I. BACKGROUND – SECURITIES MARKETS AND REGULATION
A. The Basics

1. Two types of securities transactions:

a. Primary market transactions – issuer sells securities to marketplace

b. Secondary market transaction – between two outside investors

2. How we protect consumers:

a. Disclosure

b. Process rule

c. Bans

d. Education

e. Intermediaries ( profit-driven incentive to ensure quality
3. What is different about common stock?
a. Centrality of capital markets – prices determine allocation of capital, so want accurate price signals ( economic growth
b. Importance of investments relative to other decisions – large fraction of net worth
c. Irrational greed ( risk entire savings
d. Intangible – depends on expertise (info known by insiders) ( informational asymmetry 
e. Underlying value based on capital appreciation, dividends, liquidation
f. Collective Action Problem – investors too numerous to band together
4. Efficient Capital Market Hypothesis (ECMH): How the market learns
a. Weak-form: all information concerning historical prices is fully reflected in current price

b. Semi-strong: stock prices incorporate all publicly available info (i.e. historical info + current public info) ( protected if purchase at current stock price.

c. Strong-form: prices incorporate all information, whether publicly available or not.

B. Securities Disclosure

1. Ways to value securities:

a. Technical analysis – historical stock price patterns

b. Fundamental valuation – PDV = expected payment / discount

i. Discount for time value of money

I. Reasons for: inflation, uncertainty of return, impatience/hedonism
ii. PDV = cash flow / (1 + r)t
I. Risks ( CAPM: R = Rf + beta(Rm – Rf)
2. Firm-specific information worth knowing
a. Projections – expected costs and cash flows

b. Business plan, Use of proceeds of IPO
c. Capital structure

d. Sources of financing

e. Qualifications of management

f. Risks – business, litigation, regulatory

g. Competitors (general info)

h. *Current stock price for, e.g., GE (ECMH)

3. Non-legal Incentives to Disclose

a. Issuer: attract investors, distinguish co. from competitors who don’t disclose

b. Underwriter, accountants, etc.: maintain reputation with clients
4. Arguments for mandatory disclosure:

a. Solves coordination problem (like U.S. GAAP)

b. Agency costs – accurate disclosure helps directors discipline managers
c. Positive externalities

i. Increase accuracy of securities prices
ii. Firm-specific info useful to competitors and third parties
d. Duplicative research – otherwise individuals would fund wasteful research

C. Securities Law Apparatus

1. Securities Exchange Act of 1934 (Exchange Act)
a. Primarily regulates secondary market transactions

b. Protects primarily through disclosure obligations

i. Antifraud Liability - § 10(b), Rule 10b-5

2. Securities Act of 1933 (Securities Act)
a. Regulates primary market transactions

b. Three Approaches

i. Mandatory Disclosure (registration document and prospectus)

ii. Gun-jumping rules

iii. Heightened Antifraud liability

II. MATERIALITY
A. What Matters to Investors?

1. Wanted – Information salient to making investment decisions

2. Not Wanted
a. (Buried facts doctrine) iF disclose too much, undermines value of important info.

b. Disclose private info (e.g., CEO heart attack) ( deter good people from becoming CEO

c. Disclose secret plans ( companies less inclined to be competitive
B. The Materiality Threshold

1. Rule 10b-5 antifraud liability: 

a. It shall be unlawful

i. for any person,

ii. in connection with the purchase or sale of any security,

iii. to 
I. make any untrue statement of a material fact, OR

II. omit to state a material fact necessary in order to make the statements made, in the light of the circumstances…not misleading, 

2. SA Rule 408 and SEA Rule 12b-20 – catchall: 

a. In addition to info required in a statement, there shall be added such further material information…as may be necessary to make the required statements…not misleading.

b. Cannot make a “half truth” in info filed with SEC.

3. Item 101(a) of Reg S-K and S-X (non-financial info)

a. Describe the general development of business of the registrant…during the past 5 years….Information shall be disclosed for earlier periods if material to an understanding of the general development of the business.
C. What is Material?
1. Values in a Materiality Test
a. Predictability: “I know it when I see it” is unpredictable; companies need guidance

b. Accuracy: You want to hinge liability on important info, ignore unimportant info
2. Main Rule (Basic/TSC Industries)
IF 
a. there is a substantial likelihood 

b. that disclosure of certain information would have been viewed by the reasonable investor 
c. as 
i. important in deciding whether to buy or sell the security, OR

ii. having significantly altered the total mix of information made available,
THEN the information is material.
3. Interpretations of Main Rule
a. I Know It When I See It
i. Not what courts say, but possibly what some do
b. Probability x Magnitude (Basic v. Levinson)

i. Test
(Probability of Event) 

X 


(Anticipated Magnitude of Event in light of totality of company activity)

ii. BUT what is the threshold?; Basic Court gave no guidance
c. Rule(s) of Thumb 
i. Numerical Cutoffs  - REJECTED IN Ganino
I. Examples
A. < X% of Assets/Revenue/Income → ~ Material (Ganino lower court)
B. > ≈50% of ______ → Material (SC suggestion)

II. Rationale: Certainty

III. Problem: Roadmap to fraud (company knows how much bad it can do)
ii. Presumptions - OK, Though Insufficient
I. < 5% of Revenue → Probably ~ Material (SEC SAB 99)

II. But, must also do full analysis of relevant considerations (textbook p. 61)
d. Market Reaction Test (Ganino, Merck)

i. Test
IF 
I. Company trades on efficient market, AND

II. Market does not significantly move when info revealing past fraud released,

THEN information not material
ii. Rationale: Decision-maker investors, not judge
I. BUT, judge must still use judgment in determining info event date (see Merck)
iii. Event Study
I. Information Event Date: When new info revealing past fraud is made public
A. Rule (Merck)
IF, given available public info, analyst can figure out significance of info at issue,

THEN info has been disclosed
II. Event Window
A. 1-3 days around event date

B. Calculate expected return that company should receive given overall market movement during event window

III. (Calculate) Abnormal Return = Actual return – Expected Return

IV. Significance of Abnormal return: Calculate probability abnormal return is statistically different from zero

e. Total Mix (Defenses)
i. “Truth on the Market” Defense (Food Lion)
IF info revealing past fraud reveals only what is already well-known,

THEN info is not material

ii. “Bespeaks Caution” Defense
IF forward-looking statements accompanied by disclosure of risks that may preclude forward-looking projection from coming to fruition,

THEN statements not material

iii. “Puffery” Defense (Food Lion)
IF alleged misstatement “the kind of puffery and generalizations that reasonable investors could not have relied on when deciding whether to buy or sell,”
THEN misstatement not material
4. Forward-Looking Information: Basic v. Levinson (U.S. 1998, p. 46) (deny merger)

a. Held: Explicitly denying rumors about the possibility of a merger could be a material misstatement under prob/magnitude test (remanded).

b. Rejects agreement-in-principle (AIP) test
i. AIP Test: any information prior to when companies agree on price/structure is presumptively immaterial.  

ii. Justifications for AIP Test
I. Bright line

II. False optimism calmed

III. Secrecy valued by acquirer

iii. Why AIP Test Rejected
I. Bright line is over- and under-inclusive as to what a “reasonable investor” would like to know

II. Investors deserve truth through disclosure, not paternalism.

III. Secrecy: D’s did not have duty to disclose so could have stayed silent, but they chose to lie.

A. Lies taint the market, but silence does not taint other disclosures.

5. Historical Facts: 

a. Ganino v Citizens Utilities (2d Cir. 2000, p. 55)  (accounting change)

i. Held: The complaint successfully alleges $10.1m accounting lie is material misrepresentation and cannot be dismissed.

I. Like Basic, rejects formulaic approach to assessing materiality, i.e. does not use district court’s 3-10% of revenue rule of thumb.

ii. Qualitative factors: may cause misstatements of quantitatively small amounts to be material, e.g. if:

I. Misstatement masks change in earnings/trends.

A. Here 50-year earnings trend not met

II. Misstatement hides failure to meet analysts’ consensus expectations for the enterprise.

III. Accounting error is intentional
IV. [Not clear whether very large number is always material].

iii. Stock price/market reaction can smoke out materiality

I. Takes decision out of judge’s hands and puts it in hands of reasonable investor.
b. In re Merck & Co. (3d Cir. 2005, p. 63)  (Medco co-payment problem)

i. Held: No material misstatement or omission by Merck.
I. Truth came out when Merck filed form S-1, not WSJ article (after which stock drops 12.3%) because analysts could have done WSJ calculation showing magnitude of misbooked revenues based on S-1.

A. WSJ thus provided nothing new.
6. The “Total Mix”: Longman v. Food Lion (4th Cir. 1999, p. 68)  (PrimeTime documentary)

a. Holding 1: No material misstatement or omission w/r/t labor laws because market first learned about problems in 1991, so truth was already out by 1992 documentary ( did not alter the “total mix” of information ( “truth on the market” defense.

i. Rule of thumb: Problem alleged earlier by Union also not material b/c settlement by company for less than two cents per share.

ii. Market reaction: Court looks at time of settlement, but if consistent with “total mix” should look at 1991! 

iii. SC: Market has pieces to figure out like in Merck, but here not as straightforward as multiplying numbers.
b. Holding 2: No material misstatement w/r/t unsanitary conditions because statements made about having “clean stores” is mere puffery.

i. People expect and discount puffery ( subset of “total mix” argument
III. WHAT IS A SECURITY?

A. Background
1. Securities Regime
a. Mandatory disclosure

b. Federal antifraud liability

c. Public offering and private placement procedures

2. Security (statutory def) 
a. §2(a)(1), ’33 Act
i. Safety Valve: “unless the context otherwise requires” 
ii. Categories of Securities
I. Instruments commonly known as securities (e.g., stocks, bonds)
II. Instruments specified as securities (e.g., fractional undivided interest in gas, oil, or other mineral rights)
III. Catch-all provision – investment contract

A. Courts determine whether financial instrument is security

B. Stops opportunistic promoters from avoiding securities laws
b. §3(a)(10), ’34 Act
i. Defines security for secondary market
B. “Unless the context otherwise requires”
1. Rule (Daniel)
IF federal non-securities law regulates a certain transaction type,

THEN presume against the transaction’s involving securities
2. Applications
a. Daniel (U.S. 1979, p. 96)  

i. Held: Pension plans not securities, because ERISA regulates them, so no need for federal securities laws
b. Marine Bank: 

i. Held: Certificate of deposit is not a security because comprehensive federal banking regulations, and FDIC.

c. SEC says voluntary plans with employee contributions are securities (but exempted from registration requirements under 3(a)(2)).
C. Investment Contract

1. Main Rule (Howey)
IF, through a contract, transaction, or scheme,

a. A person invests his money,
b. In a common enterprise, and
c. Is led to expect profits
d. Solely from the efforts of others (promoters or third parties),
THEN the contract, transaction, or scheme is an “investment contract
2. Rationale: Substance over form (i.e. same economics as security)

3. Applications/Interpretations of Main Rule
a. SEC v. W.J. Howey Co. (U.S. 1946, p. 91)  (Florida oranges)

i. Held: Land sales contract to buy a strip of land plus offer of a service contract, where money is distributed pro rata, is an investment contract.

I. What matters is that package was offered, even if not everyone takes service contract.

ii. Application of Howey test:

I. Investment – yes

II. Common enterprise – yes, money being pooled and then pro rata (i.e. fortunes are tied together)

III. Expectation of profits – yes, purpose is profits

IV. Solely efforts of others – yes, investors are passive.

A. Returns depend upon Howey-in-the-Hills service provider.
b. Investment of Money
i. Rule (Daniel) (somewhat question-begging)
IF an expenditure is an investment of money,

THEN the expenditure was not a livelihood decision, but an investment
ii. Daniel (U.S. 1979, p. 96)  

I. Held: Union pension plan that is mandatory and noncontributory is not an investment contract and therefore not a security, b/c not an investment decision
II. Rationale: Factual finding that P did not invest money because decision to work for company is a livelihood decision, not a decision that affected capital markets.

A. Alternatives for P were not capital markets options, but livelihood optionss ( temporal difference as to what is in person’s mind when making decision.

B. People invest to get more money, but work to live!

C. Here P did not give up “some tangible and definable consideration in return for an interest” with characteristics of a security.

c. Common Enterprise
i. Circuit Split Over Horizontal Commonality (HC) and Vertical Commonality (VC)
I. Three Different Rules
A. HC Req’d (SG): Common Enterprise → Horizontal Commonality

B. VC Suff.: Vertical Commonality → Common Enterprise

C. Either: Common Enterprise  → HC ˅ VC
II. Horizontal Commonality (def): groups of investors pooled together and their returns are tied together, i.e. all earn same return performance % (e.g. common stock).

III. Vertical Commonality 
A. Def: centralized promoter and various investors, but investors could earn different returns; promoter’s efforts impact individual investors collectively

B. Broad vs. Narrow
1. Two Different Rules
a. Broad Required: VC → Broad Commonality
b. Narrow Sufficient: Narrow Commonality → VC
2. Broad (def): Well-being of all investors dependent upon promoter expertise
3. Narrow(def): Well-being of investors dependent either upon promoter or third-party expertise
ii. SEC v. SG Ltd. (1st Cir. 2001, p. 101)  (Ponzi scheme website, promised 10% return)

I. Held: SEC alleged facts that satisfy Howey​-test and support assertion that opportunity to invest in shares of privileged company is investment contract.

II. Adopts horizontal commonality
A. Rationale: Nice bright line rule, like facts in Howey, and Securities Act requires uniform disclosure to all investors, which makes sense only if investors obtain the same, undivided share in pool of assets / profits. i.e. Homogenous preferences ( economies of scale.

B. But doesn’t this rationale still apply if 98% common factors and 2% individualized?

III. Application: Horizontal commonality here because clear “pooling” and Ponzi scheme will collapse for everyone

A. Ponzi scheme ( requisite profit and risk-sharing to support horizontal commonality.

B. But isn’t it different with referral fees?

d. Expectation of Profits (now usually combined with investment of money)

i. Rule (Forman)
IF investor is “led to expect profits”

THEN investor reasonably expects profits
ii. Considerations
I. Consumption: If large consumption purpose, then not an investment
II. Timing: If immediate consumption, then not an investment
iii. Forman (U.S. 1975, p. 109)  (“stock” in Co-op City, $25 per share to get apt.)

I. Held: The stock is not a “security” 

II. Issue 1: Whether the “stock” was a stock
A. Test: Look to traditional characteristics of stock ( none here:

1. Dividend rights – not advertised, de minimis benefits (e.g. Laundromat)

2. Capital appreciation – none

3. Voting rights – yes on housing issues, but not tied to shares (one vote per apartment)

4. Transferability – no, had to transfer shares back to company at original price
B. Emphasis on substance over form, and economic reality

C. SC: Questions whether these are good factors because can change hypo to meet all factors.

III. Issue 2: Whether the “stock” was an investment contract
A. Expectation of profits: Purpose of renter-investor tenants is to live in house!  Form is “stock” but substance is “deposit” ( consumption not investment.

1. Same even if de minimis benefit from supermarket performance.

2. Profits = either capital appreciation or income yielded by an investment (people think after Forman investment contract limited to variable appreciation).

a. Profit not from stores and services which were established to make services available to tenants

b. Profit not from possibility of rental reduction

B. SC: Some courts thought moving toward one definition of security, a unified test (i.e. Howey test) because emphasis on substance over form.

iv. SEC v. Edwards (U.S. 2004, p. 116)  (payphones)

I. Held: An investment scheme promising fixed rate of return (provided here to investors from sale-leaseback agreement with telephone company) counts as profits for purposes of Howey test ( investment contract and security.

A. Profits include fixed, guaranteed payments over time (despite Forman) ( note or debt could also be investment contract, still risk of default and false sense of confidence from “guaranteed” fixed rate.

e. Efforts of Another 

i. Rule (Merchant Capital / Life Partners)
IF investment is by the “efforts of another,”

THEN 
I. Profits are generated predominantly by the efforts of others, OR

II. Investor retains little ability to control the profitability of the investment
ii. Notes
I. Courts do not read “solely” in Howey literally

iii. Considerations (Merchant Capital)
I. In General
A. Lack of investor power
B. Lack of investor expertise, knowledge (dependency on management) 
C. Lack of ability to replace management, other control
D. Investment dependent on luck, management’s function ministerial
II. Timing-Related
A. Intent at time of contract agreement (Merchant Capital)
III. Formal vs. Actual: Two Views
A. Actual Control (Merchant Capital)

B. Formal Control in Contract (Rivanna Trawlers)
iv. Applications
I. Partnerships
A. General Partnership
1. Interest generally not a security b/c power to control management of partnership 

2. Presume not through efforts of others.

B. Limited Partnership
1. Interest generally a security b/c typically no control
2. Presumed to be securities
C. Limited Liability Partnership (Merchant)

1. Partners as majority have control to fire/hire managing partner, but limited liability
2. Apply “In General” considerations above
D. Merchant Capital (11th Cir. 2007, p. 120)  (invest in RLLPs, Merchant is MGP)

1. Held: RLLP interests were investment contracts, the investors (limited liability partners) were expecting profits through the efforts of another
II. SEC v. Life Partners (D.C. Cir. 1996, p. 127)  (outside factor primary determinant)

A. Facts:  Pre-purchaser services by promoter to make pool ( contract agreement ( post-purchase services to ensure premiums paid.
B. Held: Pool of life insurance policies is not an investment contract ( profit depends entirely upon mortality of insured, and pre-purchase services as finder-promoter and ministerial post-purchase services not enough to establish “through the efforts of others”.
C. Rationale:

1. Pre-purchase services: Ignored, risk of information asymmetry is not unique to securities (think used cars).

a. Clear that these are ignored.

2. Post-purchase services: Mere ministerial functions not enough.

a. Only risk is that promoters will embezzle money, but any contract entails some risk ( this provides no basis to distinguish securities from non-securities.

D. Choi: Court views “efforts of others” as unique to capital markets because managerial and entrepreneurial efforts.  Looks like distinguishing between securities and non-securities risks.

