501(a)(1)

ii. Entities with over need to have $5 million in assets: 501(a)(3)
iii. Directors, executive officer, general partner of issuer: 501(a)(4)
1. executive officers under 501(f): Prez, VP of principal division or function, policy making function
iv. Natural person with net worth over $1 million: 501(a)(5)
v. Natural person with  income over $200,000 (for two years), or joint spousal income of $300,000:  501(a)(6)
1. reasonable expectation of reaching that income in coming year
e. NOTE:  The net result is that you can sell to an unlimited number of people/entities as long as they have a certain amount of assets
f. 501(h) Purchaser Representative

g. Bright line rule is over inclusive/overinclusive ( PhD/former investment analyst with net worth of $700,000 is no “accredited,” but retiree with $1.2 million home is accredited
h. Winner’s curse ( purchasers who manage to get in on private placements disproportionately end up with not so great companies 

i. Issuers trying to raise money will stick to accredited investors
ii. accredited investors will flock to good companies.
iii. Less good companies will structure their officers to sell to purchasers 
V. 502 common requirements
a. 502(c) ( general advertising and gen solicitations
b. 502(b) ( information disclosure requirements
i. Under §4(2) courts want same information as registration statement
1. Disclosure Or Access
2. How does 502(b) compare
c. 502(d) ( resale limitations: “restricted securities” ( may not be freely resold in general secondary market place
d. 502(a) ( integration safe harbor
e. 508 ( excuses
f. NOTE:  Under Rule 504 ( if you comply with state law registration requirements (“blue sky” regulations),  exempt from 502 requirements (including general solicitation)
VI. 502(c) General Solicitation: In re Kenman Corp (SEC opinion)
a. FACTS ( Missionadale doineg apt complexes ( $875,000 from 39 investors; Orem doing dairy queens raising $280,000.  Structured to be under 506.  Sent out information to mailing lists including managerial engineers at Hughes aircraft, List from prior offerees, Fortune 500 executives, Previous investors of $10k or more in Kenman real estate officers
b. ∆’s argument ( Not open to general public; restricted to people they think have a lot of money.
c. SEC Focus on pre-existing relationships (See Mineral Lands No Action Letter) 
i. SEC looks at pre-existing relationships of agent
ii. Issuer essentially can purchase the pre-existing relationships of a placement agent.  
iii. Restricting relationships to company itself would disproportionately limit the ability of small companies to do private placements
d. Relationship must enable agent to get a sense of party’s financial expertise and ability
e. Policy concerns
i. Makes small companies pay commissions.  Is this a tax on small companies?
ii. Placement agents as Gatekeepers to keep investors away from bad companies
f. Mineral Lands Marketing and Research Corp ???
VII. 502(b) information Requirements:

a. 502(b)(1) ( applies only to no-accredited investors; doesn’t apply to Rule 504 offering.
b. 502(b)(2)(i), (ii) ( financial info for (i) non-reporting and (ii) reporting companies

c. 502(b)(2)(iv) ( any “non-accredited purchasers” have right to get information given to accredited purchasers
d. 502(b)(2)(v) ( “Each purchaser” must have opportunity to ask questions and get answers
e. 502(b)(2)(vii) ( advise purchaser of resale limitations
f. BUT 502(b)(2) ONLY applies to non-accredited purchaser
i. don’t even get to b2 unless you’re a non-accredited purchasers
ii. Therefore, only non-accredited purchasers are owed right to Q&A
iii. This is all irrelevant ( as a matter of the market, “offering circulars” will contain the same types of information as you’d find in prospectus.
VIII. 502(d) ( Resale Limitations
a. Issuer must make reasonable inquiry to prevent re-sale (unless securities eventually are registered or fit into other resale exemptions).  