E. Summary:  Other cases say if post-purchase you help secondary market trading occur in securitized products, or monitor creditworthiness of underlying assets, that is enough for “efforts of others.”
D. Stock
1. Rule (Landreth)
IF an instrument is

a. labeled a stock, AND

b. EITHER

i. has some traditional characteristics of stock,  OR (MAYBE)

ii. creates reasonable investor expectations of protection by federal sec’s laws,


THEN the instrument is a security.  

2. Rationale
a. Statutory Language: The statute says “stock

b. Congressional Intent: Congress intended sec’s laws to cover change of control transactions.
c. Clarity: Core capital markets transaction ( we do not want lingering uncertainty about whether what is traded on NYSE is a security or not.   
3. Traditional Characteristics of Stock
a. Dividend Rights
b. Capital Appreciation
c. Voting Rights
d. Transferability
4. Landreth Timber Co. (U.S. 1985, p. 131)
a. Held: Rejects sale of business doctrine, stock transaction is a security.
i. Sale of business doctrine:  Sale of stock to transfer control of business is not a securities investment because it is not “solely through efforts of others,” but rather through efforts of purchaser.  Even though it is a stock, analysis should turn on economic realities, not form (consistent w/ view that all that matters is Howey test)
b. Note: No more unified test ( different categories matter (shift from Forman).
E. Note
1. Notes
a. Key Characteristics
i. Fixed and certain interest payment
ii. Higher priority (relative to stock) in liquidation
iii. No voting rights in corporation
iv. Fixed maturity date
v. Repayment of principal at maturity date
b. Demand Note (def): A note payable on demand of the lender
2. Rule (Reves)
IF an instrument is a note,

THEN the instrument is a security,

UNLESS the instrument/transaction does not match the “family resemblance” factors
a. Family Resemblance Factors
i. Motivation of Seller/Buyer (i.e. investment for issuer, profit for lender)
ii. Plan of distribution (is there common trading for speculation or investment?)
iii. Reasonable expectation of investing public
iv. Presence of alternative regulatory regime
b. Observation: “Any note” is not a note because otherwise if consumer buys TV on installment basis from Best Buy, the consumer is issuer and must disclose

3. Reves v. Ernst & Young (U.S. 1990, p. 137)  (notes payable on demand, uncollateralized, uninsured, variable interest rate; issuer is Farmer co-op)
a. Held:  
i. Notes are securities under family resemblance test

ii. Also demand notes not within “less than 9-month maturity exception” because would be inconsistent with Congress’ intent and avoid manipulation.
b. Application of Family Resemblance Test
i. This was investment in business enterprise for profit
ii. Here capability of common trading b/c sold to broad segment of public.
iii. Ads called notes “investments” and advertised as safe.
iv. No alternative regulatory scheme here, so no risk-reducing factor.
c. Relationship between Reves and Howey
i. Even if something is not investment contract, could still be a Note under Reves
ii. But, not clear from Reves whether if something is not a Note, could still be investment contract (could run into problem of finding Best Buy customer who buys on credit an “issuer” who must register the note)
IV. DISCLOSURE AND ACCURACY

A. Secondary Markets
1. Purposes
a. Liquidity – more likely to find buyer on exchange, eliminates illiquidity discount
b. Speed
c. Price Transparency – see what prices others are willing to pay
2. Nasdaq Market Makers: institutions in business of providing liquidity (e.g. will connect two brokerage houses like E-Trade and Merrill)
a. Make profit on bid-ask spread
b. Risk involved that market as a whole will shift
3. NYSE centralized specialist: helps match buyers/sellers.
B. Disclosure in the Secondary Market
1. Reasons for mandatory disclosure:
a. Standardization: can compare companies
b. Agency costs: managers otherwise hesitant to disclose info that highlights how much they are taking from shareholders (i.e. compensation)
c. Economies of scale / duplicative info research:  If information is already known, research expense would be duplicative and wasteful.
i. Stock price will also be more accurate
d. Overcomes externality problem: firms would not otherwise create benefits to investors, competitors of releasing information
2. Important Issues with Mandatory Disclosure
a. Someone must determine what info must be disclosed
b. Someone must ensure disclosed info is truthful
C. What is a “Public Company”?
1. Public Company = Exchange Act Reporting Issuer (EARI)
2. Main Rule
IF a company is a public company,

THEN the company has various requirements (see below)
3. Three Ways to Gain Public Company Status
a. Rule
IF a company
i. is listed on a national securities exchange
ii. has a minimum level of assets AND minimum number of equity holders, OR
iii. has filed a registration under the Securities Act which has become effective,
THEN the company is a public company

b. Listing on a National Securities Exchange (§ 12(a))
i. Registration process set forth under §12(b)
ii. E.g. NYSE, AMEX, regional exchanges, Nasdaq
c. Minimum Level of Assets and Equity Holders (§ 12(g))
i. Minimum Levels (Rule 12g-1)
I. Minimum Asset Level: $10 million 
II. Minimum Equity Holder Level: 500 Persons
ii. Time of Measurement: Last Day of Issuer’s Fiscal Year
d. Effective Registration Statement under Securities Act (§15(d)) (public offering)
i. Makes private placement more attractive
ii. Status Requirements and Exceptions

I. Requirements

A. Periodic disclosure requirements (§ 13)
II. Exceptions

A. Section 14
B. Section 16
4. Public Company Status Requirements
a. Section 13: Reporting Requirements
b. Section 14: Proxy/Tender offer rules
c. Section 16: Short swing profit rules
d. Sarbanes-Oxley
e. Exceptions for § 15(d) Public Companies (see above)
5. Termination of Public Company Status
a. Main Rule
IF a company may terminate its Public Company status,

THEN

i. (if PC under §§ 12(a)-(b)) The company has delisted,

ii. (if PC under § 12(g)) The company has certified to the SEC 

EITHER 

I. That it has < 300 shareholders of record

II. That it has had < 500 SHs and < $10mm in assets on the last day of each of its prior three fiscal years,
AND


iii. (if PC under § 15(d)) The company
I. (1) has certified to the SEC (2) that it has < 300 holders of record (3) at the beginning of a fiscal year (4) besides year in which the registered public offering became effective, AND
II. Does not get ≥ 300 holders of record in any subsequent fiscal year
b. Special Rules for Foreign Issuers (Rule 12h-6)
c. Rationale: If very small co., cost outweighs benefit of forcing mandatory disclosure (and unnecessary b/c less collective action problem)

	Section
	Trigger
	Requirements
	Termination

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

-Proxy rules + annual report

-Tender offer rules

-Insider stock transactions (§16)

-Sarbanes Oxley
	Delisting AND either:

a) < 300 shareholders OR
b) < 500 shareholder AND < $10 million in assets for 3 years

	§ 12(g)
	More than 500 Shareholders AND
More than $10 million in assets
	-Periodic filings

-Proxy rules + annual report

-Tender offer rules

-Insider stock transactions (§16)

-Sarbanes Oxley
	Either:

a) < 300 shareholders OR
b) < 500 shareholder AND < $10 million in assets for 3 years

	§15(d)
	Registered Public Offering under ’33 Act sometime in the past
	-Periodic Filings 

-Sarbanes-Oxley
	< 300 shareholders AND no earlier than 1 yr following the registration statement going effective.  (only suspended)


D. What Information Must a Public Company Disclose?
1. Integrated disclosure system
a. §13(a) of Exchange Act
i. Rule
IF public company,

THEN company must file 8-K, 10-K and 10-Q
ii. Forms 8-K, 10-K, and 10-Q
I. Form 8-K – episodic 
II. Form 10-K – annual
III. Form 10-Q – quarterly
b. Other Forms
i. Forms S-1, S-3 – public offerings
ii. Schedule 14A – proxy statement
c. All Forms reference Regs. S-K and S-X

2. Form 8-K
a. Requirements
i. Content: extremely important events
ii. Timing: Disclosure w/in 4 business days of event
b. “Extremely Important Events”
i. Registrant’s Business & Operations
I. Material Definitive Agreements (8-K § 1)
A. Definition: contracts outside ordinary course of business

B. Includes letters of intent ONLY IF letter imposes enforceable obligations

II. Filing of bankruptcy or receivership

ii. Financial Information
I. Off Balance Sheet Arrangements (8-K § 2)

A. Often includes sales of underperforming assets to “special purpose entities”

II. Material Impairments of Assets (8-K § 2)
A. Includes decline in goodwill value

iii. Securities & Trading Markets
I. Shareholder Interests (8-K § 3)
A. Delisting or listing change; sale of unregistered securities; change in rights of shareholders

iv. Matters Related to Accountants & Financial Statements (8-K § 4)
I. Change in auditor; disagreements with former accountants before change; restatement of prior financial results or determination of need for change

v. Corporate Governance & Management
I. Change in Control

II. Matters Relating to Directors & Principal Officers

A. Fact and date of departure or election/appointment of
B. Reasons Registrant Believes Caused Departure
1. Directors: Yes if relates to registrant’s operations, policies or practices
2. Principal Officers: No
III. Company’s Code of Ethics (8-K § 5)
A. Disclosure of what code is, or explanation of why there is none, and waivers from

vi. (None – Reserved for later use)

vii. Regulation FD
I. Any disclosure required to comply with Regulation FD

viii. (Optional) Anything Issuer Considers Relevant to Shareholders
ix. Financial Statements & Exhibits (for businesses acquired by the registrant)

x. See Casebook pp. 156-57 for more specifics
c. In the Matter of Hewlett-Packard Co. (2007, p. 159)  (director objects to board vote and resigns)

i. Held: Under Item 5.02(a), the company’s failure to disclose reasons for Perkins’ resignation was violation b/c disagreement related to company’s operations, policies, or practices
3. Forms 10-K and 10-Q
a. Rule: Certification Requirement (Sarbanes-Oxley)

IF certification requirement satisfied,
THEN CEO and CFO must each certify that

i. He has reviewed the report,

ii. Based on his knowledge, report does not contain material misstatements or omissions,

iii. Based on his knowledge, financial statements “fairly present in all material respects” the issuer’s results and financial condition;

iv. Internal controls are established and maintained

I. That are designed so that material information is made known to them,

II. That have been evaluated for their effectiveness by officer w/in 90 days of the report,

III. Whose soundness has been evaluated by the officer in the 10-K

v. He has disclosed to the company’s auditors and audit committee any weaknesses in the internal controls and fraud by persons who have a significant role in the issuer’s internal controls,

vi. Any changes to internal controls made subsequent to the evaluation are disclosed in the report
b. Form 10-K (Annual)
i. General Areas of Disclosure
I. Business

II. Properties

III. Legal Proceedings

A. Item 3: furnish info required by Item 103 of Reg S-K

1. Item 103: Describe material pending legal proceedings…
IV. Market for Common Stock

V. MD & A

VI. Directors and Officers

VII. Executive Compensation

VIII. Security Ownership of Certain Beneficial Owners and Mgmt.

IX. Certain Relationships and Related Transactions

X. Principal Accounting Fees and Services
c. Form 10-Q
i. Financial statements need not be audited, but must comply with GAAP
4. Regulation FD (Regulation of Voluntary Disclosure)
a. Purposes

i. Eliminate informational advantages and disadvantages
I. Institutional investors/analysts have informational advantage

ii. Eliminate analyst corruption that leads to price distortions
I. Analysts would make better reviews in order to maintain access to selective info

b. Potential Problem of Chilling Disclosure
i. Worry that companies fearing liability under Reg. FD will voluntarily disclose less info
c. Main Rule
IF 

i. An EARI or EARI source
ii. Intentionally or Unintentionally
iii. discloses material non-public information

iv. to covered persons,

THEN the  EARI must also make public disclosure of the info
d. EARI Source: Those speaking on behalf of issuer, e.g. “senior official” or other agent of issuer who regularly communicates with covered person

e. Intentional vs. Unintentional
i. Intentional Disclosure
IF disclosure to which Regulation FD applies was intentional,

THEN company must simultaneously disclose the info to the public market
ii. Unintentional Disclosure
IF disclosure to which Regulation FD applies was intentional,

THEN company must disclose info by the later of
I. 24 hours of the selective disclosure, OR
II. The time trading commences on the NYSE
f. Material Non-Public Information
i. Material
I. In General: See above (Basic, Ganino, etc.)

II. SEC List of “Higher Probability” Materiality
A. Earnings information

B. Mergers & acquisitions, etc.

C. New products, discoveries

D. Change of control

E. Change in auditor; Financial restatements

F. Changes in issuer’s securities

G. Bankruptcy

ii. Non-Public: Info has not been disseminated in a manner sufficient to ensure its availability to the investing public (Siebel)
I. Also, what is the “total mix”? (also see above)

II. Later statements need not be verbatim what has already been said
g. Covered Persons
i. Broker-dealers

ii. Investment advisors

iii. Investment companies

iv. Any equity holder who it is reasonably foreseeable would trade on the information
h. Exceptions: Regulation FD does not apply to disclosure made:

i. To a journalist in answer to questions posed by the journalist

ii. To person who owes duty of trust/confidence (e.g. attorney or investment banker)

iii. To party that expressly promised to keep info confidential 

iv. In connection with registered public offering
I. Registration statement
II. FWP (some)

III. Any other 10(b) prospectus
IV. Tombstone notices
V. Oral communications
VI. BUT SEE EXCEPTIONS: Rule 163, Rule 163A
i. Enforceability: SEC only; no private right of action
j. Siebel Systems (SDNY 2005, p. 376)  (CFO holds conference for analysts saying more optimistic things than CEO said to public)

i. Held: Regulation FD was not violated

I. Here statement at conference was not material because equivalent in substance to info publicly disclosed.

II. Private wording added nothing to “total mix of info” publicly available
E. Making Disclosures Credible
1. SEC Adminstrative Proceedings

	§
	Proceeding
	Sanctions

	21C
	Cease-and-Desist
	Temporary orders

Cease order from violating securities laws

Disgorgement

Officer and Director bar

Civil penalties for accounting firms

	15(c)(4)
	Disclosure Violations
	Order to stop disclosure violations

	21(a)
	Report of Investigation
	Public announcement of violations

	12(j), (k)
	Trading Suspension
	Halt trading for ten days or indefinitely


V. EXCHANGE ACT ANTIFRAUD LIABILITY

A. Overview
1. Economics of Securities Fraud

a. How Fraud Affects the Market

i. Influences How Investors Direct Capital
I. Investors invest in fraudulent companies, allowing companies to invest in projects that are not cost justified

II. Companies retain money or other resources better deployed elsewhere

III. Companies overall pay higher cost of capital

ii. Shareholders Unable to Monitor Firm Performance
I. Poor management creates illusion of good performance

b. Why CEO might intentionally make false, optimistic forecasts
i. Optimism: Some lies may not ever be found out, maybe can compensate later on

ii. Agency Problem: manager gets stock options and may retire before lie revealed
2. Securities Class Actions
a. Solve Collective Action Problem
i. Individual prosecution of claim is cost-prohibitive

b. Aggregation of interests is cost-effective

c. π attorney acts as entrepreneur, finds lead plaintiff, files complaint on behalf of class

3. Problem of Strike Suits
a. The Problem
i. High settlements for lawsuits w/ less merit b/c firms have incentive to settle: costly to go to trial, distracts management, bad for reputation
ii. Timing: The longer it takes to get rid of action, more likely to settle early on.
b. Attempted Solution: Private Securities Litigation Reform Act 1995 (PSLRA), Exchange Act §§ 21D and 21E 
i. Rationale
I. Eliminate frivolous lawsuits

II. Allow meritorious lawsuits 

ii. Requirements
I. Rebuttable presumption that lead π is shareholder with largest financial interest in litigation

II. Plead with particularity facts that lead to strong inference of scienter
III. Stay on discovery until after motion to dismiss
IV. Safe harbor for forward looking statements

V. Limits liability of Δs not engaged in intention fraud to proportionate share of harm caused
VI. Early class notice

VII. Court review for reasonable attorney’s fees

iii. Failure: PLSRA has not reduced number of lawsuits
B. Exchange Act § 10, Rule 10b-5
1. Statutory and Regulatory Text
a. Section 10
i. It shall be unlawful for any person…(b) to use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered…any manipulative or deceptive device/contrivance…

b. Rule 10b-5 (MAIN RULE)
Actionable violation IF


i. any person

ii. directly or indirectly, 
iii. (transactional nexus) in connection with the purchase or sale of any security,
iv. (jurisdictional nexus) by the use of any means or instrumentality of interstate commerce, or of the mails or facility of any national securities exchange,

v. ANY OF

I. employs any device, scheme, or artifice to defraud,
OR
II. EITHER

A. makes any untrue statement of a material fact, OR

B. omits to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, 

OR
III. engages in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person
vi. (Also, Lead Plaintiff Requirement)
2. Standing to Sue
a. Statute of Limitations

IF π has standing under Rule 10b-5,

THEN suit brought by shorter of

i. two years after π on inquiry notice (= knew or should have known of facts giving rise to his claim), OR 

ii. five years after the fraud was committed
b. Transactional Nexus

i. Purchase or Sale
I. Rule (Blue Chip Stamps)
IF π has standing under Rule 10b-5,

THEN π is an actual purchaser or seller, not mere offeree.

II. Rationale 
A. Statutory Text
1. Congress did not add “offer” of securities, despite SEC suggestion
2. §§ 11 & 12 contain explicit causes of action, but only for actual purchasers
B. Policy
1. Worry about overflow of lawsuits, or vexatious litigation, b/c P controls all info about whether he would have bought security
2. Truly harmed parties are excluded, but many more vexatious parties are as well
III. Blue Chip Stamps (“purchase or sale”) (U.S. 1975, p. 249) (Manor Drugs decided not to buy stock of Blue Chip b/c of pessimistic misrepresentations)

ii. In Connection With
I. Rule (Zandford)
IF fraud coincides with securities transaction,

THEN fraud is in connection with the securities transaction

II. Other Possibilities
A. But-for causation
IF fraud would not have occurred but for securities transaction,

THEN fraud is in connection with the securities transaction

B. Contractual Privity
IF fraud is in connection with the securities transaction,

THEN there is contractual privity between π and Δ 

C. Intrinsic Value
IF fraud affects intrinsic value of the security,

THEN fraud is in connection with the securities transaction.

D. Foreseeable Intrinsic Value
IF fraud 

1. affects the intrinsic value of the security, AND

2. effect is foreseeable,
THEN fraud is in connection with the securities transaction.
III. SEC v. Zandford (“in connection with”) (U.S. 2002, p. 255)  (Wood gave money to broker Zandford, Z takes $300K from selling stock and spends it on himself)

A. Holding 1: There was a material omission b/c Z owed fiduciary duty to W to tell him he’s stealing money.

B. Holding 2: Z can be a Δ, this satisfies “in connection with”, even though no privity between D and P (Z as agent never holds title)
c. Jurisdictional Nexus: Interstate Commerce (Easy to Satisfy)
3. The Lead Plaintiff
a. Selection of the Lead Plaintiff (§ 21D(a)(3)(B) of 1934 Act)

i. Rule
IF person or group of persons

I. EITHER

A. Has been a lead π in no more than five securities fraud actions during the previous three years, OR

B. Court permits person or group to be lead π despite participation in sec’s fraud actions,

II. Seeks a per-share recovery no greater than that of any other class member, w/o/r/t “reasonable costs and expenses,”

III. EITHER

A. filed complaint, OR

B. made motion to be lead plaintiff,

IV. has, in the determination of the court, largest financial interest in relief sought by class,
AND
V. otherwise satisfies (also in the determination of the court) requirements of Rule 23 of FRCP ((1) commonality, (2) adequacy of representation, (3) numerosity, (4) typicality),
THEN the person or group of persons is the most adequate (lead) π,

UNLESS a member of π class proves that the presumptively most adequate π
VI. will not fairly and adequately protect the interests of the class, OR
VII. is subject to unique defenses that render that π incapable of adequately representing the class 
ii. Rationale: Lead plaintiff should be institutional investors with largest stake ( counterweight to plaintiff attorney.  
I. BUT mixed success:

A. Intermune: Four movants, no institutional investors, then side deals among law firms to withdraw before judge makes decision.

B. Spear & Jackson: 3 firms/plaintiffs combine

iii. Fair and Adequate Representation (In Presumption Establishment)
I. Considerations
A. Whether movant has demonstrated a willingness and ability to select competent class counsel and to negotiate a reasonable retainer agreement with that counsel
iv. Groups
I. Considerations
A. Whether way formed, or manner in which constituted, precludes movant from fulfilling tasks assigned to a lead π

B. Whether too large (presumption against > 5 members)
b. Selection of Counsel
i. Rule (Cendant)
IF lead π’s selection and agreement w/ counsel are reasonable on their own terms,
THEN court must approve lead π’s choice

ii. Rationale: PSLRA assumes that, in typical case, properly selected lead π is likely to do a good or better job at picking counsel than court

iii. Considerations
I. Quantum of legal experience and sophistication possessed by lead π

II. Manner in which lead π chose what law firms to consider

III. Process by which lead π selected its final choice

IV. Qualifications and experience of counsel selected by lead π

V. Evidence that retainer agreement negotiated by lead π was product of serious negotiations btw lead π and prospective lead counsel

c. Attorney’s Fees
i. Rule: Presumption of Reasonableness Unless Clear Excessiveness (Cendant)

Attorney’s fees negotiated by lead π are reasonable

UNLESS court determines they are clearly excessive
ii. Note: Most fees range between 20% and 33%

iii. Considerations
I. Changed Circumstances: If unusual and unforeseeable changes, i.e., those that could not have been adequately taken into account in the negotiations
iv. Use of Auctions
I. Rule (Cendant)
IF permissible,

THEN

A. court has determined that, and clearly stated why, lead π’s initial choice is inadequate,
B. court has directed lead π to undertake acceptable selection process, AND

C. lead π has been unable or unwilling to undertake acceptable process

v. Court Methods of Determining Reasonable Attorney’s Fees
I. Lodestar Method
A. Step 1: Calculate base attorney fee amount based on

1. Number of hours attorney reasonably expended on the matter

2. Reasonable hourly market rate for attorneys w/ similar background and experience

B. Step 2: Apply multiplier to base amount, taking into account
1. The riskiness of the litigation,

2. The complexity of the case

3. How well the attorneys performed for the class

4. Other relevant factors
II. Percentage of Funds Recovered for Class Method
d. In re Cendant Corp. Litig. (3d Cir. 2001, p. 259)  (Cendant announced retraction of financials, stock fell from $35 to $15)

i. Facts: District court selected 3 public pension funds (institutional investors), did not allow rebuttal of presumption, & held auction for attny.

ii. Held 1 – presumption: Simple fact that institutional investors retained Cendant stock (creating conflict of interest) not enough to overturn settlement.  Here pension funds were presumptive lead π
I. Problem: But inst. investors here will not want to take money out of one pocket (Cendant) and put it in another (SHs) with this tax (attorney’s fee) along the way ( incentive not to push hard.

II. Court said Congress knew this incentive effect and made this decision to have inst. investors involved as lead plaintiff.

iii. Held 2 – rebuttal: Burden of proof is on opposing plaintiff who wants to become lead plaintiff to rebut presumption, and lead π status here not rebutted (acted fairly/adequately, court rejects pay-to-play arg. as insufficiently proved; need more than just receipt of money; but SC: what kind of evidence does the court want?  This stuff isn’t kept in public records)

iv. Held 3 – selection of lead counsel: Rejects auction, PSLRA provides that lead plaintiff have right to select/retain counsel s.t. court’s supervision.

v. Held 4 – attorney’s fees: Remanded, PSLRA puts in strong lead plaintiff ( jurisprudence should take account of that change ( presumption of reasonableness w/r/t fess, but $15K/hr here too high.
4. Defendants
a. Rule (Central Bank, Stoneridge)
IF entity may be a Δ in a suit under Rule 10b-5,

THEN entity 
i. was primary violator of Rule 10b-5,
ii. provided assistance to primary violator that made fraud necessary or inevitable,
OR

iii. was

I. a control person
II. did not act in good faith, AND

III. directly or indirectly induced the misstatement or omission.

b. Primary Violators
i. One View (2d Cir.)
IF party is primary violator,

THEN party actually spoke OR omitted to speak w/ duty to disclose
ii. Another View
IF party was substantial factor in producing documents that contained misstatement,

THEN party is primary violator
c. Central Bank (U.S. 1994, p. 321)  (trustee bank had no duty to disclose to investors)
i. Held: 10b-5 does not prohibit aiding and abetting of fraud
ii. Rationale
I. Text: Aiding and abetting not in the statute (but neither was private right of action!).  Also other sections of ’34 Act do prohibit aiding/abetting.
II. Reliance: Aiding/abetting liability allows circumvention of reliance requirement
d. SEC May Sue Aider-and-Abettors
i. Rule (§20(e) Exch. Act)
SEC may bring action
I. for injunctive relief
II. against any person that knowingly provides substantial assistance to another person in violation Rule 10b-5, AND
III. such person is in violation to same extent as primary violator
e. Necessary and Inevitable
i. Stoneridge v. Scientific-Atlanta (U.S. 2008, p. 325)  (Scientific’s conduct facilitated fraud, but Charter put out fraudulent docs)
I. Held: Suppliers’ deceptive acts, which were not disclosed to investing public, are too remote to satisfy the requirement of reliance.
II. Rejects scheme liability because investors do not rely upon vendor’s statements or representations.  A vendor who is silent but willfully assists is not liable in fraud.
A. Scheme liability: Entity liable if“but for” causation + substantial participation led to deceiving co.’s auditor as part of a “scheme
5. Elements of the Cause of Action

a. The Elements
Rule: π must show

i. Material
ii. Misstatement or Omission (oral or written)
iii. Scienter
iv. Reliance
v. Causation
vi. Damages
b. Material (see above)
c. Misstatement or Omission
i. Misstatements
I. Main Rule: Deception Requirement (Santa Fe)
A. Rule
IF a misstatement incurs liability under Rule 10b-5,
THEN the misstatement has worked some sort of deception
B. Santa Fe Industries (U.S. 1977, p. 272)  (SF does short-form merger w/ Kirby, SF offers $150/share (less than stated book value), SHs have appraisal rights)
1. Need deception.  Not enough to say something is unfair or a breach of fiduciary duty.
a. Here Santa Fe was open about book value price.
2. Rationale: Need to cabin 10b-5 and protect state corporate law.  Case limits what is actionable under 10b-5 and range of defendants.
C. Note: Sometimes complaint claims failure to disclose that you are breaching a fiduciary duty as the deception
II. Opinions and Facts
A. Rule (Virginia Bankshares)
IF a company speaker’s rendering of an opinion is a “misstatement” under Rule 10b-5,
THEN the underlying subject matter is possibly true or false

B. Virginia Bankshares Inc. (U.S. 1991, p. 277)  (Am. Bank Va. directors told SHs that $42/share was “fair and high” in freeze-out merger)
1. Held: False opinions are misstatements, and may be actionable if other elements satisfied (particularly, speaker must believe that statement offered is false)
a. Here whether $42 was high and proposal fair depended on provable facts about Bank’s assets…
ii. Omissions
I. Main Rule: Requirement of Duty to Disclose (Abbott Labs.)
IF an omission incurs liability under Rule 10b-5,

THEN the person had a duty to disclose the information under positive law
II. Duty to Disclose
A. Regulatory Text
1. Duty to disclose if (material) info omitted is “necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading”
B. How Applied
1. Duty to Correct: YES
a. Duty to Correct (def): a duty to put out new information to correct prior disclosed information that was false or misleading at the time of the prior disclosure
b. Rule
IF 

(1) a prior statement 

(2) by person OR third party w/ whom person was “entangled,”

(3) was materially false or misleading when made,
THEN person has a duty to correct that information
2. Duty to Update: MULTIPLE VIEWS
a. Duty to Update (def): a duty to put out new information that was previously disclosed (and correct at the time of initial disclosure) but turns out later to be false or misleading
b. One View: No Duty to Update (Abbott Labs.)
IF a prior statement, true when made, has become untrue, even materially

THEN no duty to update the statement to reflect the truth
c. Another View: (Limited) Duty to Update (Some cts., e.g., 2d Cir.)
IF 
(1) a prior statement, true when made, has become materially false or misleading,

(2)  the statement has “”forward intent and connection upon which parties may be expected to rely

THEN there is duty to update the prior statement
3. Gallagher v. Abbott Laboratories (7th Cir. 2001, p. 282)  (FDA warnings but Abbott does not reveal until settlement talks and consent decree)
a. Held: Find for Abbott because no duty to update.
b. Duty to correct: Does not apply b/c on March 9 filing 10-K Abbott did not know about letter from FDA ( no duty to correct this statement.
c. Duty to update: Rejected by this court; duty would defeat purpose of periodic disclosure, and make it continuous disclosure.
iii. Forward-Looking Statement Safe Harbor – Exchange Act § 21E (PSLRA)
I. Rationale:
A. Internal projection is valuable info., but company does not want to tell competitors plans
B. Worries about lawsuits b/c hindsight bias ( fear π attorneys will sue only when projections don’t work out.
II. Time of Use: 21E often applied in motion to dismiss ( help deter frivolous suits.
III. Discovery Stay: Stay during pendency of motion to dismiss or summary judgment (usually decided on motion to dismiss)
A. Rationale: Ds costs less if decided sooner ( stick it out and don’t settle
IV. Rule

IF
A. any of
1. an EARI,
2. a person acting on behalf of an EARI, 
3. an outside review retained by an EARI, OR 
4. an underwriter (w/r/tinfo provided by issuer)
B. EITHER
1. BOTH
a. Identifies a forward-looking statement as such, AND
b. Gives meaningful cautionary statements identifying important factors that could cause actual results to differ materially from projections, 

OR
2. π fails to show forward-looking statement 
a. (if made by natural person) was made w/ actual knowledge that statement was false or misleading, OR
b. (if made by business entity) was
(1) made by or with the approval of an executive officer of entity, AND
(2) made or approved by such officer with actual knowledge by that officer that the statement was false or misleading


AND

C. the statement does not involve

1. an IPO

2. a tender offer

3. financials (GAAP)

4. a blank check co., OR

5. a going private transaction,

THEN the EARI cannot incur liability for the statement under Rule 10b-5
V. Special Rules for Oral Statements (see casebook p.289)
A. BUT, Fraud-on-the-Market
1. Rule
IF oral statements substantially similar to written statements to which meaningful cautionary statements have been appended,

THEN no liability for failure of oral statements to include cautionary statements

2. Rationale: the cautionary statements have already been absorbed into the stock price
VI. Meaningful Cautionary Statements
A. Rule (Baxter Int’l)
IF EARI has made “meaningful cautionary statements” qualifying for the forward-looking statement safe harbor,

THEN the EARI has disclosed the principal risks that could cause actual results to depart from the projections in its forward looking statements

B. Considerations
1. Spectrum: More than “caveat emptor”/boilerplate but less than “all material info”
2. Do not need to disclose underlying assumptions and probability bands
3. Include important factors that could cause prediction to differ materially, and specific to company.
C. Asher v. Baxter Int’l Inc. (7th Cir. 2004, p. 286)  (EARI makes projections (oral, press release, 10-K), knows of problems, then announces expectations not met)
1. Held: Cannot dismiss complaint under safe harbor 21E b/c company must establish after discovery that statements did contain meaningful cautionary language, i.e. cautions did reveal ex ante the major risks.
a. Only one specific (non-boilerplate) statement was made by issuer in cautionary language relating to company’s dialyzers.
b. Also language did not change even though negative events (sterility failure) take place.
c. Possible that company knew of important variables that would affect forecasts but omitted them from language
2. Criticism
a. Only way to determine whether risks disclosed were “principal” is by discovery; but safe harbor, in staying discovery pending motion to dismiss/summary judgment, meant to save company from discovery
d. Scienter
i. Standard
I. Rule
IF a misstatement or omission incurs liability under Rule 10b-5,

THEN the misstatement/omission was made with

A. Actual intent
B. Actual knowledge, OR

C. Recklessness (unless alleged misstatement is forward-looking)
II. Actual Intent 
A. Definition: Actual intent to defraud
B. Universally accepted, but hard to prove (need memo)
III. Actual Knowledge 
A. Definition: Actual knowledge of facts and appreciation of how market will be misled
B. Universally accepted, and evidentiary tool b/c hard to show actual intent
IV. Recklessness
A. Definition: So highly unreasonable and such an extreme departure from the standard of ordinary care as to present a danger of misleading π so obvious that the defendant must have been aware of it
B. Universally accepted 
C. Does not apply if statement forward-looking
V. Ernst v. Hochfelder (U.S. 1976, p. 293) (Ernst auditor for fraudulent brokerage, who insisted on opening his own mail, “Nay rule”)
A. Held: Negligence is not enough to establish scienter.
B. Spectrum from actual intent ( actual knowledge ( reckless ( negligent:
1. Memo that E&E willfully shared Nay’s scheme
2. Memo showing E&E knew about Nay’s scheme but did nothing
3. Memo showing E&E knew about (a) Nay’s past securities violations, (b) warnings from employees that “something not right” and (c) Nay rule
4. Memo that E&E knew about (a) warnings “something not right”, (b) Nay rule
5. Memo showing E&E knew about Nay rule
6. Memo showing E&E did not follow industry standards in checking E&E’s internal controls
ii. Pleading Requirements 
I. Rule (§ 21D(b) Exch. Act)
In any private antifraud action, complaint must 
A. Specify
1. each statement alleged to have been misleading, 
2. the reason(s) why statement is misleading (i.e. who, what, when, where and how, often through confidential witness)
B. Plead with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind
II. “Strong Inference” of Scienter
A. Rule (Tellabs)
IF the facts pled give rise to a strong inference of scienter,

THEN

1. accepting all factual allegations in complaint as true, and
2. examining all facts collectively,

3. a reasonable person would deem the inference of scienter cogent and at least as compelling as any opposing inference
B. Tellabs v. Makor Issues (U.S. 2007, p. 298)
C. Examples

1. CEO has special incentive compensation paying her 10% of net accounting profits for 1 fiscal year ( found to be enough for pleading
2. CEO and CFO sell $30m of company shares in 1 year ( often not enough for pleading b/c might just be diversifying
3. Size of accounting restatement of revenue = 30% of revenues ( often sheer magnitude of prior accounting error evidence of scienter
III. Sources of Facts for Pleading with Particularity
A. Insider trading (unusual volume, profits, timing)
B. Divergence btwn internal reports and external statements
C. Closeness of time of allegedly fraudulent statement/omission and later disclosure of inconsistent info
D. Evidence of bribery of top company official
E. Accounting restatement
F. Sheer magnitude of misstatement
G. Confidential witnesses
e. Reliance (Transaction Causation)
i. Reliance qua Transaction Causation (def): information caused investor to change decision to buy/sell securities. About decision-making of investors (“but for” fraud, P would not have bought/sold)
ii. Rebuttable Presumption of Reliance
I. Rule (Affiliated Ute / Basic)
IF π can show that
A. Δ made public material misstatement or omission in breach of a duty to disclose, AND
B. (only w/r/t material misstatements) shares traded on an efficient market
THEN π’s reliance on Δ’s material misstatement or omission is presumed
UNLESS Δ can make showing that severs link between 

C. alleged misstatement/omission and

D. EITHER

1. The price received or paid by π, OR

2. π's decision to trade at a fair market price

II. Rationale
A. ECMH: Investor relies on “integrity” of the market price, and price reflects all publicly-available info, including false information disclosed to public
B. Placing obligation on π would destroy worth of class action mechanism
III. Efficient Market
A. Factors (Cammer (D.N.J. 1989))

1. High weekly turnover
2. Number market makers and arbitrageurs
3. Degree of analyst coverage
4. Form S-3 eligibility
5. Showing of empirical “relationship” between new information and stock price movements
IV. Examples of Rebuttal
A. “Market makers” privy to truth about subject of misstatement/omission or market otherwise actually aware of the truth

B. π believed that alleged misstatement was false
C. Market not efficient
D. Investor forced to buy/sell securities (e.g., by consent decree)
E. Investor would have made same decision anyway
F. Δ made corrective statements
V. Affiliated Ute Citizens of Utah (U.S. 1972, p. 305)  (agent fails to disclose to Indian tribe)
A. Held: In situation of omission with duty to disclose, presumption of reliance
VI. Basic v Levinson (U.S. 1988, p. 308)
A. Held: π does not have to show individual reliance as long as he shows 
fraud-on-the-market presumption; and presumption is rebuttable
iii. Summary
	