b. What are reasonable efforts?
i. 502(d)(1) ( reasonable inquiry to determine if acquiring for self or other persons
ii. 502(d)(2) ( written disclosure to each purchaser prior to sale that seuriites cannot be resold unless registered or exempted
iii. 502(d)(3) ( Stick a “legend” on the security certificates (many exchanges won’t accept such securities for resale)
c. Policy for limitations:  exception would swallow up the rule

i. Large issuer could to private placement to underwriters
ii. Underwriters could then sell to public market
iii. Everybody would do Rule 506 private placement to sophisticated investors (underwriters), and then it would independently hit 
IX. Integration
a. always have to be concerned about how one pp interacts with other offerings
b. aggregate offering price ceiling is reduced based on 3(b) offerings and §5 violations in prior 12 months
c. Focus on Time: more time has passed, less worried about same offering
d. Integration ( two offerings become the same offering for purposes of
i. Number of aggregate purchasers
ii. Sophistication
iii. Solicitation
iv. Information and resale limitations
e. SEC Relases 33-4552 ( multi-factor tes
i. Same plan of financing
ii. Same class of securities
iii. Same time period
iv. Same type of consideration
v. Same general purpose ( broader than first; same motivating idea (build a new factory, make a new product)
f. 502(a) ( Safe Harbor from integration
i. Look back 6 months before the start date of private placement
ii. Look forward 6 months after the end of private placement
iii. There may be a time period  in the middle when offering is going on (2 weeks, one month, 2-3 months)
iv. outside the window (6 months before, 6 months after) is NOT 
g. 502(a) ( Three Steps
i. ID window
ii. Keep offering out of window
iii. If in window, determine if it’s “of the same or similar class as those offered or sold under Regulation D”
X. Aggregation  
a. narrower in scope ( focuses just on price limitiation,
b. Broader in time ( goes back a full year
i. Looking back from Nov. 1, if there was §5 violation for 1/1 and 3/1, then the price aggregates, os we get over $5 million limit!
XI. Rule 508 ( Innocent and Insignificant Mistake: Failure to comply with Reg. D will not result in loss of exception.  Conditions:

a. Must NOT be something directly intended to protect particular individual who is bringing the complain

b. Must be “insignificant.”  The following are always significant

i. 502(c) ( general solicitation

ii. 504(b)(2)(i) ( aggregated offering ceiling

iii. 505(b)(2)(i)&(ii) ( agg offering price ceiling, # of purchasers

iv. 506(b)(2)(i) ( # of purchasers
v. Must be good faith (subjective test)
vi. Reasonable attempt (objective test)
vii. Only excuses you from Private actions

c. Where does rules 508 help us???
i.  Hedge fund who also didn’t get information packet can’t sue!
ii. Insignificant to offering as a whole ( assume it got lost in the mail
iii. NOTE: 508 breaks transaction into pieces in terms of liability
iv. NOTE: The people who didn’t get information packet can sue

d. Policy Motivation ( fear of uncertainty, fear of mistakes
i. Want to make sure issuers don’t have to worry about §12(a)(1)
ii. # of purchasers has its own mistake provision built in (“reasonably believes”)
iii. Think about what types of things issuer can control and what it can’t
Secondary Market Transactions

I. Theory §4(1)
a. §5 includes any sale by any seller
b. §4(1) ( exemption for transactions NOT involving issuer, underwriter, or dealer
i. § 2(a)(4) Issuer ( entity who is issuing the securities 
ii. § 2(a)(12) Dealer ( any person who engages as an agent, proker, or principal in business of offering, buying, selling or dealing or trading in securities issued by another person
iii. § 2(a)(11) Underwriter ( focus of doctrine, what is an underwriter
1. those who purchase with a view of distribution of securities for issuer
2. if underwriter is present, §4(1) falls out, and you face §5, which allows purchaser to sue under 12(a)(1)
c. Key Point ( separating the transaction 
i. Issuer ( Y ( Z:  If Y is not an underwriter, we’ve got 2 transactions
ii. If Y is an underwriter, then it’s treated as one transaction; §4 falls out
d. Distinguishing from Integration
i. Integration ( across different securities sold to different investors
ii. Resales ( same security passes through different persons

e. Underwriters are “conduits” ( so there is really one transaction, which involves the issuer
II. Who is an underwriter?
a. Summary
i. “underwriter” sweeps broadly ( not necessary to be in the business
ii. Shares obtained in exempt offering must “come to rest” before resale
iii. Exceptions
1. Change in Circumstances
2. Resale that is not a “distribution”
b. Determines one vs. two transaction:  Is Y an underwriter (“conduit”)

c. Intuitive definition of underwriter ( Someone who has agreed to purchase securities and resell them as part of public offering
d. §2(a)(11) ( any person who has purchasesd from an issuer with a view to the distribution of securities for the issuer, or offers or sells for issuer in distribution of securities.