	Face-to-Face
	Open Market

	Omissions that breach duty to disclose
	No reliance requirement 

(Affiliated Ute)
	No reliance requirement 

(Affiliated Ute)

	Affirmative misrepresentation
	Investor must show individual reliance
	Presumption of reliance

(Basic)


f. Loss Causation
i. Standard
I. Rule (Dura)
IF a misstatement or omission incurs liability under Rule 10b-5,

THEN the misstatement or omission proximately caused the inflation/deflation of the share price 
A. on the day of π’s purchase/sale, AND
B. when the facts misstated or omitted become known
II. Rationale
A. Sec’s laws do not make issuers insurers of all losses (Posner in Bastian)
ii. Pleading Requirements (§21D(b)(4))
I. Rule
In any private antifraud action, π bears burden of proof to show loss causation
II. Rationale
A. Anti-insurance argument
B. Discourage too many lawsuits
C. Can’t just let this get settled at damages stage b/c we never get there b/c of settlement
iii. Dura Pharma v. Broudo (U.S. 2005, p. 316) 
I. Held: Mere causation of price inflation/deflation by misstatement or omission insufficient; causation of subsequent price increase/decrease once relevant facts are made known also required
g. Damages
i. Goals of damages
I. Compensation
A. But less obvious than tort b/c diversified investors on average benefited as much as harmed by fraud.
II. Deterrence
III. Worry about frivolous litigation
ii. Universal Damages Cap: NO PUNITIVE DAMAGES
I. § 28(A) Exch. Act: Damages limited to “actual damages”
iii. Open Market Damages: Out-of-Pocket Measure
I. Rule
IF violation of Rule 10b-5 in an open market transaction,

THEN π has suffered, and is entitled to, Out of Pocket Damages
II. Out of Pocket Damages
[(Purchase/Sale Price) – 
Greater of

(True Value at Time of Purchase/Sale)]
OR


(mean trading price of security during 90-day period beginning on date on which misstatement/omission is publicly corrected)]
III. Problems:
A. Too low damages in primary market fraud
1. Damages lines up with how much company benefited.
2. If % of getting caught < 100, damages not enough for deterrence
B. Too high damages in secondary market fraud
1. Loss to company when pay damages, maybe some gain to managers (most gain from fraud goes to outsider investors who sold stock.
a. Good b/c this punishes wrongdoers (crushing out fraud) ( but this leads to risk of frivolous lawsuits
b. SHs get stuck paying damages, not really punishing managers
c. Harm to investors > benefits to Δ, w/ little correlation to prob. of detection
2. Not necessarily a link between damages and benefit to corporation or its managers if just secondary market trading.
iv. Face-to-Face Damages: Three Different Measures
I. Rule
IF violation of Rule 10b-5 in a face-to-face transaction,

THEN π has suffered, and is entitled to, 

A. Open Market Damages,
B. Disgorgement,
OR
C. Rescission
II. Disgorgement
A. Rule (Pidcock)
IF

1. w/r/t a violation of Rule 10b-5 in a face-to-face transaction,
2. (generally speaking) defrauding purchaser Δ’s profits > victim seller π’s actual losses,
THEN π is presumptively entitled Δ’s profits,

UNLESS 

3. Δ shows that some portion of profit attributable to causes other than fraud, AND
4. π does not persuade trier of fact that Δ’s explanation should not be accepted
B. Rebuttal Evidence
1. Δ’s Special and Unique Efforts (Not Part of Regular Salaried Responsibilities)
a. Aggressive and enterprising management activities
b. Modernization
2. Δ’s extending personal guaranties on bank loans
3. Δ’s introducing new lines of business
4. Passage of time
C. Pidcock v. Sunnyland Am. (1988, p. 343)  (Harvard lie to SH Pidcock saying no buyers, P sells at low price, 2 years later buyer buys much higher)
1. Held: Court orders disgorgement of profits (b/c defrauding purchaser received more than seller’s actual loss)
2. Rationale: Equity; deficiency of out-of-pocket measure in this case
III. Rescission: 
A. Rule (Garnatz)
IF
1. w/r/t a violation of Rule 10b-5 in a face-to-face transaction,
2. generally speaking
a. π would not have entered transaction but for Δ’s misstatement/omission, AND
b. neither open market damages nor disgorgement is adequate,
THEN π entitled to 

3. (if π is seller) return of the securities
4. (if π is purchaser) damages equaling EITHER

a. (Purchase Price) – (Value π received as result of fraudulent transaction)

OR

b. (Purchase Price) – (Subsequent Price Δ Received Selling Sec’s)

B. Rationale: Puts P back in position as if P had not entered into transaction at all (with adjustments for interest, opportunity costs)
C. Garnatz v. Stifel (1977, p. 347) (broker puts Garnatz into junk bonds and willfully lies by guaranteeing investment)
1. Held:  Court gives rescission damages ( gives Garnatz purchase price reduced by any value received as result of fraudulent transaction.
2. Rationale
a. Deficiency of out-of-pocket b/c junk bonds at time of purchase were $100 per bond, and Garnatz paid that ( out of pocket = $0 (fraud does not go to value of junk bonds).
b. Disgorgement also insufficient here b/c broker’s profits only commission, around $7.
v. Joint Liability (§ 21D(f) Exch. Act)
I. Joint and Several Liability for Knowing (and Some Other) Violations
A. Rule
IF 

1. Δ knowingly violated Rule 10b-5, OR

2. π 
a. is entitled to damages > 10% of π’s net worth, AND 
b. has net worth less than $200,000,
THEN Δ is jointly and severally liable to π

B. Joint and Several Liability (def): Any Δ can be liable for all of π’s damages
II. Proportionate Liability
A. Rationale: Protect auditors w/ deep pockets left holding the bag
B. Rule
IF Δ 
1. merely recklessly violated Rule 10b-5, AND
2. either of π damages or net worth qualifiers above does not apply,

THEN is liable for

3. (% of Responsibility) ( (Total π Damages)
+

4. Lesser of
a. [50%] [(% of Responsibility) ( (Total π Damages)]
OR

b. Any shortfall due to Co-Δ’s Insolvency
C. Percentage of Responsibility: Determined by jury or finder-of-fact (based on conduct and causal relationship to damages) for each wrongdoer 
III. Right to Contribution: Δ has right to seek contribution from other violators
IV. No Disclosure to Jury: Jury may not hear either (1) standard for allocation or damages, or (2) procedure for reallocation of uncollectible shares
V. Definitions
A. Covered person = Δ in an private action arising under ’34 Act, or a Δ in private action arising under § 11 of ’33 Act who is outsider director 
VI. PUBLIC OFFERINGS
A. Economics of Public Offerings

1. Rationale for Equity Offerings
a. Companies need to finance their operations
b. Other Financing Sources Insufficient
i. Internal Financing: Company revenues too small and too far into the future to cover current expenses, particularly if business is capital-intensive
ii. Founder Financing: Founder might not have enough $

iii. Bank Financing: Difficult to get loans, must pay interest and principal, often at high rate
2. Underwriters and the Public Offering Process
a. Underwriters (UWs)
i. Underwriter (def: § 2(a)(11) Sec’s Act): Any person who has purchased from an issuer with a view to, or offers or sells for an issuer in connection with the distribution of an security…
ii. Role of UWs
I. Initial Starting Point: In hot markets, underwriters often approach companies about IPOs

II. Source of 
A. Advice: Offer guidance on

1. Structuring corporation and offered securities

2. On offering amount and price
B. Contacts with large institutional investors

C. Financing
iii. Some Terms
I. Tombstone (def): Advertisement that provides details of the offering
II. Bulge Bracket (def): UWs w/ highest reputations and amount of offering underwritten (listed at top of tombstone)
III. Gross Spread (def): UW discount ($X/share)
IV. Managing Underwriter
A. Definition: UW in offering responsible for

1. allocating offered shares to investors

2. prepping issuer for public offering

3. ensuring filing and becoming effective of registration statement

4. pricing offering

5. performing due diligence for registration statement

6. negotiating w/ issuer on behalf of syndicate

7. managing ultimate distribution of securities to the public

B. Fee: Typically 20% of gross spread

V. Underwriter Syndication: Multiple UWs, helps spread risk
VI. Overallotment Option (def): UWs, at their discretion, may expand number of shares in offering up to 15%
VII. Selling Concession (def): Compensation for members of the syndicate; typically 60% of gross spread

VIII. Formal Underwriting Agreement (def): Sets forth terms of offering (# of shares to be sold (by issuer or UWs), public offering prince, gross spread, overallotment option)
b. Different Types of Offerings
i. Firm Commitment Offering
I. Issuer sells its securities directly to UW (typically syndicate)
II. UW sells to other dealers or investors
III. UW profits by buying at discount (7%), in exchange for sales assistance and taking on risk that offering won’t sell

IV. Issuer gains certainty and UW takes risk (insurance function)
V. Reputation on the line, investors less worried about issuer

ii. Best Efforts Offering
I. In General
A. UW (“placement agent”) agrees to use “best efforts” as agent to sell issuer securities on commission
B. Most of risk on issuer
C. Typical for risky and speculative issuers (UWs won’t do firm commitment b/c risky co., and investors more skeptical b/c of that) 
II. Three Types
A. Straight
B. Conditional: UWs and issuer promise that, if offering not sold out, they will rescind all sales 
C. Mini/Maxi (?)

iii. Direct Public Offering
I. Definition: Issuer sells securities directly to public, w/o UW
II. Two Types
A. Rights Offering: Sale to co.’s existing public shareholders

B. Public At Large: Sale to public at large

III. Rare
A. Many issuers lack necessary expertise to complete a public offering

B. Investment banks play gatekeeper/quality control role
iv. Dutch Auction
I. How It Works
A. Issuer asks investors to submit bids providing # of shares and price (thus investors set price)
B. Line up bids highest to lowest by price, start from top and move down until hit number of shares issuer wants to sell.
II. Costs and Benefits
A. Benefits: Issuer, b/c designed to get issuer highest price possible
B. Costs: Public, who may be just as irrationally exuberant about a Dutch Auction as about any other public offering
3. Underpricing in IPO Market
a. Phenomenon: Price in secondary market substantially higher than offering price
b. Possible Reasons For
i. Issuer desire to avoid lawsuits
ii. UW risk-aversion (in firm commitment offerings)
iii. Market Exuberance
iv. Corruption
4. Costs of Going Public
a. Restructuring corporation for public capital markets

b. Out of pocket and imputed costs: typically 9% of offering amount

c. Dilution effect on SHs

d. Risk of takeover

e. Ongoing costs of public filing (Sarbanes-Oxley)
B. Public Offering Disclosure

1. Problem: Issuers and insiders enjoy information advantage over outside investors; risk for outsiders that issuers will use advantage to sell overvalued shares to irrational investors
2. Solution: Issuer Disclosure Obligations
a. Registration Statement
b. Statutory Prospectus
3. Registration Statement
a. Use: Filed with SEC

b. Antifraud Provision: § 11 Sec’s Act
c. Three Categories of Information
i. Transaction-related information (e.g., offering amount, use of proceeds, UWs)

ii. Company information

iii. Exhibits and undertakings
d. Two Forms
i. Form S-1
I. Eligible: Those who don’t qualify for Form S-3 (e.g., IPO issuers)
II. Transactional Requirements: NONE
III. Incorporation by Reference 
A. Rule: Incorporation by Reference in S-1 ONLY FOR

1. eligible reporting issuers with one annual report, AND

2. backward incorporation by reference
ii. Form S-3: Registrant requirements are:

I. Eligible: ONLY IF
A. U.S. corporation

B. EARI, AND

C. Filed in timely manner for past 1 year

II. Transactional Requirements
A. Have $75m common equity in hands of non-affiliates.

B. Investment grade debt securities

C. Any secondary offering if securities of same class listed on nat’l exch.

D. Rights offerings or conversions of convertible securities

E. Investment-grade asset-backed securities

III. Incorporation by Reference
A. Rule: Can incorporate by reference any periodic report ONLY IF
1. include material changes to periodic filings, AND
2. have default-free record
4. Statutory Prospectus
a. Use: Distributed to Investors

b. Antifraud Provision: § 12(a)(2)

c. Is Part I of Registration Statement
C. Gun-Jumping Rules (In General)
1. Purposes
a. Generation of Registration Statement and Statutory Prospectus
b. Distribution of Statutory Prospectus in connection with offering and for specified period of time

c. Restricting Information About Offering (Pre-Filing/Quiet Period)
d. Updating
2. Transaction vs. Company Registration
a. Securities Act does not regulate companies, it regulates transactions
b. BUT, recent reforms have overlain company registration elements over transaction-specific system (with advancements in technology and greater demand for info)
3. Three time periods – divided by filing and in effect
a. Pre-filing

-Filing of Registration Statement
b. Waiting

-Registration Statement Effective
c. Post-effective

4. Issuer Categories
a. Non-Reporting Issuers
i. Rule
IF issuer is non-reporting issuer,

THEN issuer is
I. Not required to file reports under either §13 and §15(d) of Exch. Act, AND
II. Not filing these reports voluntarily
b. Unseasoned Issuers
i. Rule
IF issuer is unseasoned issuer,

THEN issuer is

I. Required to file reports under either §13 and §15(d) of Exch. Act, AND 
II. Is ineligible to file a Form S-3 (or F-3) for a primary sec’s offering (see above)
c. Seasoned Issuer 
i. Rule
IF issuer is seasoned issuer,

THEN issuer is

I. Required to file reports under either §13 and §15(d) of Exch. Act, AND 
II. Eligible to file a Form S-3 (or F-3) for a primary sec’s offering (see above)
d. Well-Known Seasoned Issuers (WKSI)

i. Rule (R 405)
Issuer is a WKSI,

IFF, as of the WKSI’s determination date, the issuer
I. is required to file reports under either §13 and §15(d) of Exch. Act,

II. is eligible to file a Form S-3 (or F-3) for a primary sec’s offering (see above)
III. w/in 60 days of determination date, has EITHER
A. > $700 million of common equity worldwide market value held by non-affiliates, 

OR

B. BOTH

1. Issued $1 billion aggregate principal amount of non-convertible securities in registered offerings during the past three years, AND
2. Will register 

a. only non-convertible securities, other than common equity, AND

b. full and unconditional guarantees of any subsidiary securities

IV. is current in its Exchange Act filings and has not been otherwise for the past 12 months,

V. is not an ineligible issuer or an asset-backed issuer, AND

VI. is not an investment company or business development company


VII. is a majority-owned subsidiary of a parent that is a WKSI
ii. Determination Date (def)
I. (if issuer has filed shelf registration statement) Later of date of

A. Issuer’s most recent shelf registration statement filed, OR

B. Issuer’s most recent § 10(a)(3) amendment to a shelf registration statement

II. (if issuer has NOT filed shelf registration statement) Date of filing of most recent 10-K
iii. Ineligible Issuer (def): Includes issuers that, 

I. w/in past 3 years
A. were blank check company, shell company, or issued a registered penny stock offering

B. filed a BR petition w/in past 3 years, unless have filed annual report w/ audited financial statements post-emergence from BR

C. violated anti-fraud provisions of federal sec’s laws

D. filed a registration statement that is subject of pending proceeding under § 8 of Sec’s Act; OR

E. have been subject of refusal or stop order under § 8 of Sec’s Act, OR
II. are subject of pending proceeding under § 8A of Sec’s Act in connection w/ an offering
D. Pre-Filing Period (Or, the “Quiet Period”)
1. Prohibition on Sales (§ 5(a))
a. Main Rule:
IF in Pre-Filing Period (i.e., registration statement not yet filed)

THEN prohibited for any person to sell the securities through interstate commerce
2. Prohibition on Offers (§ 5(c))
a. Main Rule (§ 5(c))
IF in Pre-Filing Period (i.e., registration statement not yet filed),

THEN prohibited for any person to make offers through interstate commerce
b. Rationale: Worry info will “whip up a speculative frenzy” (different from assumption about investors in Basic).

c. “In Pre-Filing Period” – When Does it Begin (for Purposes of § 5(c))?
i. Rule (Sec’s Act Rel. No. 5009)
IF between

I. the earlier of

A. The time an issuer reaches an understanding with the broker-dealer which is to act as a managing underwriter, AND
B. (vague) the start of the “process or registration” otherwise


AND 

II. the later of

A. the period of 40 or 90 days during which dealers must deliver a prospectus, AND

B. (vague) the completion of the offering


THEN the Pre-Filing Period is in effect,


UNLESS the Rule 163A safe harbor applies

ii. Rule 163A Safe Harbor (30-Day Cool Down)
I. Rule (R 163A(a))
IF
A. any communication made by 
1. the issuer OTHER THAN a blank check or shell company or a penny stock issuer, OR
2. a party working on behalf of the issuer OTHER THAN a UW or dealer participating in the offering,
B. more than 30 days before the date of filing of registration statement,
C. does not reference securities offering, AND
D. the issuer takes reasonable steps within its control to prevent further distribution or publication of the information during the 30 days before the date of filing of the registration statement, AND
E. the communication is not a sham motivated by a genuine desire to condition the market,
THEN the communication is not an offer under § 5(c) (b/c the Pre-Filing Period is not yet in effect)
II. Rationale
A. In General: 30-day period assures that communications will not condition the market b/c sufficient time to cool any interest
B. For UW Exclusion: Greater concern UW communications designed to condition market
III. Relation to Exemption from Reg FD in Rule 100(b)(2)(iv) (R 163A(d))
A. Rule
IF communication exempt from § 5(c) due to Rule 163A,

THEN communication NOT exempt from Reg FD due to Rule 100(b)(2)(iv)
B. Regulation FD Rule 100(b)(2)(iv)
1. Exemption from Reg FD when in connection with securities offering
d. Offer
i. Note: Risk Aversion
I. Given the harsh consequences for violating § 5(c) (i.e., § 12(a)(1) crush-out liability), plus fact that “offer” is uncertain, attorneys err on side of caution (quiet), unless safe harbor rules apply

ii. “Offer” in § 2(a)(3)
I. Section 2(a)(3) of Sec’s Act contains a definition of “offer,” but it is content-less, EXCEPT THAT
II. It exempts preliminary negotiations between issuers/those acting on their behalf and UWs
iii. Main Rule 
IF

I. any kind of communication or publicity (even if not couched in terms of an express offer)
II. conditions the market (or, equivalently, conditions the mind or arouses the public interest) for the relevant securities,
THEN the communication is an offer


UNLESS one of the safe harbors of Rule 168, Rule 169, Rule 163, or Rule 135 applies

iv. Any Kind of Communication or Publicity

I. Include

A. Non-real time electronic communications (“graphic communications”) (R 405)
1. E.g., emails, videotapes, CD-ROMS, and recorded electronic versions of roadshows

B. Hyperlinks (R 433(e)(1))
1. E.g., information contained on issuer’s website, or hyperlinked by issuer from issuer’s website to third party website

II. Exclude
A. Real Time Communications (R 405)
1. E.g., roadshows
B. Certain Electronic Historical Issuer Information (R 433(e)(2))
1. Rule
IF historical issuer information is

a. Contained in a separate section of issuer’s website, AND

b. Not incorporated by reference, included in a prospectus of issuer used in the offering, or otherwise used or referred to in the offering,

THEN such information cannot be basis of an offer

v. Conditioning the Market (Sec’s Act Rel. No. 3844 & 5180)
I. SEC Factors (Sec’s Act Rel. No 3844)
A. Motivation of communication – changes in behavior as proxy for motivation to condition the market

1. Arrangements after financing decision more likely an offer

B. Type of information – soft, forward-looking formation is more likely an offer, more likely to mislead investors

C. Breadth of distribution – broader means( it will affect many investors and more likely an offer

D. Form of communication – written, easily reproduced and distributed communications more likely an offer
E. Mentioning facts about offering (e.g., naming underwriter) is more likely an offer
II. Permitted Activities – NOT Offers
A. Continuing to advertise products and services

B. Continuing to send out customary quarterly, annual and other periodic reports to stockholders

C. Continuing to make announcements to press w/r/t factual business and financial development (i.e., events of interest to the community in which the business operates)

D. Answering unsolicited inquiries from stockholders, financial analysts, the press and others concerning factual information

E. Observing “open door” policy in responding to unsolicited inquiries concerning factual matters from securities analysts, financial analysts, security holders, and participants in the communications field who have legitimate interest in corporation’s affairs

F. Continuing to hold stockholder meetings as scheduled and answering shareholders’ inquiries at such meetings relating to factual matters
III. Forbidden Activities – ARE Offers (Sec’s Act Rel. No. 5180)
A. Issuance of forecasts, projections, or predictions relating but not limited to revenues, income, or EPS

B. Publishing opinions concerning values

C. CEO tells reporter that “SEC prohibits me from making any statements that would hype my IPO” and discusses his industry and competitors
vi. Rule 168 Safe Harbor (Ordinary Communications by EARIs)
I. Rule
IF

A. any communication made by 
1. an EARI, OR
2. a party working on behalf of the EARI OTHER THAN a UW or dealer participating in the offering,
B. releases EITHER
1. factual business information, OR
2. forward-looking information
C. that
1. is of a type that been previously released or disseminated in the ordinary course of the issuer’s business,
2. is materially consistent in timing, manner and form with the issuer’s similar past releases or disseminations of such information, 
3. BOTH
a. does not refer to the offering itself, AND
b. was not disseminated as part of offering activities in the offering
AND

4. is not a sham motivated by a genuine desire to condition the market,
THEN the communication is not an offer under §§ 2(a)(3) & 5(c) (and is not a prospectus under § 2(a)(10))
II. Factual Business Information and Forward-Looking Information
A. In General
1. Includes information in periodic reports (e.g., 10-Ks) and other materials filed with the SEC)
B. Factual Business Information
1. Includes factual information about issuer and its business, advertisements of issuer’s products or services, and factual information contained in issuer’s periodic Exch. Act reports
C. Forward-Looking Information
1. Includes financial projections, statements about issuer’s management plans and issuer’s future economic performance, and any underlying assumptions
III. Effect of Rule 168 Beyond Pre-Filing Period
A. Rule 168 excludes communications from “offer” under § 2(a)(10), and therefore from “prospectus” under § 2(a)(10), and therefore from application of § 5(b)(1) in both Waiting and Post-Effective Periods
IV. Examples that Fall Under Rule 168
A. Issuer sends Form 10-K containing MD&A info about future trends and uncertainties
B. Regular ads to trade journals touting products and past record
1. Safe harbor applies, but also just “not an offer”
C. Press release as regular course of communications with projections and future profitability 
D. Issuer expands ads to several financial magazines ( worry about “motivation” and “breadth,” so answer will turn on 168(d), “time, manner and form” (also vague).
vii. Rule 169 Safe Harbor (Ordinary Communications by Issuers)
I. Rule
IF

A. any communication made by 
1. an issuer, OR
2. a party working on behalf of the issuer OTHER THAN a UW or dealer participating in the offering,
B. releases factual business information
C. that
1. is of a type that been previously released or disseminated in the ordinary course of the issuer’s business,
2. is materially consistent in timing, manner and form with the issuer’s similar past releases or disseminations of such information, 
3. is released
a. to persons, such as customers and supplies, 
b. other than in their capacities as investors or potential investors in the issuer’s securities,
c. by the issuer’s 
(1) employees OR 
(2) agents who regularly and historically have provided such information to such persons
4. BOTH
a. does not refer to the offering itself, AND
b. was not disseminated as part of offering activities in the offering
AND

5. is not a sham motivated by a genuine desire to condition the market,
THEN the communication is not an offer under §§ 2(a)(3) & 5(c) (and is not a prospectus under § 2(a)(10))
II. Factual Business Information (see Rule 168)
III. Effect of Rule 169 Beyond Pre-Filing Period
A. Rule 169 excludes communications from “offer” under § 2(a)(10), and therefore from “prospectus” under § 2(a)(10), and therefore from application of § 5(b)(1) in both Waiting and Post-Effective Periods
IV. Examples that Fall Under Rule 169
A. Non-EARI sends regular ad to trade journals.
B. Non-EARI expands ads to financial magazines ( turns on “time, manner, and form” but also problematic b/c targeting investors.
viii. Rule 163 Safe Harbor (WKSI Exemption)
I. Rule
IF

A. any communication (oral or written) made by

1. a WKSI, OR

2. a party working on behalf of the non-EARI OTHER THAN a UW or dealer participating in the offering,
B. does not relate to a merger or other business combination

C. EITHER

1. is filed (as a “free writing prospectus”) promptly upon the WKSI’s filing of the registration statement, OR

2. whose immaterial or unintentional failure to be so filed or delay in being filed
a. occurred despite a good faith effort to file it timely, AND
b. was accompanied by a filing as soon as practicable after discovery of the failure to file,

AND

D. (if a written communication) EITHER

1. includes a legend informing investors about the formal statutory prospectus and how to get it

2. whose immaterial or unintentional failure to be include such a legend

a. occurred despite a good faith effort to include it, AND

b. was accompanied by an amendment of the free writing prospectus to include the specified legend as soon as practicable after discovery of the failure to include the legend

THEN the communication is not an offer under §§ 2(a)(3) & 5(c)
II. Rationale: Assumption investors can handle info from WKSI b/c WSJ, lots of analysts, stock price is known.
III. Note: Rendered less important by possibility of shelf registration
IV. Relation to Exemption from Reg FD in Rule 100(b)(2)(iv) (R 163A(d))
A. Rule
IF communication exempt from § 5(c) due to Rule 163,

THEN communication NOT exempt from Reg FD due to Rule 100(b)(2)(iv)
B. Regulation FD Rule 100(b)(2)(iv)
1. Exemption from Reg FD when in connection with securities offering
V. Examples that Fall Under Rule 163
A. WKSI places ad in WSJ soliciting offers to buy prior to filing r/s and providing revenue and profit projections
ix. Rule 135 Safe Harbor (Tombstone Ads)
I. Rule

IF 

A. EITHER

1. an issuer, OR

2. any other security holder in the offering,

B. makes a communication that

1. includes a legend to the effect that the communication does not constitute an offer of any securities for sale, AND

2. otherwise contains no more than the
a. name of issuer
b. title, amount, basic terms of the offered securities
c. manner and purpose of the offering, w/o naming the UWs
d. anticipated timing of offering
THEN the communication is not an offer under § 5
II. Effect of Rule 135 Beyond Pre-Filing Period
A. Rule 135 excludes communications from “offer” under § 2(a)(10), and therefore from “prospectus” under § 2(a)(10), and therefore from application of § 5(b)(1) in both Waiting and Post-Effective Periods
e. Test the Waters: Certain issuers can benefit from ability to “test the waters” to find out if investors will buy securities
i. But unknown internet startup, not Microsoft, will benefit from testing waters; yet Microsoft (WKSI) is one that can under the rules!
ii. Counterarguments:
I. Benefit would be to unknown issuer, but cost to investor
II. Unknown startups most likely to mislead investors (“hot” market)
III. Internet startup only left with 169 and 163A. 
	Safe harbor
	Exemption
	Type of issuer (but see excluded issuers)
	Type of information allowed
	Mandatory information
	Other restrictions

	Rule 163A
	§5(c)
	All
	- May not reference offering

- Reg FD applies 163A(d)
	None
	- > 30-days prior to filing of r/s (issuer take reasonable steps to control further distribution 163A(a)

- Not for U/W or dealer participating in offering 163A(c)

- Excluded issuers 163A(b)(3), (4)

	Rule 163
	§5(c)
	WKSI 163(a)(1)
	- Offers OK

- Reg FD applies 163(e)
	Legend if written 163(b)(1)
	- Must file written communication as FWP after filing of r/s 163(b)(2)

- Not for U/W or dealer participating in offering 163(c)

- Excluded issuers 163(b)(3)

	Rule 168
	§§ 5(c) and 2(a)(10)
	EARI
	- Factual Info + Ads + Div. notice; certain forward-looking info 168(b)(1), (2)

- May not be part of offering activities 168(c)

- Reg FD applies
	None
	- Not for U/W or dealer participating in offering 168(b)(3)

- Prev. released/ordinary course of business 168(d)(1)

Consistent timing, manner, form 168(d)(2)

- Not inv. Co. or bus. Dev. Co. 168(d)(3)

	Rule 169
	§§ 5(c) and 2(a)(10)
	All
	- Factual info + ads 169(b)(1)

- May not be part of offering activities 169(c)

- Reg FD does not apply
	None
	- Not for U/W or dealer participating in offering 169(b)(2)

- Ordinary course of business 169(d)(1)

- Consistent timing, manner, form 168(d)(2)

- Non-investor recipients/issuer’s agents historically provided such info 169(d)(3)

- Not inv. Co. or bus. Dev. Co. 169(d)(4).


3. Prospectus
a. Plain English Requirement (Rule 421(b))
i. Rule
Issuer must prepare prospectus using the following standards:

I. Present info in clear, concise sections, paragraphs, and sentences.  Whenever possible, use short, explanatory sentences and bullet lists.

II. Avoid legalistic or overly complex presentations that make substance of disclosure difficult to understand.

b. Reg S-K: contains glossary list of requirements that various SEC Forms pull from

c. Elements
i. Front cover page – Item 1 of Form S-1: Item 501 of S-K

ii. Risk Factors – Item 3 of Form S-1: Item 503(c) of S-K

I. Mostly useless, cut and paste from similar companies.

iii. Use of Proceeds – Item 4 of S-1: Item 504 of S-K

I. Most common is “for general corporate purposes” (also useless)

iv. Description of securities to be registered – Item 9 of S-1: Item 202 of S-K

I. We do learn something here!

II. E.g. Each share of Class A common stock is entitled to one vote per share…

v. Dilution – Item 6 of Form S-1: Item 506 of S-K

I. If you are paying more per share than those that came before you, your book value per share is less than money you put in.

II. But not that useful because operating business can be worth more than book value, and everyone knows founders pay less.

vi. About the Company – Item 11 of Form S-1

I. Description of business (101 S-K); of properties (102), legal proceedings (103), executive compensation (402), corporate governance (407), certain relationships and transactions (404)

II. Directors and officers (401) – must go back five years

A. Must include other info. necessary not to make what has already been disclosed materially misleading.

vii. MD&A (management discussion & analysis) – has become key section of disclosure document, 10-K and S-1 ( Item 11(h) of Form S-1: Item 303 S-K

I. This is only forward-looking section, but still does not include earnings projections (just generalities).

II. Contains: Management’s narrative; financial condition & results of operation; trends related to cash flow, earnings, liquidity; off-balance sheet arrangements.

viii. Principal and selling security holders – Items 7, 11(m) of Form S-1: Items 507, 403 of S-K

ix. Plan of Distribution – Item 8 of S-1: Item 508 S-K

x. Financials (Audited) – Item 11(e) of S-1: Reg S-X

I. Really section investors turn to, though all historical.

II. Balance sheets, income statements, cash flows, notes to financial statements

xi. Summary: Most is boilerplate.  Key provisions are financials and MD&A.  

I. Investors would really like earnings projections, but this is not required – so investors just presume what happened in past will continue into future.

d. Note
i. 21D and 21E safe harbor for forward-looking statements does not apply to IPOs ( potential antifraud liability under 10b-5 or other provisions.
E. Waiting Period
1. Prohibition on Offers (§ 5(c)): NO LONGER APPLIES
2. Prohibition on Sales (§ 5(a))
a. Main Rule
IF in Waiting Period (registration statement filed but not yet effective),
THEN prohibited for any person to sell the securities through interstate commerce
3. Prohibition on Prospectuses (§ 5(b)(1))
a. Main Rule
IF in Waiting Period (registration statement filed but not yet effective),
THEN prohibited for any person to transmit any prospectus through interstate commerce 
UNLESS the prospectus is a §10 Prospectus
b. “Any Prospectus” Under § 2(a)(10)) (for purposes of Waiting Period)
i. Rule (§ 2(a)(10))
IF a communication is

I. any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or TV
II. which offers any security for sale 
THEN the communication is a prospectus,
UNLESS § 2(a)(10)(b) safe harbor applies

ii. Types of Communications that Can Be Prospectuses
I. Included: All written and broadcast communications
A. Graphic Communications (R 405): include emails, internet websites, faxes, etc.  
II. Excluded
A. Oral Communications not Involving a Broadcast medium
1. Roadshows
2. Real Time Audio Visual Aids (R 433(d)(8))
B. Rationale: Gets at ability to ask questions and respond
III. Note: Winner’s Curse
A. Institutional investors get CEO at roadshow, and individual investors just get cold call from broker ( individual investors get into IPO only when it sucks.
iii. Offers (see above: § 2(a)(3), etc.)

iv. Section 2(a)(10)(b) Safe Harbor
I. Rule
IF a communication
A. is a notice, circular, advertisement, letter or communication in respect of a security,

B. states from whom a written prospectus meeting § 10 may be obtained,

AND

C. does no more than

1. identify the security

2. state the security’s price

3. state by whom orders will be executed, AND

4. contain any other info the Commission may permissibly require



THEN the communication is not a prospectus under § 2(a)(10)
c. Section 10 Prospectuses (for purposes of § 5(b)(1) Compliance in Waiting Period)
i. Rule
IF a prospectus is a § 10 Prospectus,

THEN the prospectus is a 

I. § 10(a) Prospectus OR 

II. § 10(b) Prospectus
ii. Section 10(a) Final Statutory Prospectus
I. Definition: contains all price and price-related info (e.g., underwriter), i.e. final end-product (see § 10(a) for further specification)
II. Must be distributed to investors during Post-Effective Period
iii. Section 10(b) Preliminary Prospectus
I. Rule
IF a prospectus satisfies the requirements of

A. Rule 430(a) (Preliminary Prospectus),
B. Rule 431 (EARI Summary Prospectus),
C. Rule 405/164/433 (Free Writing Prospectus)
D. Rule 430A, Rule 430B, or Rule 430C Prospectus
THEN the prospectus is a § 10(b) Preliminary Prospectus

II. Rule 430 Preliminary Prospectus (“red herring”)

A. Definition: A § 10(a) prospectus but for price and price-related info (e.g. underwriter discount) 
III. Rule 431 Preliminary Prospectus (EARI Summary Prospectus) (WE DIDN’T COVER THIS)
IV. Rule 405/164/433 Free Writing Prospectus (FWP)
A. Rule
IF a communication

1. is a written communication 
2. that offers to sell or solicits offer to buy a security that is or will be subject to a registration statement,

3. used

a. (if non-WKSI) after the filing of the registration statement,

b. (if WKSI) whenever,

AND
4. EITHER

a. meets the requirements of Rule 405/164/433
OR

b. any filing, legend, or record retention violation under those rules was cured
THEN the prospectus is an FWP / § 10(b) Preliminary Prospectus
B. Policy: In practice, not widely used b/c still face § 12(a)(2) heightened liability 

1. Mostly used for term sheets and to publish electronic road shows.

C. Written Communication (R 405)
1. Includes: Written, printed, broadcast and graphic communications
a. Graphic Communications (def): All forms of electronic media, such as e-mails, websites, CD-ROMs, videotapes, and substantially similar messages widely distributed over a variety of electronic communication networks

b. Indirect communications from issuer to marketplace through media sources, including interviews given by corporate officers

2. Excludes
a. Real-time Electronic Communications
D. Rule 164/433 Requirements
1. Non-Reporting and Unseasoned Issuers
a. Section 10 Prospectus Delivery Requirement 
(1) Basic Delivery Requirement (R 433(b))
Communication must be preceded or accompanied (including electronically, including via hyperlink) by EITHER

(a) (if during Waiting Period) the most recent § 10(b)/Rule 430 prospectus, OR
(b) (if during Post-Effective Period) a § 10(a) Final Prospectus

(2) Requirement on Subsequent Communications (R 433(b)(2)(i))
IF issuer 

(a) sends subsequent communication (attempted FWP),

(b) w/o sending another § 10 prospectus, having earlier sent a § 10 prospectus,

THEN there must have been no material changes to the information in the previously sent § 10 prospectus

b. Information Requirements (R 164(c)/433(c))
(1) No Inconsistent Information (R 433(c)(1))
Communication may not contain information that is inconsistent w/ info contained in EITHER