e. 3 key concepts:
i. “a view to”  ( implies motivation of investor
ii. Distribution
iii. “For an issuer”
f. Giligan Will & co. v. SEC ( Crowell uses Elliot & Co $ company to sell $3 million in debt securities to Gilligan.  G holds onto them for les than a year, Converts into common stock, Sells on American Stock Exchange.
i. Problem ( Is Gilligan an underwriter?  Is he a mere conduit of a real investor
ii. Court ( Rejected idea of changed circumstances with respect to the issuer.  Fear of dumping unsound stock into market place
iii. Cite Ralston Purina (case about 4(2) exemption for issuers); Fend for themselves doesn’t work here
g. You can escape underwriter status in one of two ways:
i. My circumstances changed (no more “view to”)
ii. NOT distribution; the people whom I sold to could fend for themselves

h. Uncertainty ( don’t know what counts, because of Rule 144.

i. What we do know:

i. Time presumptions

ii. Change in circumstance with respect of investor

iii. Rule 144

j. NOTE:
i. hold for at least 2 years, there is a presumption of investment intent
ii. hold more than 3 years, presumption is not rebuttable
k. SEC v Chinese Consolidated Benevolent Assoc. (pg 639) ( Republic of China is raising war bonds. Did not register within the US, didn’t look for any exemptions. Sells to Chinese Consolidated Benevolent Assoc. Benevolent Assoc. sells to US investors in NY, NJ, CT.
i. Clear violation of section 5
ii. Is benevelnt association an underwriter? 
1. Uncompensated
2. non-profit with NO RELATIONSHIP to the issuer

iii. Holding: Benevolent Association IS an underwriter. 
1. Even if they weren’t an underwriter—they would still be in violation because they are connected to the transaction
2. section 4(1) is a TRANSACTION exemption.  If soliciting for a transaction that is section 5 violation, they are liable.
3. Court is NOT focusing on relationship to issuer, or compensation. Looks instead at: 
a. is the issuer benefited? Yes
b. are the investors harmed? Yes
iv. Compare: WSJ puts out an editorial that tells people to go buy these bonds to help China
1. benefits issuer 
2. investors harmed 
3. They were informing the market( but not actively selling
l. Three types of sale scenarios for underwriters: 
i. Fully informed party ( uninformed buyer. 
1. insider ( investor on the open market.
2. classic scenario that the securities laws are meant to address
ii. Fully informed party ( fully informed buyer.
1. secondary market investor sells at market price to another secondary market investor in the open market. 
2. No problem with this scenario
iii. Uninformed party ( uninformed buyer. 
1. No information asymmetry between parties. 
2. one party could pretend they are informed, and the other party wouldn’t know the difference
3. people could spend $ becoming informed( this is inefficient, “reinventing the wheel”
m. Problematic Scenarios ????

i. Intra-state offerings: Scenario 1: issuer (in NJ) ( Y1, Y, Y2 (all in NJ). Y ( Z (Nebraska). Now, ultimate purchasers are not all in state.
ii. Scenario 2: issuer (in NJ) ( private placement to 10 accredited investors and 35 non-investors. Y is accredited investor. Y( Z. Now, there are 36 ultimate investors.
iii. Sham Doctrine: These could always get picked up as “sham transactions” by the SEC. 
III. Control Persons Resale Policy

a. resales are good ( nobody wants to buy a security that is difficult to sell, BUT resale may pose a number of problems:

b. Informational advantage of seller ( may worry that this investor may hold a temporary (outside investor) or enduring (control person) informational advantage ; most troublesome is informed investor trading with uninformed

c. Hard Selling Tactics in public offerings ( If investor is close to issuer, may be used by issuer to sell to larger market than formally permitted (broad offerings disguised as private placements)

d. Uninformed Investors ( SEC worries about uninformed marketplace; doesn’t like changed circumstances test ( test doesn’t show that consumers are now well-informed

e. Market Disruption ( too many securities dumped into marketplace may cause price to fall rapidly

IV. Control Persons Resale Analysis

a. Situations
i. Issuer (  X ( Y, where Y is not control person

1. Is Issuer ( X  a separate transaction?

2. Is X an underwriter( buys with “view to distribution of security”)?

3. What is a distribution?

4. If X is underwriter, you cannot use §4(1)

ii. Issuer ( Control Person ( X

1. Is CP an underwriter for issuer?

a. If Yes, then §4(1) does not apply

b. If no, then separate transaction

2. Is anyone acting as an underwriter for CP?

iii. §5 ( §4(1) exemption ( §2(a)(11) defines underwriter ( for purposes of 2(a)(11), CP is an underwriter

iv. Who is associated with second transaction?  