(a) A filed statutory prospectus, OR

(b) A current report incorporated by reference into the registration statement
(2) Legend Requirement (R 433(c)(2))
Communication must include legend indicating

(a) That issuer has filed registration statement with the SEC, AND

(b) Where recipient may obtain preliminary or base prospectus
c. Filing Requirements (R 164(b)/433(d))
(1) Filing of FWP and Time Thereof
FWP must be filed with SEC no later than date of first use of
(a) Any “issuer free writing prospectus” used by any person, OR

(b) Any “issuer information” contained in an FWP prepared by any other person (but not info prepared by any other person on the basis of issuer information)

(c) Issuer FWP (def) (R 433(h)(1): All info distributed by the issuer, on behalf of the issuer, or used or referred to by the issuer
(d) Issuer Information (def) (R 433(h)(2): Material info about issuer or its securities that has been provided by or on behalf of issuer

(2) Filing of Description of Final Terms (R 433(d)(1)(i)(C))
Issuer must file 
(a) (content) description of final terms of issuer’s securities after such terms have been established

(b) (timing) by later of (a) date such final terms have been established for all classes of the offering and (b) date of first use

(3) Exceptions to Filing Requirements (R 433(d)(3), (4), & (8))
(a) FWP does not contain substantive changes from or additions to a previously filed FWP
(b) Issuer info already included in a previously filed prospectus or FWP
(c) Issuer transmitting pre-recorded version of electronic roadshow (though, if non-EARI, only if issuer makes BONA FIDE version of roadshow available w/o restriction to any person)
(I) Bona Fide: presentation by one or more officers, and if > 1 show, includes discussion of same general areas of info. regarding issuer as other issuer road shows
(d) See also R 433(f) for media communications (below)

d. Record Retention Requirements (R 164(d)/433(g))
Three years (if not filed)

2. Seasoned Issuers and WKSIs
a. Same as above, EXCEPT NO PROSPECTUS DELIVERY REQUIREMENT (R 433(b)(1))
b. WKSIs: May use FWPs in Pre-Filing period under R 163

3. Persons Other Than Issuer
a. UWs & Others Participating in the Offering
(1) Filing Requirements (R 433(d)(1)(i))
IF communication distributed in a manner reasonably designed to achieve broad unrestricted dissemination,

THEN must file with SEC

(a) Broad Unrestricted Dissemination: FWPs sent directly to customers of offering participant without regard to number are not broadly disseminated (Sec’s Act Rel. No. 8591)
(2) Record Retention Requirements (R 433(g)) – Same as for non-reporting and unseasoned issuers

b. Media Sources
(1) Exemption from Requirements (R 433(f))
IF media source, having publicized FWP, need not

(a) satisfy prospectus delivery requirement of R 433(b)(2)(i), OR

(b) satisfy filing (R 433(d)) and legend (R 433(c)(2)) requirements

THEN issuer or other participants

(a) do not compensate media source for written communication or its dissemination, AND
(b) ANY OF
(I) file media communications w/ SEC (I) w/ legend AND (II) w/in 4 business days of becoming aware of publication

(II) file a copy of all materials provided to the media, including “transcripts of interviews or similar materials” (w/ legend?)
OR

(III) already filed the substance of the communication with the SEC

(2) Effect of Compliance with R 433(f) on Issuers/Offering Participants
IF issuer or offering participant complies with R 433(f) w/r/t a media communication,

THEN the filing and legend requirements are deemed satisfied
E. Cure Provision (R 164) 
1. Filing Cure (R 164(b)
a. Rule
IF a failure to file or filing delay of an FWP under Rule 164/433
(1) was immaterial or unintentional failure,
(2) occurred despite a good faith effort to file it timely, AND
(3) was accompanied by a filing as soon as practicable after discovery of the failure to file

THEN the filing violation has been cured

2. Legend Cure (R 164(c))
a. Rule
IF a failure to include a legend in an FWP under Rule 164/433

(1) was immaterial or unintentional,
(2) occurred despite a good faith effort to include the legend,
(3) was accompanied by an amendment of the free writing prospectus to include the specified legend as soon as practicable after discovery of the failure to include the legend, AND
(4) (if FWP already transmitted w/o the specified legend)
(a) is retransmitted w/ the legend 
(b) by substantially the same means, AND
(c) directed to substantially the same prospective purchasers to whom the FWP was originally transmitted

THEN the legend violation has been cured
3. Record Retention Cure (R 164(d))
a. Rule
IF failure to retain an FWP under Rule 433(g)

(1) was immaterial or unintentional,
(2) occurred despite a good faith effort to comply w/ R 433(g),

THEN the record retention violation has been cured

F. Antifraud Liability
1. NOT § 11
a. b/c FWP not part of formal registration statement

2. YES § 12(a)(2)
a. b/c FWP “public” communications under R 433(a)/Gustafson
G. Relation to Regulation FD
1. Rule: FWPs not subject to Reg FD (unlike communications qualifying under Rules 163A [30 day cooldown] and 163 [WKSIs])

2. Rationale: No practical difference, b/c FWPs need to be filed w/ SEC on or before first day of use if contain new information
4. Process of Going Effective
a. Two Options, Second Overwhelmingly Popular
i. Section 8(a): After 20-day period, offering will automatically go effective.

I. SEC selective comment and review

II. In practice, no issuer follows this 20-day rule.

III. Any amendment to the r/s resets the 20 day countdown under § 8(a)
ii. Rule 473 Allows issuer to file delaying amendment waiting for SEC to declare registration statement effective
b. SEC Review
i. ALL: IPOs

ii. SOME: Non-IPOs
c. Why Do Issuers Use Rule 473
i. Free legal review
ii. Any time you amend r/s, that resets the 20 day period

iii. Bad signal to SEC if you don’t give them time ( SEC powers 8(b), (d)

I. 8(b) refusal power (rare) – SEC order prior to effective date if r/s is “on its face” incomplete or inaccurate in any material respect [notice and opportunity for hearing]

II. 8(d) stop order – suspending effectiveness of r/s [notice and opportunity for hearing]

A. If market learns of SEC contemplating stop order, stock price will go down

III. 8(e) investigatory powers
d. Acceleration Power (R 461)
i. Issuer can request that SEC accelerate effective date of r/s

ii. SEC Factors for Granting Acceleration Request (casebook p.459

e. Possible to Go Effective With:
i. Section 10(a) Final Statutory Prospectus
I. Includes price and price-related info
II. Part of Registration Statement

A. Part I: prospectus

B. Part II: other stuff

III. Updating: statutory prospectus and r/s take on separate lives over time (update prospectus more often).  Two ways to update prospectus
A. Stick a sticker and not file w/ SEC
B. File with SEC – then viewed as incorporating info into registration statement, so part of same document again.  

IV. So prospectus and r/s are same at:

A. Effective date, and

B. When refile prospectus with SEC under 424(b).

ii. Rule 430A Prospectus
I.  ONLY FOR Cash Offerings
II. Can omit price and price-related information at effective date 
III. BUT Updating Requirement for 430A Prospectuses (Rule 424(b)(1))
Rule: Issuer must file prospectus including price and price-related information by 2 business days after later of
A. Date of determination of offering price, OR

B. Date in Post-Effective period in which offering price is first used in connection with a public offering or sales

IV. Requirement of Post-Effective Amendment
A. Rule
IF post-effective amendment not needed upon compliance w/ R 424(b)(1),

THEN compliance took place < 15 days after r/s went effective
F. Post-Effective Period
1. Prohibition on Offers (§ 5(c)): NO LONGER APPLIES
2. Prohibition on Sales (§ 5(a)): NO LONGER APPLIES
3. Prohibition on Prospectuses (§ 5(b)(1))
a. Main Rule
IF in Post-Effective Period (registration statement effective),

THEN prohibited for any person to transmit any prospectus through interstate commerce 
UNLESS the prospectus is a § 10 Prospectus

b. “Any Prospectus” Under § 2(a)(10) (for purposes of Post-Effective Period)
i. Main Rule
IF a communication is EITHER
I. (1) any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or TV (2) which offers any security for sale,
OR

II. a written confirmation of sales
THEN the communication is a prospectus,

UNLESS 

III. Section 2(a)(10)(b) safe harbor applies

IV. the communication qualifies as traditional free writing under § 2(a)(10)(a)
V. Section 4(1) applies

VI. Section 4(3)/Rule 174 applies

VII. Rule 172 applies (exempts only written confirmations of sales)
ii. Types of Communications that Can Be Prospectuses (see Waiting Period)

iii. Offers (see Pre-Filing Period)

iv. Section 2(a)(10)(b) Safe Harbor (see Waiting Period)

v. Traditional Free Writing (§ 2(a)(10)(a)) (Indirect Prospectus Delivery Req.)
I. Rule
IF a communication is preceded or accompanied by a § 10(a) Final Prospectus,
THEN the communication qualifies as traditional free writing and is not a prospectus under § 2(a)(10)
II. Brokers always send confirmation of sales ( confirmation is prospectus so violation of § 5(b)(1) w/o accompaniment by § 10(a) prospectus
vi. Section 4(1) (Secondary Market Exemption from § 5, P.D. Req) 
I. Rule
IF NO person in a securities transaction is an issuer, underwriter, or dealer,

THEN 

A. Section 5 does not apply to that transaction, AND

B. specifically, any communication made by a person in the transaction is not a prospectus (therefore no prospectus delivery requirement)

vii. Section 4(3)/Rule 174 (Dealer Exemption from § 5, P.D. Req)
I. Rule
IF a person in a securities transaction

A. is a dealer,
B. is no longer acting as a UW w/r/t the security involved in the transaction,

AND
C. is outside the relevant Rule 174 time period,

THEN 

D. Section 5 does not apply to that person, AND

E. specifically, any communication made by that person is not a prospectus (therefore no prospectus delivery requirement)

II. Dealer (see § 2(a)(10)): Someone who assists others to buy sec’s
III. No Longer Acting as a UW
A. Rule
IF dealer “no longer acting as a UW”

THEN dealer

1. is not participating in the offering, OR
2. has sold all of its allotment, OR
IV. Rule 174 Time Periods
A. Issuer Was EARI Before Offering (R 174(b))
→ 0 Days after Effective Date
B. Issuer Whose Sec’s Will Be Listed on Natl’ Sec’s Exch. Or NASDAQ
→ 25 Days after Effective Date
C. Non-IPO Issuer
→ 40 Days after Effective Date
D. IPO Issuer
→ 90 Days after Effective Date
viii. Rule 172 (Access Equals Delivery: Exemption from P.D. Req ONLY)
I. Rule
IF, w/r/t a person in a securities offering,

A. the effective registration statement is not the subject of any pending proceeding or examination under §§ 8(d) or 8(e)
B. neither the issuer, UW or participating dealer is subject of pending proceeding under § 8A in connection w/ the offering, 

AND

C. EITHER

1. issuer has
a. filed a § 10(a) final prospectus, OR

b. BOTH
(1) filed a Rule 430A prospectus, AND

(2) EITHER

(a) Will make a good faith and reasonable effort to file a § 10(a) final prospectus within time allowed by Rule 424, OR
(b) If fails to file in accordance with Rule 424, files § 10(a) prospectus as soon as practicable afterwards
OR

2. person is a dealer,
THEN Section 5(b)(1) does not apply to that person to the extent the person sends out written confirmations of sales (therefore no prospectus delivery requirement for person)
c. Section 10 Prospectuses (for purposes of § 5(b)(1) Compliance in Post-Effective Period)
i. Rule
IF a prospectus is a § 10 Prospectus,

THEN the prospectus is a 

I. Section 10(a) Final Prospectus,

II. Rule 431 Summary Prospectus

III. Rule 433 Free Writing Prospectus

IV. Rule 430A, Rule 430B, or Rule 430C Prospectus
4. Traditional Prospectus Delivery Requirement (§ 5(b)(2))
a. Rule
IF any person may transmit securities for sale through interstate commerce,

THEN EITHER

i. the securities are preceded or accompanied by a § 10(a) Final Prospectus, OR
ii. Rule 172 applies

b. Rule 172 (Access Equals Delivery: Exemption from Trad’l P.D. Req)
i. Rule
IF, w/r/t a person in a securities offering,

I. the effective registration statement is not the subject of any pending proceeding or examination under §§ 8(d) or 8(e)

II. neither the issuer, UW or participating dealer is subject of pending proceeding under § 8A in connection w/ the offering, 

AND

III. EITHER

A. issuer has

1. filed a § 10(a) final prospectus, OR

2. BOTH

a. filed a Rule 430A prospectus, AND

b. EITHER

(1) Will make a good faith and reasonable effort to file a § 10(a) final prospectus within time allowed by Rule 424, OR

(2) If fails to file in accordance with Rule 424, files § 10(a) prospectus as soon as practicable afterwards

OR

B.  person is a dealer,


THEN that person’s obligations under § 5(b)(2) are deemed met
c. Practically Insignificant: Most investors do not take physical possession of actual security certificates, but receive only written confirmation of sales

5. Notice Requirement in § 4(3)/Rule 174 Non-Exempt Transactions (R 173)
a. Rule
IF a securities offering is an offering to which the exemption in § 4(3)/Rule 174 from the final prospectus delivery requirement DOES NOT apply,

THEN

i. ANY OF

I. a participating UW, broker, or dealer, OR

II. an issuer (if securities sold directly by issuer)

ii. must send to each purchasing investor

iii. notice that

I. sale took place under 

A. an effective registration statement, OR

B. final prospectus pursuant to an effective registration statement

II. purchaser may have rights under §§ 11 and 12(a)(2)

iv. no later than two business days following completion of the sale

b. Exemption from § 5(b)(1): Notices are not themselves prospectuses

c. Violation Liability SEC ENFORCEMENT ONLY
6. Non-Shelf Updating
a. Practical Significance: Updating in non-shelf context is not big deal b/c generally not a lot of time will pass before entire offering sold
b. Updating the Prospectus
i. How Done
I. Stickering (§ 424(b)(3)-(5)): New information added to relevant page of prospectus
ii. Sources of Duty to Update Prospectus
I. Section 10(a)(3) 9 Month/16 Month Rule, 

A. Rule
IF 

1. a prospectus is used > 9 months after effective date of r/s, AND

2. EITHER

a. info in prospectus is “known to the user of the prospectus”, OR

b. could be provided by user w/o unreasonable effort or expense

THEN info used in prospectus may not be > 16 months old
II. Antifraud Liability under Rule 10b-5 and § 12(a)(2) 
A. Rule
IF prospectus no longer accurate,

THEN Rule 10b-5 and § 12(a)(2) potentially apply 
B. Give issuer incentive to update prospectus

III. Manor Nursing / §12(a)(1) (2d Cir. ONLY)
A. Rule
IF materially misleading prospectus,
→ Not a § 10 prospectus at all, 
→ Violation of § 5(b)(1),

→ § 12(a)(1) crush out liability
B. Criticism
1. Renders §§ 11 and 12(a)(2) superfluous

2. Eliminates due diligence defenses in §§ 11 and 12(a)(2)

IV. Shelf Registration under Rule 415 (see  below)
c. Updating the Registration Statement
i. Main Rule
No duty to update the registration statement
ii. Two Exceptions
I. Shelf Registration Under Rule 415 (see below)

II. Substantive Changes to Prospectus (Rule 424(b)(3))
A. Rule
IF issuer makes substantive change from or addition to a previously filed prospectus,

THEN the issuer must file the change or addition as part of the registration statement
B. “Substantive” Change or Addition
1. Substantive > Material 
C. Reintegrates prospectus and registration statement once filed with SEC ( potentially triggers new effective date.
G. 
Shelf Registration
1. Rationale: Sense that, for certain types of issuers, all these restrictions are unnecessary and/or harmful
2. Section 2(a)(3): Sales and Offers: For convertible bond

a. The bond is deemed as issued today
b. Equity is deemed an offer or sale when it is converted (i.e. when option is exercised).

3. Main Rule (§ 6(a) Sec’s Act / Shawnee Chiles Syndicate (SEC 1941))
IF securities are not intended to be offered immediately or in the near future (>30 days?),

THEN prohibited for issuer to register such securities,

UNLESS Rule 415 applies
4. Rule 415
a. Rule
IF issuer EITHER

i. meets (where applicable)
I. Offering Type Requirement
II. Two-Year Time Limit
III. Updating Requirements
IV. “At the Market” Equity Offering Requirement
V. Three-Year Time Limit

OR

ii. is a WKSI qualifying for automatic shelf registration

THEN 
iii. the issuer qualifies for a shelf registration (= issuer’s securities may be offered on a “continued or delayed basis in the future”), 
iv. (if issuer has previously done a shelf registration) may take advantage of Rule 415(a)(6) rollover opportunities,

v. (if issuer is a WKSI qualifying for automatic shelf registration) the issuer may reap the benefits of automatic shelf registration
AND

vi. the issuer may file a Rule 430B Base Prospectus in satisfaction of § 5(b)(1) (and hence § 10)

b. Offering Type Requirement (R 415(a)(1))
i. Rule
IF shelf registration permissible,

THEN offering involves (ANY OF) securities

I. (R 415(a)(1)(i)) which are to be offered or sold 

A. solely by or on behalf of 

B. a person or persons other than 

1. the issuer

2. a subsidiary of the issuer, OR

3. a person of which the issuer is a subsidiary,
II. (R 415(a)(1)(iv)) which are to be issued upon conversion of other outstanding securities (≈ convertible bonds),
III. (R 415(a)(1)(ix) the offering of which 
A. will be commenced promptly, 
B. will be made on a continuous basis, AND 
C. may continue for a period > 30 days from the effective date,
OR

IV. (R 415(a)(1)(x))
A. registered (or qualified to be registered) on Form S-3 or Form F-3 
B. which are to be offered and sold on an immediate, continuous or delayed basis 
C. by or on behalf of 
1. the issuer, 
2. a subsidiary of the issuer, OR

3. a person of which the issuer is a subsidiary
c. Two-Year Time Limit (R 415(a)(2))
i. Rule
IF an offering is
I. EITHER

A. under Rule 415(a)(1)(viii) (business combinations), OR

B. under Rule 415(a)(1)(xi) (continuous offerings to be commenced properly,
II. not registered on Form S-3
AND

III.  is NEITHER
A. on behalf of a person other than the issuer, NOR

B. issued upon conversion

THEN the securities may ONLY be registered 

IV. in an amount which, 

V. at the time the registration statement becomes effective, 

VI. is reasonably expected to be offered and sold within two years from the initial effective date of the registration.
d. Updating Requirements (R 415(a)(3))
i. Rule
IF shelf registration permissible,

THEN the issuer must furnish the undertaking required by Item 512(a) of Regulation S-K
ii. Item 512(a) Undertaking: Three Requirements
I. Post-Effective Amendments if § 10(a)(3) Requirement
A. Rule (Item 512(a)(1)(i))
IF issuer updates a prospectus used > 9 months after the effective date of the registration statement in order to remove information > 16 months old,

THEN the issuer must file updated prospectus as a post-effective amendment to the registration statement
II. Fundamental Changes
A. Rule (Item 512(a)(1)(ii))
IF 
1. issuer makes “fundamental” changes to the registration statement,

AND

2. BOTH

a. issuer is not a Form S-3 issuer, AND

b. information about material change is NOT 

(1) contained in any Exch. Act filing that is incorporated by reference into the registration statement, OR

(2) included in a filed prospectus supplement under Rule 424(b),

THEN issuer must 

3. update prospectus to reflect changes, AND

4. file updated prospectus as a post-effective amendment to the registration statement

III. Material Changes
A. Rule (Item 512(a)(1)(iii))
IF 
1. issuer makes “material” change to plan for distribution of the offering (e.g., # of shares),
AND

2. (see above, Fundamental Changes, II.A.2 [“BOTH…”])
THEN issuer must file post-effective amendment to the registration statement containing the material change
e. “At the Market” Equity Offering Requirements (R 415(a)(4))
i. Rule
IF an offering

I. is an “at the market” equity offering,

II. by or on behalf of the issuer,

THEN the issuer may only make use of § 415(a)(1)(x) to qualify for a shelf registration

ii. At the Market Equity Offering (R 415(a)(4))
Definition:
I. an offering of equity securities, 
II. into an existing trading market for outstanding shares of the same class 
III. at other than a fixed price

iii. Section 415(a)(1)(x) (see also above – Offering Type Requirement)

I. Definition
An offering of securities

A. registered (or qualified to be registered) on Form S-3 or Form F-3 

B. which are to be offered and sold on an immediate, continuous or delayed basis 

C. by or on behalf of 

1. the issuer, 

2. a subsidiary of the issuer, OR

3. a person of which the issuer is a subsidiary
f. Three-Year Time Limit (R 415(a)(5))
i. Rule
IF the shelf registration is permissible of an offering registered
I. under Rule 415(a)(1)(vii),
II. BOTH

A. under Rule 415(a)(1)(ix), AND

B. on Form S-3 or F-3


OR

III. under Rule 415(a)(1)(x),

THEN the securities must not be offered, w/o re-registration, longer than the LATER OF

IV. three years

V. (if registered under a prior shelf registration statement) the EARLIER OF

A. the effective date of the new registration statement, AND

B. 180 days after the third anniversary of the initial effective date of the prior registration statement,


AND

VI. (if continuous offering of securities) the effective date of the new registration statement

ii. Rule 415(a)(1)(vii) (we did not cover)
iii. Rule 415(a)(1)(ix)
I. Definition
An offering of securities, the offering of which 

A. will be commenced promptly, 

B. will be made on a continuous basis, AND 

C. may continue for a period > 30 days from the effective date,

iv. Rule 415(a)(1)(x)
I. Definition
An offering of securities
A. registered (or qualified to be registered) on Form S-3 or Form F-3 

B. which are to be offered and sold on an immediate, continuous or delayed basis 

C. by or on behalf of 

1. the issuer, 

2. a subsidiary of the issuer, OR

3. a person of which the issuer is a subsidiary

g. Rule 415(a)(6) Rollover Opportunities
i. Rule
IF issuer

I. qualifies for a shelf registration under Rule 415,

II. has previously done a shelf registration 

III. that falls under the three-year (or thereabouts) time limit under Rule 415(a)(5) (see above)

THEN issuer may

IV. include in a new registration statement any unsold securities covered in the earlier shelf registration statement falling under Rule 415(a)(5), 
AND

V. roll over any previously paid and unused filing fees w/r/t the unsold securities to offset filing fees for the new registration statement
h. Automatic Shelf Registration for WKSIs (R 405)
i. Rationale: WKSIs have much greater analyst coverage
ii. Rule
IF
I. a WKSI

II. files an automatic shelf registration for an offering on Form S-3, AND

III. complies with the three year time limit
THEN

IV. the WKSI qualifies for, and is entitled to benefits of, automatic shelf registration
iii. Three Year Time Limit
I. Rule: Automatic Registration Statement effective for three years from effective date

II. Housekeeping Effect
A. Since automatic shelf registration statements become effective on filing, three-year time limit just serves housekeeping purpose for WKSIs by aggregating all updates into one document
iv. Benefits of Automatic Shelf Registration
I. R/S and P/E Amendments Effective Upon Filing (R 462)
II. R/S and P/E Amendments Deemed Filed on Proper Forms (R 401(g)(2))
A. Rule: Automatic shelf registration statement and any post-effective amendment deemed filed on proper forms unless and until SEC objects
III. WKSI may Register Unspecified Amount of Securities on R/S (R 430B(a))
A. Rules
1. WKSI may register unspecified amount of securities on automatic shelf registration statement

2. Automatic shelf registration statement need only indicate name or class of securities

IV. WKSI may Add Additional Securities Classes w/o New R/S (R 413(b))
A. Rule: WKSIs may add additional classes of securities to automatic shelf registration statement through post-effective amendment

V. WKSI may Choose Pay-as-you-go Filing Fees (R 456(b))
A. Rule: WKSI may pay filing fees only when securities are actually sold

VI. Exch. Act Reports Automatically Update Registration Statement
i. Rule 430B Base Prospectus
i. Permissible Omissions
I. Rule 415(a)(1)(vii) or (x) Shelf Offerings (R 430B(a))
A. Rule
IF shelf offering under EITHER

1. Rule 415(a)(1)(vii), OR
2. Rule 415(a)(1)(x)
THEN prospectus may omit information that is 

3. unknown, OR 
4. not reasonably available 

B. Information “Not Reasonably Available”
1. Public offering price

2. UW discount and other price-related info

II. Rule 415(a)(1) Shelf Offerings BESIDES (vii) and (viii) (R 430B(a))
A. Rule
IF shelf offering under Rule 415(a)(1) BUT NOT EITHER
1. Rule 415(a)(1)(vii), OR
2. Rule 415(a)(1)(viii),
THEN prospectus may omit

3. whether offering is 

a. a primary offering, 

b. an offering on behalf of persons other than issuer, OR

c. a combination thereof,
4. plan of distribution of securities

5. description of securities registered (other than identification of name or class), AND
6. identification of other issuers

B. Application to WKSIs
1. WKSIs can omit info, even if known, about plan of distribution, type of securities, whether primary/secondary offering, etc (but not name or class of securities)
III. Certain Rule 415(a)(1)(i) Shelf Offerings (R 430B(b)(2))
A. Rule
IF a shelf offering is
1. under Rule 415(a)(1)(i),

2. conducted by issuer eligible for Form S-3 or F-3

AND

3. EITHER

a. on an automatic shelf registration statement, 
OR

b. in a situation where ALL OF

(1) the initial offering transaction of the securities, the resale of which are being registered on behalf of each of the selling security holders, was completed,

(2) the securities were issued and outstanding prior to the original date of filing the registration statement covering the resale of the securities,

(3) the registration statement refers to any unnamed selling security holders in a generic manner by identifying the initial offering transaction in which the securities were sold,

AND

(4) the issuer was not, in the past three years, a blank check or shell company or an issuer in a penny stock offering


THEN the prospectus may omit

4. the information specified in Rule 430B(a),

5. the identities of selling security holders, AND

6. amounts of securities to be registered on behalf of selling security holders
ii. Updates
I. Timing Of (R 424(b)(2))
A. Rule
IF 430B prospectus used for

1. primary offering of securities under Rule 415(a)(1)(x),

2. primary offering of securities registered for issuance on delayed basis under Rule 415(a)(1)(vii),
3. primary offering of securities registered for issuance on delayed basis under Rule 415(a)(1)(viii) that discloses the public offering price, and description of securities or similar matters
THEN updated prospectus must be filed w/ SEC no later than 2 business days following EARLIER OF

4. date of determination of price, OR

5. date first used after effectiveness
II. How To
A. Rule (R 430B(d))
Issuers may update 430B prospectus through

1. prospectus supplement,

2. Exchange Act report (incorporated by reference), OR

3. post-effective amendment

B. Effect of Updating
1. Rule
Update deemed part of registration statement, which 

→ (issuer and UWs) new effective date of r/s under § 11

→ (officers, directors, experts, other Δs) no change in date
iii. Satisfaction of § 5(b)(1)
I. Rule: 430B prospectus meets § 10 prospectus ONLY FOR purposes of § 5(b)(1)

A. Thus, will not satisfy 
1. Rule 172 access = delivery

2. Section 5(b)(2) trad’l prospectus delivery requirement

3. Section 2(a)(10)(a) traditional free writing, OR

4. Rule 433(b)(2) free writing prospectus
Summary – 415(a)(1)(x) Shelf Comparison
	
	Non-Automatic Shelf
	Automatic shelf (WKSI) – Rule 405

	New classes of securities
	
	Include new classes through post-effective amend (automatically effective, Rule 413(b)).

	Re-registration
	Every 3 years, Rule 415(a)(5)
	Every 3 years, Rule 415(a)(5)

	Effective date
	180 days past 3 years and continuous offerings, Rule 415(a)(5)(ii)
	Effective upon filing (includes auto. shelf reg. and post-effective amend.), Rule 462(e); Rule 415(a)(5)

	Filing fees + unsold sec.

Rule 415(a)(6)
	Carry forward of unsold securities and filing fees
	Carry forward of unsold sec; pay-as-you-go filing fee, Rule 456(b)


VII. PUBLIC OFFERING ANTIFRAUD LIABILITY

A. Overview
1. Section 11: Liability for fraud in the registration statement
2. Section 12(a)(1): Strict liability for violation of rules of registration process
3. Section 12(a)(2): Liability for fraud in the prospectus and related documents
B. Section 11
1. Main Rule
Actionable violation IF


a. π is

i. any person acquiring such security

ii. UNLESS it is proved that at time of acquisition person knew of untruth or omission,

b. Δ is

i. a signer of the registration statement (includes issuer, CEO, CFO) (§§ 11(a)(1), 6(a))
ii. a director of or partner in issuer at time of filing of registration statement (§ 11(a)(2))
iii. anyone who consented to being named in registration statement as being or about to become a director or partner (§ 11(a)(3))
iv. an expert who prepared or certified a part of the registration statement §§ 11(a)(4)
v. a UW (§ 11(a)(5))
vi. a controlling person of any of the above (e.g., parent corporation) (§ 15)
c. in any part of the registration statement, when such part became effective, EITHER

i. contains a misstatement of fact, OR

ii. omitted to state a fact required to be stated therein or necessary to make the statements therein not misleading,

d. such misstatement or omission is material,

e. NONE of the following defenses (not applicable to issuers) is available
i. Due Diligence Defense
ii. Loss Causation Defense
AND


f. π has damages
2. Standing
a. Tracing Requirement
i. Rule (Krim)
IF standing to sue under § 11,
THEN π

I. is a purchaser

II. (tracing requirement) who can demonstrate with certainty that his shares are traceable to the challenged registration statement (mere probability insufficient)
ii. Rationale
I. Statutory: § 11 requires purchaser “of such security” – the one sold in bad r/s

II. Policy: Worry about too much liability

iii. Practical Effect: In practice, tracing limits liability to IPOs and non-equity offerings.

I. Where Tracing Generally Works
A. Bond issues

B. Lock-up agreements with IPO.

II. Where Tracing Generally Does Not Work
A. Seasoned offerings, esp. from those who do not buy directly from underwriters (i.e. buy in secondary market)

B. Those who sue usually not ones who initially bought b/c profit usually goes up and then down.
iv. Krim v. pcOrder.com Inc. (2005, p. 495)  (95% shares from IPO or SPO, only small fraction from insiders, π buys from secondary market)
I. Rejects probability argument: that in this case, with 3,000 shares and 95% of vault either IPO or SPO, probability that at least one share from IPO or SPO is 90%

3. Statute of Limitations (§ 13)
IF π has standing under § 11,

THEN suit brought by shorter of

a. one year after π on inquiry notice (= knew or should have known, given reasonable care, of facts giving rise to his claim), OR 

b. three years after the securities were offered to the public
4. Defendants
a. Signers of Registration Statement
i. Section 6(a) requires that issuer sign registration statement ( triggers liability

b. Directors/Partners (§ 11(a)(2), (3))
c. Various Experts (§ 11(a)(4))

i. Various experts who prepared or certified part of r/s (i.e., the “expertised portion”)
d. Underwriters (§ 11(a)(5))
i. Not treated as experts

ii. Like aiding and abetting (like Kennedy in Central Bank)

e. Controlling Person of Any of the Above (§ 15)
i. E.g. parent corporation

5. Elements of Cause of Action
a. Misstatement or Omission
i. Time of Determination: As of the effective date of the registration statement

ii. Possibility of Multiple Dates: Different parts of registration statement may become effective on different dates (e.g., post-effective amendments) and thus may have different effective dates
b. Materiality (see above)

c. Scienter: NONE (Strict Liability)
i. BUT, Due Diligence Defense (see below)
d. Reliance: NONE until 1 year earnings statement
i. Rule
IF 

I. issuer makes public an earnings statement

II. covering a period of at least 12 months beginning after the effective date of the registration statement,

THEN π bears burden of demonstrating reliance
e. Causation: NONE
i. BUT, Loss Causation Defense (see below)
6. PSLRA Provisions
a. Applicable (see above)
i. Discovery stay

ii. Forward-looking safe harbor (but not IPOs)

iii. Lead plaintiff provision

iv. Proportionate liability for outsider directors

v. Mandatory sanctions for frivolous suits

vi. Judicial review of attorney fees for reasonableness

b. Not Applicable
i. Pleading scienter w/ particularity
7. Defenses (ISSUER CANNOT USE)
a. Section 11(b) Director defense: for stepping down & notifying SEC
b. Loss Causation Defense (§ 11(e)) (see Damages)
c. Due Diligence Defense (§ 11(b)(3))
W/r/t whether statements in r/s were true and whether there was an omission, various actors must show:
	
	Expertised
	Non-Expertised

	IF Experts
	- Reasonable investigation

- Reasonable and actual belief in statements

(§ 11(b)(3)(B))
	Not applicable (experts (e.g., auditors) not responsible for anything other than audited financials)
(§ 11(a)(4))

	IF Non-Experts
	- No investigation requirement
- Reasonable and actual belief in statements (“reliance defense”) – can rely on investigation of expert

(§ 11(b)(3)(C) shield)
	- Reasonable investigation 

- Reasonable and actual belief in statements 

§11(b)(3)(A)

e.g. CEO, directors, underwriters


i. Due Diligence in General
I. Reasonableness 
A. General Standard: Prudent man in the management of his own property
1. Relevant Factors (R 176)
2. Δ’s Identity
3. Reasonable reliance on officers, employees, and others

4. If UW, type of arrangement, role of UW and availability of info w/r/t the registration

5. Whether, w/r/t fact or document incorporated by reference, the Δ had any responsibility for the fact or document at time of filing from which it was incorporated
B. Reasonable and Actual Belief
1. For Non-Experts
a. Officers & Directors: Credibility problem ( tough time getting due diligence defense because cannot show actual belief
b. Outsiders: If no access to facts, might be able to show actual belief
C. Reasonable Investigation
1. For Non-Experts: 
a. “Red Flag” Rule (WorldCom)
IF non-expert reliance on expertised portions of r/s is justified,

THEN EITHER

(1) there are no red flags w/r/t those portions, OR

(2) non-expert conducted reasonable investigation w/r/t red flags
b. Red Flags (def): facts which come to Δ’s attention which would place reasonable party in Δ’s position on notice that audited company was engaged in wrongdoing to the detriment of its investors
c. Not a full audit, but must look at easily obtainable documents, e.g., board minutes, contracts, prior SEC filings); can’t blindly rely
II. Experts & Non-Experts
A. Experts: Accountants

B. Non-Experts
1. Top executive officers

2. UWs

3. Outside directors of issuer w/ some specific role in the offering (e.g., attorney-director or UW-director)

4. Outside directors w/ no other role

5. Counsel (would relieve everyone from liab.
III. Expertised & Non-Expertised
A. Expertised: Issuer’s audited financials

B. Non-Expertised:
IV. Escott v. BarChris (1968, p. 506) due diligence defense  (bowling alley)
ii. Due Diligence for Underwriters
I. Reasonable and Actual Belief (see above)

II. Reasonable Investigation
A. Reliance on Comfort Letters
1. Rule (WorldCom): UWs may not rely on an accountant’s comfort letters for interim financial statements ( they do not “expertise” any portion of registration statement

B. Shelf Registration and Due Diligence

1. Problem: Shelf offerings ( do takedown and select underwriter within days.  SO amount of time to do due diligence is smaller ( solution was continuous due diligence
2. Rule: Same due diligence obligation for shelf registration as for reasonable investigation
a. What is NOT OK for due diligence for non-expertised portion:
(1) Relying on comfort letter alone
(2) Limited number of convos with issuer or auditor
(3) Cursory inquiries
(4) Failure to go behind any of almost formulaic answers given to q’s
(5) Failure to inquire into issues of prominence in UW’s own internal evaluations of financial condition of issues or in press.
b. Must investigate even if investigation would not have uncovered problem (this is not a defense)
C. In re WorldCom (SDNY 2004, p.516) (fraud in audited and non-audited financials, line-item expense – sue underwriters)

1. Here, red flag was expenses/revenue b/c WorldCom expenses were lower than competitors (even though D could argue this is not necessarily fraud – could mean WorldCom more efficient, i.e. innocent explanation; and even though E/R ratio was publicly available)
2. Rejects continuous due diligence in this case b/c red-flag-like flags, i.e. warning signs b/c UWs had downgraded Worldcom recently.
a. Unclear whether continuous due diligence is always insufficient, or just this narrow situation where there were red-flag-like flags
3. Post-Worldcom: Counsel for underwriter stays the same b/c issuer selects counsel – but conflict of interest b/c issuer hires firm, so no incentive to dig deeply.