1. NO issuer!

2. NO dealer ( Footnote 4 in Afferberg ( brokers are NOT dealers for purposes of §4(1); BUT Broker can be underwriter
v. If you drop out of 4(1) exemption, you’re under §5
b. Choices for CPs
i. Must register sales ( argument is that CP is one who can force company to register (e.g., Bill Gates)
ii. Use §4(2) public offering and equate with def. of distribution in 2(a)(11)
1. If CP sells to person who can fed for self
2. NOT distribution
3. NO underwriter
4. Person assisting is not assisting in a distribution
c. Case law ( 1 transactoin or 2 transactions??

V. Control Persons  Resales
a. §4(2) is NOT available for control persons 
i. 2(a)(11) ( Issuer = any person directly or indirectly controlling or controlled by the issuer
ii. Underwriter is any person who purchases from or sells for a control person when such purchase or assistance is part of control person’s distribution
iii. §4(1),(2),(4) don’t apply if there’s an issuer or underwriter involved
b. Rule 405 ( control means possession of the power to direct or cause the direction of the management and policies of a person, whether through ownership of voting securities, by contract, or otherwise.
c. Two scenarios involving control persons: 
i. Issuer ( control person, sells right away ( investor X.
1. control person is an underwriter for the issuer. 
2. No difference between control person and anyone else with respect to the resale doctrine. 
ii. issuer sells to control person ( control person (holds for more than 3 years, then sells with the aid of a broker) ( investor X
1. distinguishes control persons from everyone else.
2. 2(a)(11) Control person = issuer ( broker = underwriter. 
3. underwriter in second transaction, § 4(1) exemption doesn’t apply( § 5 applies. 
d. Effect of Control Person Status: must register in order to sell shares
i. informational advantage to others
ii. have the power to force registration of their shares
iii. Two avenues for a control person to sell: 
1. register and do a public offering
2. Section 4(1½)  Ackerberg v Joshnson sale ( sell to someone who can fend for themselves
e. US v Wolfson (pg 643) ( Wolfson (largest individual shareholder) sold 404,150 shares of Continental through 6 brokerage houses (over the counter sotck).  ∆s claimed they didn’t know they needed a registration statement, brokers faile dot provide notice
i. Brokers were underwriters in this case

ii. §4(4) is an exemption for the BROKER; control persons must find their own exemption.  Broker can claim 4(4) when he is unaware that his customer’s part in transaction is NOT exempt
iii. § 12(a)(1): no good faith defense( strict liability 
f. §4(1 ½) doctrine (absent a “distribution” CP is not an underwriter:  Ackerberg v Johnson (pg 645) ( Johnson is a control person. Ackerberg is an investor who purchases through a broker from Johnson. Ackerberg is a sophisticated investor (can fend for himself).  
i. Johnson himself if NOT an underwriter ( he bought the shares 4 years ago; did NOT acquire them with a view towards distribution
ii. Sale was not made “for an issuer” ( have come to rest
iii. “in connect with” a distribution ( for purposes of 2(a)(11) “distribution” is usually synonymous with public offering
iv. Proper focus is on need of offerees for protection (Ralston Purina)( Acekerberg doesn’t need protection (sophisticated investor)
v. 4(1) ½ Doctrine: THIS IS NOT A DISTRIBUTION because Ackerberg can fend for himself. 
vi. Significance ( allows a control person to sell without going through section 5. 
VI. Summary of Control Persons Resales

a. Individual selling on behalf of control person are underwriters if they sell through a “distribution”
i. Presence of “underwriter” defeats use of §4(1)
ii. In no “underwriter,” 4(1) is available
b. Resales of ocntorl persons permitted if NOT a “distribution”

c. §4(1 ½) exemption follows §4(2) factors ( private resale is NOT a “distribution”
V. Rule 144 Safe Harbor for Resales
a. Rule 144 Summary 

i. Safe harbor allowing §4(1) exemption for sellers of securities

1. allow sale and participation in sale of restricted securities w/o becoming an “underwriter”

2. allows participation in sale by control persons

ii. Volume limitations and information requirements
1. 3 month look-back (aggregate what was sold in past 3 months)

2. non-affiliates: focus just on restricted securities; greater of 1% of outstanding stock or average weekly trading volume
3. Affiliates: look at combination of restricted and unrestricted securities
iii. Non-affiliates get a free pass after two years

iv. 1 year holding period before safe harbor applies

b. Motivations for 144 ( 
i. Protect investors: makes sure there is Adequate current information conceringin issuer
ii. Not acting as conduits for sale to public of unregistered securities

iii. Impact of the particular transaction or transactions on the trading markets
c. Non-affiliates selling “restricted securities”
i. Sold through exempt transactions: Regulation D, §4(2)
ii. Allows non-control person to sell in certain safe harbor
iii. Focus on definition of affiliate and Restrictited securities
d. 144(a)(3) ( Restricted securities
i. (i) Acquired directly or indirectly from issuer, or affiliate of issuer in a transaction or chain of tranasactions not involving public offering
ii. (ii) securities subject to resale limitations of Regulation D
iii. (ii) Securities acquired in 144A transaction

iv. (v) Regulation-S Foreign securities
e. 144(b) (Safe Harbor) gets you out of definition of “distribution”  and “underwriter” which gets you out of definition of underwriter.
i. [1] Any affiliate or other person who sells restricted securities of an issuer for his own account, or
ii. [2] any person who sells resitrcted or any other securites for the account of an affiliate of the issuer of such secirties
Shall be deemed not to engage in a distribution of such securities an dhterefore not to be an underwriter within in the meaning of §2(11) 

f. 144(c) ( information requirements: 
i. must have been reporting issuer for 90 days
ii. be current for last 12 months
iii. may rely on issuer’s representation on current filings
iv. non-reporting issuers must make sure that basic information is available (15c2-11)):

g. 144(d)( holding period requirement -( minimum of one year holding period between date of acquisition form issuer/affiliate (later of the two) and resale
i. Tacking ( subsequent holders can tack on holding period of prior holders who bought from issuer/affiliate. 
ii. Later of issuer or affiliate sale to non-affilate. Look back to when John Doe bought from Bill Gates (not Gates bought from Microsoft 
iii. On eyear doesn’t begin until the issuer/affiliate gets paid for securities
h. 144(e) ( limit on volume  

i. 144(e)(1): sales by affiliates: amount of restricted or other securities sold for the account of an affiliate the amount sold, together with all securities of same class w/in past three months for the account of that person can’t be more than the greater of:
1. 1% of shares or class outstading
2. Average weekly reported trading volume on all national exchanges and/or reported through automatic quotation system
ii. 144(e)(2): non-affiliates, securities sold together with all other sales of restricted securities of same class w/in preceding 3 months shall not exceed greater of:
1. 1% of shares of class outstanding

2. average weekly reported trading volume on all al national exchanges and/or reported through automated quotation system

iii. 144(e)(3)(6) ( aggregates sales by a collusive group
i. 144(f) and (g)( broker Expemption

i. (f) ( Manner of sale: securities shall be sold in “borkers transactions” or with market makers
ii. (g) ( brokers transactions in §4(4) of the Act shall include transactions by a broker in which such broker:
1. does not more than execute the order to sell; and receives no more than usual commission
2. neither solicits nor arranges for solicitation of customers’ order to buy in anticipation or in connection with transaction
3. broker has to check certain information on the seller of the securities : Prior shares sold, Pattern of sales, Vague how much diligence is required
j. 144(h) ( File Form 144 (notice of proposed sale) w/ SEC

k. 144(k) ( termination of restrictions ( restrictions on volume, information requirements, brokers’ transaction requirements for non-affiliates end after 2 years
i. Basically you can sell freely after 2 years. 
ii. Is this parallel to Gilligan presumption?
iii. NOTE: 144(k) is at tension with SEC statement that time is not the only focus
l. NOTE:  Distinction between restricted and unrestricted securities for Rule 144 ( control person is free to re-sell shares he bought on open market; just not restricted shares.
i. worry about issuers doing public offerings combined with sham private placements ( this prevents the latter
ii. other restrictions (insider trading) will take care of Skipper trading in unrestricted shares
VI. Rule 144 A (resale Exemption)
a. “144A Offering”is misnomer ( NOT an issuer exemption; resale exemption
b. In conjunction with 506, allows issuers to sell broadly to institutional buyers who can broadly re-sell to the market
c. 144A(a)(1) definition of “Qualified Institutional Buyer” (QIB)
i. Must own /invest in aggregate $100 million
1. Dealer needs only $10 million
2. bank need net work of $25 million
d. 144A(b) ( exemption for person other than issuers or dealers
e. 144A(c) ( Exemption for dealers
f. 144A(d)
i. Must be selling to QIB
ii. Include notice that this is 144A transaction (exempt from §5)
iii. Non-fungibility requirement ( must not be same class of securities trading on NASDAQ or other exchange

iv. Information ( non-reporting companies must make certain information available
g. 144A(e) ( non-integration provision; if you don’t qualify here, it doesn’t limit you in terms of qualifying for other stuff
h. Distinction from Rule 144:
i. Restricted securities ONLY
ii. may not be freely re-sold to someone who doesn’t qualify for 144A
i. Historical importance ( Sense that US markets were losing out to foreign exchanges because of stringent public offering requirements.
i. Compromise ( foreign issuers will be able to sue 144A to sell to “Qualified institutional investors”
ii. 144(d)(3) non-fungibility ( Foreign issuer who has never gone into US before won’t have problems.
iii. BUT US companies can’t use 144A unless they’re selling a different class of securities than what they already have on the market
j. NOTE: 144A ( Does NOT apply to issuers!!!  If you’re an issuer, not being an underwriter or deals does not help you for §4(1)
k. The  “144A Offering”

i. Nestle wants to sell $500 million of common stock into the US
ii. Issuer sells through private placements to accredited investors
iii. Accredited investors sell to QIBs
iv. Really becomes 506 placement to investment banks who will buy at discount and resell to broader number of institutional buyers 
v. use the accredited investors, instead of direct 506 offering:
1. General solicitation prohibition
2. General Advertising Prohibition ( amount of information out there will make it start to look like a public offering
l. NOTE:  rule 144A has NO GENERAL SOLICITATIONS PROHIBITION: makes Wall Street investment banks more indispensable
i. Good story ( Investment bank might be a gate keeper to protect unsophisticated investors, or protect large institutional investors from themselves
ii. Bad story ( channels offerings through Wall Street, creates income for law firms
m. 144A creates a “Super-market” for Securites ( a “restricted securities market for QIBs only”
i. unqualified individual investors need to find a “chaperone” to enter this market, i.e, buy shares of fidelity fund
ii. NOTE: QIB takes a slice of money from individual investors

n. In practice ( 
i. securities are restricted to Super-market for only 1 year (and less restricted after 2 years)
1. Issuer uses Rule exemption to sell to X.  X (uses 144A) sells to Fidelity.  

2. After 2 years, Fidelity sell to Steve Choi under 144(k)
3. NOTE: By contract, X would have right to demand that issuer provide information to Fidelity
ii. Issuer has to worry about QIB re-selling to unqualified investor:

1. If Fidelity tries to 144A to Choi, the whole thing collapses
2. Contract around the problems ( X and Fidelity promise to indemnify the issuer for any problems (“subscription agreement”)
SEE Chart for resale transaction flow!!
Topic X: Shareholder Voting
I. Over past few decides, US securities law has been moving into realm of regulating substantive structure of power allocation; beyond disclosures (SOX)
II. Shareholder voting Reform ( allow shareholders direct access to nominate their own directors on management’s proxy statement

III. Voting Process
a. Typically takes place in Spring at annual shareholder meeting
b. Instead of going to meeting, shareholders will give vote to proxy
c. Company will send out proxy statement, asking for proxy
d. Shareholder voting matters

i. election of directors.  
ii. approval of certain mergers

iii. ratification of certain conflict of interest transactions

iv. amendments to corporate charder

e. Collective Action Problems ( Very expensive to push forward a shareholder voting issuer: 
i. Identify shareholders
ii. Send out proxy solicitation (risk liability)
iii. Wine and dine major shareholders
iv. Result is Rational Apathy: 
1. Investment is often not worth the time
2. Even if you care, little chance that your shares will be pivotal
f. In sum, proxy is sent out by management using corporate funds, and it favors interests of management
g. Proxy regulations
i. Mandatory disclosure
ii. Antifraud liability under Rule14a-9
iii. Publicly fielding proxies reveals identity
h. Policy question: should the SEC do anything given the imbalance of power favoring mangemnt
IV. 14a-8 allows shareholders to put their issue proposals onto the proxy.
a. Shareholders who meet requirements are allowed to make use of management’s own proxy
b. Policy Questions:

i. What are the rules that alter the balance of power?
ii. Is this a good thing?
iii. Should we expand this to allow shareholders to nominate directors?
c. Fear of shareholder control of company proxy:
i. Good ( owners taking control of what they own
ii. Bad ( Allows a few shareholders to take over the machinery and propose something that is not for the greater good!
d. 2 issues:

i. Rogue shareholders
ii. Proposals are non-binding anyway!!
e. BUT proposals may be a warning sign to management that the shareholders are unhappy.  If they don’t do what shareholders want, they risk a proxy fight for election
f. Institutional Shareholder Services (ISS) tells clients how to vote certain issues.  As a result many proposals are now doing very well!
V. Rule 14a-8
a. Language of the rule was written for the lay investors
b. 14a-8(b): Eligibility (  

i. must own at least 1% of the outstanding shares or $2,000 worth
ii. entitled to vote for at least one year prior to date of proposal
iii. must continue to hold securities until date of shareholders’ meeting
c. 14a-8(c) ( only one proposal per meeting
d. 14a-8(d) ( 500 word limit: short statements in the back of the packet
e. 14a-8(e) ( Submit 120 days prior to corresponding date company sent proxy statement for previous year’s meetin
f. 14a-8(h) ( Sponsors (or their representatives) of proposals must appear at the meeting
g. 14a-8(m) ( Companies may include a statement of opposition; must send a copy of opposing statement to sponsor no later than 30 days before it files definitive copies of porxy statement

h. Exclusions
i. 14a-8(i)(1) ( proposals that are improper under state law
1. Broad ( shareholders may not demand that board of directors do something 
2. (state law gives board day-to-day control); can’t attempt to usurp their power
3. Not so important ( phrase proposals as requests
ii. 14a-8(i)(5) ( relevance; no proposals that relate to activities that account for less than 5% of
1. Total assets
2. Net earnings
3. Gross sales
Or is not otherwise significantly related to the business
iii. 14a-8(i)(7) ( ordinary business operations

iv. 14a-8(i)(4) ( no personal grievances
v. 14a-8(i)(6) ( proposals where the corporation lacks the power or authority to implement the proposal  (can’t make  Bill Gates president)
vi. 14a08(i)(9) ( proposal would violate federal, state or foreign law to qhich it is subject, or conflicts with proxy rules in 14a-9
vii. 14a-8(i)(10) ( proposals already substantially implemented

viii. 14a-8(i)(11) ( substantially duplicative of another  proposal already in the proxy statement
ix. 14a-8(i)(12) ( no re-submitted proposals.  No substantially similar proposals in 3-year time window
1. UNLESS each proposal passed threshold last time it was on the table
2. > 3% if proposed once w/in preceding 5 years
3. > 6% if proposed twice in last 5 years
4. > 10% if proposed three or more times w/in lst 5 years
VI. 2 levels of company response to shareholder proosals
a. Company receives proposal and decides if it has to go in at all
i. Notify shareholder of exclusion
ii. Shareholder can respond, can seek injunction in court
b. If company can’t exclude, company can put out own statement of opposition
c. Dole Foods ( said that health care benefits were part of ordinary business operations.  SEC said that proposals with “social and ethical significance” can survive objections
d. Lovenhiem v. Iroquois Brands ( Π owns 200 shares, opposes Foi Gras business.    Food business ($141m annual revenue, $6 mil annual profits, $78 mil in assets).  Foie Gras business was small part ($75k annual revenue, $3k loss, $34k assets)
i. Π sought preliminary injunction to force inclusion of proposal to form a committee to study foie gras business
ii. Court ( gives injunction; talks about social importanc
iii. Economics ( Future growth potential; Potential for future liability 
e. As long as something is social or ethical, you can get it on proxy statement where it will typically do rather poorly
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