8. Damages
a. Main Rule (§ 11(e))
Damages =  [Lesser of (Price Paid) AND (Offering Price)] – 

I. (if π sold shares before filing suit) 
→ price at which π sold shares
II. (if π still owns shares at end of suit) 
→ value of shares at time of filing of suit
III. (if π sold shares after filing suit but before judgment)
→ Greater of 


(price at which π sold shares) 


AND 


(value of shares at time of filing of suit)
ii. Notes
I. Implicit Loss Causation
A. Policy choice that if price goes down, it is due to factors unrelated to fraud, so ignore damages.

B. Policy choice that if price goes up, it is due to initial panic selling, so true statement of fraud is higher price.

II. Offering Price Damages Cap (§ 11(g))
A. Recognizes that in secondary market, it’s not issuer who’s benefiting, it’s outsider investors
B. Cap also operates as automatic loss causation b/c change to $30 could represent unrelated factors
iii. “Value”
I. Beecher v. Able  

A. π argues: value < market price b/c market slow to respond

B. Δ argues value > market price b/c panic-selling, undisclosed positive info

C. Held: Court sides with Δ, determining value = $84.92 (not market price $75) b/c irrationalities affected market via panic selling
1. Court follows past pattern of price falling, but ignores the fraudulent announcement!

II. Policy: probably should just be value = price, judges bad at these decisions.

b. Loss Causation Defense (§ 11(e))
i. Rule
IF Δ can prove that portion of depreciation of stock’s value resulted from factors other than misstatement/omission in registration statement,

THEN Δ’s liability reduced by that portion

UNLESS π rebuts

ii. Defendants can reduce differential between offer price and value by arguing:

I. At same time fraud released, other negative events happened (firm-specific or overall market) causing price to drop.

iii. Plaintiffs rebut that drop was in excess of market movement, other positive undisclosed info, and leaked info about fraud prior to event study.

iv. Akerman v. Oryx Communications (2d Cir. 1987, p.535)
I. Held: Misstatement in r/s overstating earnings not the cause of price drop, because (1) prospectus was pessimistic, (2) there was no decline in price between time of public disclosure and filing of suit, and (3) π failed to give statistical evidence showing why, controlling for other factors, Oryx’s decline was abnormal

c. Joint and Several Liability (§ 11(f))
i. In General: Defendants are joint and severally liable

ii. BUT, certain defendants receive cap on damages:

I. (§ 11(e)) UW’s liability capped at total price underwritten & distributed 

II. (§ 11(f)(2)) Outsider directors are proportionately liable if they did not know of violation

C. Section 12(a)(1)

1. Main Rule
Actionable violation IF


a. π is person who purchased security
b. Δ is any person who offered or sold security to π

c. security was offered or sold in violation of § 5

d. w/in statute of limitations
2. Standing & Defendants
a. Rule (Pinter / Reg S-K Item 512(a)(6))
IF π may sue a Δ under § 12(a)(1)

THEN π “purchased a security” from Δ such that ANY OF
i. there is privity between the π and Δ, 

ii. BOTH

I. Δ solicits π to buy security, 
AND

II. Δ’s activity was motivated in part by a desire to serve EITHER

A. his own financial interests, OR

B. those of the securities owner
OR

iii. BOTH 

I. Δ is issuer in an Item 512(a) undertaking in a shelf registration (Item 512(a)(6)),

AND

II.  π purchased in the shelf distribution 

b. Pinter v. Dahl (1988, p. 544)
i. Held: Adopts test above; rejects substantial factor test

ii. Rationale:
I. Rejects substantial factor test (substantial factor in transferring securities) because:

A. Policy: Uncertainty as to who is a Δ
B. Statutory: “Offer” does not mean “substantial factor” 2(a)(3)

II. Adopts Test b/c

A. Policy: Want risk of liability on solicitors

B. Statutory: “Offer” includes solicit, and buyer “purchases from” solicitor even if solicitor does not hold title
3. Elements of Cause of Action
a. Section 5 Violation
b. Scienter: NONE
4. Statute of Limitations (§ 13)
a. 1 year from discovery, OR

b. 3 years from sale
5. Defenses: NONE
6. Remedy: EITHER
a. Rescission
(Consideration for Security + Interest) – (Income Earned)

OR 

b. (if π no longer owns the security) Rescissionary Damages
(Consideration for Security + Interest) – amount realized – income received

7. Integration
a. Rule
IF issuer violates § 5 w/r/t one investor (e.g., forgets to send § 10 prospectus),

THEN 

i. all transactions have violated §5, AND

ii. any investor can sue 
b. Usually not a problem b/c access = delivery)

D. Section 12(a)(2)

1. Main Rule
Actionable violation IF

a. offer or sale of a security was by means of EITHER

i. a prospectus, OR

ii. oral communication (relating to a prospectus),

b. π is person who purchased security,
c. Δ is any person who offered or sold security to π,


d. prospectus or oral statement EITHER

i. contains a misstatement of fact, OR

ii. omitted to state a fact required to be stated therein or necessary to make the statements therein not misleading,

e. such misstatement or omission is material,

f. w/in statute of limitations,
g. π has damages
AND
h. NONE of the following defenses is available

i. π's Actual Knowledge
ii. Reasonable Care
iii. Loss Causation
2. Standing & Defendants
i. A “prospectus”
ii. “Prospectus” Under § 12(a)(2)
I. Rule (Gustafson)
IF liability for fraud by means of a prospectus under § 12(a)(2),

THEN alleged prospectus is

A. a § 10 prospectus, OR MAYBE (b/c Gustafson is unclear)
B. a document used in a public offering

II. Effect: Private placements and secondary market transactions are not prospectuses.  But still room left for other docs used in public offering to be deemed prospectuses, e.g. Rule 433 FWPs

III. Criticism
A. § 2 is definitional section, not § 10
B. Rule is inconsistent with § 5(b)(1), which clearly uses “prospectus” in two ways; if read “prospectus” in § 5(b)(1) to mean “§ 10 prospectus,” provision is meaningless and inoperable
IV. Gustafson v. Alloyd (U.S. 1995, p. 552)
A. Held: Contract of sale here not held out to the public ( not a prospectus.

iii. Timing
I. Rule: Accuracy of prospectus measured as prospectus is being used, not as of effective date
b. Eligible Plaintiffs & Defendants
i. Rule (Pinter / Gustafson-Valence / R 159A / Reg S-K Item 512(a)(6))
IF π may sue a Δ under § 12(a)(2),
THEN 
I. π purchased security in a transaction which prospectus delivery was required (Gustafson-Valence),

AND

II. π “purchased a security” from Δ such that ANY OF

A. there is privity between the π and Δ (Pinter),
B. BOTH 
1. Δ is issuer in EITHER

a. an initial distribution of securities (R 159A), OR

b. an Item 512(a) undertaking in a shelf registration (Item 512(a)(6)),

AND
2.  π purchased in the initial/shelf distribution 

OR

C. BOTH (Pinter)
1. Δ solicits π to buy security, 
AND

2. Δ’s activity was motivated in part by a desire to serve EITHER

a. his own financial interests, OR

b. those of the securities owner
ii. Transaction in Which Prospectus Delivery was Required
I. Includes
A. Initial distributions

B. Secondary distributions in which prospectus delivery required

II. In re Valence Technology Securities Litigation (N.D. Cal 1996, p.559)

A. Held: Secondary purchasers to whom duty of prospectus delivery was not owed cannot be plaintiffs under § 12(a)(2)/Gustafson
3. Elements of the Cause of Action
a. Misstatement or Omission
b. Materiality (see above)
c. Scienter: NONE (but reasonable care defense)

d. Causation (“By Means of”)
i. Rule (Sanders)
IF prospectus affected the market price,

THEN “by means of” causation requirement satisfied

ii. Sanders v. John Nuveen & Co. (7th Cir. 1980, p.562)

I. Held: prospectus reporting on issuer’s financial condition affects market price, therefore causation satisfied; publication of true financials would have caused collapse of market in notes.

4. Statute of Limitations (§ 13)
a. 1 year from discovery, OR

b. 3 years from sale
5. Defenses
a. π's Actual Knowledge of Misstatement or Omission in Prospectus
b. Reasonable Care Defense
i. Rule
IFΔ’s can prove, w/r/t misstatement or omission,

I. No actual knowledge, AND

II. In exercise of reasonable care, could not have known,

THEN no § 12(a)(2) liability
ii. Second Circuit Interpretation
I. Section 11 due diligence (reasonable investigation) defense more stringent than § 12(a)(2) reasonable care defense
c. Loss Causation Defense (see also § 11, Akerman)
i. Rule
IF Δ can prove that portion of depreciation of stock’s value resulted from factors other than misstatement/omission in registration statement,

THEN Δ’s liability reduced by that portion

6. Damages: Rescission or rescissionary damages (see § 12(a)(1))
VIII. PRIVATE PLACEMENTS (EXEMPT OFFERINGS)

A. Introduction

1. Types of Exemptions
a. § 3(b) of Securities Act: Allows SEC to exempt transactions of < $5 million
i. Rule 504 of Reg D
ii. Rule 505 of Reg D
b. § 4(2) of Securities Act: Exempts specific transactions
i. Ralston / Doran
ii. Rule 506 of Reg D
2. § 5 of Securities Act ( must be complied with if no exemption; violation ( 12(a)(1)
3. Exemption from §5
a. Gets You Out Of
i. Mandatory disclosure (registration statement and periodic filings)

ii. Gun-jumping rules (restrictions on information disclosure, prospectus delivery, prospectus and r/s updating), and thus § 12(a)(1) liability
iii. Heightened antifraud liability (§§ 11 and 12(a)(2))

4. Rationale for Private Placement Exemptions
a. High Costs: Regulation is very costly and sometimes discourages issuers from selling securities to investors, either by turning to other forms of financing or by eschewing an otherwise profitable business venture altogether

b. Low Benefits: Regulation not needed as much to protect sophisticated investors

B. Section 4(2) Offerings

1. Section 4(2): 
a. Rule
IF transaction does not involve a public offering,

THEN § 5 does not apply

b. Public Offering
i. Rule (Ralston Purina)
IF “public offering” under § 4(2),

THEN Δ must prove the offerees of the offering do not need the protections afforded by registration/can fend for themselves
ii. Need for Protections Afforded by Registration/Fending For Themselves
I. Rule (Doran)
IF offerees have no need for protections afforded by registration/can fend for themselves,
THEN BOTH

A. the information that would afforded by a registration statement in a public offering was available to all offerees,
AND

B. the other factors weigh against need for protections
II. Available Information
A. Rule (Doran)
IF required information available to all offerees,

THEN all offerees EITHER

1. have access to required information, OR

2. have actually been furnished required information

B. Access
1. Rule (Doran)
IF offeree has access to required information,

THEN offeree has relationship with issuer, such as based on employment, family, or economic bargaining power, that enables offeree to effectively obtain required information

III. Other Factors (Sec’s Act Rel. No. 285, Doran)
A. Number of Offerees
1. Not merely number of actual purchasers

2. SEC Rule of Thumb: > 35 Offerees → Public
B. Sophistication of Offerees
1. Not clear: Investing experience; wealth?

2. Solution is Reg D

C. Relationship of Offerees
1. To each other and to issuer
D. Number of Units Offered
E. Size of the Offering
1. SEC Rule of Thumb: > $50 million → Public
2. Rationale: Don’t cut off small companies from capital mkts
F. Manner of the Offering, e.g.,
1. Personal contact between issuer and offerees

2. Lack of public advertising

3. Lack of intermediaries such as investment bankers or securities exchanges

4. Other public offering tactics
2. Ralston Purina (U.S. 1953, p. 569)  ($2m offering to “key employees”, i.e. anyone in firm)

a. Held: Offer to company’s own “key employees,” not marked off by sophistication or access, is not a private placement
3. Doran v. Petroleum Mgmt. Corp. (1977 p. 571)  ($125K securities sold to Doran, who has petroleum engineering degree, net worth $1m, other $ invested in oil, + other offerees)

a. Held: Investor’s sophistication not enough without showing of access or disclosure of info
C. Regulation D: Rules 504, 505, and 506
1. Notes
a. NONE IS MUTUALLY EXCLUSIVE
b. PERSON CLAIMING BEARS BURDEN OF PROOF
2. Common Elements
a. Form D Requirement (R 503)
i. Rule: Issuers engaged in offering under Rules 504, 505, or 506 must file Form D w/SEC by fifteenth day after start of the offering

b. Disqualification (R 507)
i. Rule 
IF issuer subject to an order, judgment, or decree by any court enjoining it from violating R 503,

THEN issuer disqualified from using Regulation D
c. Accredited Investor (R 505 & 506 Only) (R 501(a)(1), (3), (4), (5), (6))
i. Definition: Anyone an issuer reasonably believes to be ANY OF
I. Banks (broker-dealers)

II. Entities (trusts, partnerships, corporations) 
A. not formed specifically to acquire securities offered (look-through rule), AND

B. w/ > $5 million in assets
III. Directors or executive officers of issuer

A. Executive defined by 501(f) = CEO or VP in charge of principal business unit or policymaking function (uncertain).

IV. Natural person whose individual net worth, or joint net worth w/ spouse, at time of purchase > $1 million (class of asset irrelevant)

V. Natural person who
A. has

1. individual income > $200K in each of most two recent years, OR

2. joint income w/ spouse > $300K with spouse in each of most recent two years, 

AND
B. has reasonable expectation of reaching same income level in current year

d. Prohibition on General Solicitation (R 502(c))
i. Application:
I. Rules 505 & 506 CATEGORICALLY
II. Rule 504 CONDITIONALLY
ii. Main Rule: Neither issuer nor any person acting on its behalf shall offer or sell securities by any form of general solicitation or advertising
iii. General Solicitation or Advertising
I. Considerations:
A. Pre-existing Relationships 
1. Pre-existing relationships between issuer and offeree that would enable issuer (or person acting on its behalf) to be aware of financial circumstances or sophistication of persons with whom relationship exists or that otherwise are of some substance and duration.
B. Sophistication of offeree (but maybe not – maybe only pre-existing relationship [above] matters)
C. Number of offerees
II. Note: Preexisting relationship is not dispositive ( some investors are so clearly sophisticated (e.g. hedge fund manager) that do not need preexisting relationship.

iv. In re Kenman Corp. (SEC 1985, p. 585)  

I. Facts: Private placements, issuer contacted prior participants in offering, execs of Fortune 500 companies, all Cali physicians, engineers, prior investors of $10K+.

II. Held: Issuer engaged in general solicitation and thus cannot use 4(2) and Rule 506 safe harbor.

v. Mineral Lands Research No Action Letter (SEC 1985, p. 587)

vi. Effect: Private Placement Agents Indispensable
I. Internet startup with few preexisting relationships must hire a placement agent to determine which investors are accredited/sophisticated (often questionnaires).

II. If agent is broker-dealer, further limits on ability to sell to investors, must be suitable to risk profile of investors
e. Disclosure Requirements (R 505 & 506 Only)
i. Accredited Investors: NONE

ii. Non-Accredited Investors
I. ALL (R 502(b)(2)(iv)-(v): 

A. Brief written description of any material written info concerning the offering given to accredited investors

B. (if written request from non-accredited investor) info given to accredited investor w/in reasonable time prior to purchase

C. Opportunity to ask questions and receive answers relating to offering

D. Info necessary to verify accuracy of mandatory disclosure items IF (1) requested by purchaser AND (2) possessed or acquirable w/o unreasonable effort or expense
II. IF Issuer is non-EARI
A. Financial Disclosure (R 502(b)(2)(i)(B)(1)-(3))
1. Offering < $2 million: Item 310 of Reg S-B (except only issuer’s balance sheet must be audited)
2. Offering < $7.5 million: Financial statement info contained in Form SB-2 (but see exception, p.593)
3. Offering ≥ $7.5 million: Financial statement info contained in public offering registration statement (but see exception, p. 593)
B. Non-Financial Disclosure (R 502(b)(2)(i)(A)): Same kind of info contained in Part I of registration statement used in a public offering
III. IF Issuer is EARI: Must disclose ALL OF
A. (R 502(b)(2)(ii)(A)-(B)) EITHER
1. ALL OF

a. most recent annual report,

b. definitive proxy statement, AND

c. (only if requested by purchaser in writing) most recent 10-K

OR

2. (only if it contains info found in annual report) most recent 10-K

B. Any more recent Exchange Act filings since those provided under Rules 502(b)(2)(ii)(A) or (B)
AND

C. (R 502(b)(2)(ii)(C)) Brief description of 

1. the securities being offered

2. the use of proceeds from the offering, AND

3. any material changes in issuer’s affairs that are not disclosed in the documents furnished
f. Resale Limitations (R 502(d))
i. Application:
I. Rules 505 & 506 CATEGORICALLY
II. Rule 504 CONDITIONALLY
ii. Prohibition on Resale: Securities sold under Regulation D are deemed restricted securities and generally may not be resold
iii. Issuer Reasonable Care Obligation
I. Rule
IF securities sold under Regulation D are not

A. registered through a public offering, OR

B. sold through another exemption under §5,

THEN issuer must take reasonable care to assure they are not resold
II. Rationale: Without limitation, could re-create firm commitment offering through private placement + immediate resales ( need balance.

III. Reasonable Care (R 502(d)(1)-(3))
A. Satisfied by
1. Reasonable inquiry into purchaser

2. Written disclosure to purchasers that securities are restricted

3. Legend referring to restrictions on transferability

g. Integration (R 502(a))
i. Integration (def): Nominally separate offers and sales treated as one transaction

ii. Rationale: Prevent issuers’ nominally breaking things up in order to get around rules and do de facto public offerings that are exempt
iii. Two Ways to Avoid Under Rule 502(a) 
I. Safe Harbor
II. Balancing Factors
iv. Safe Harbor (R 502(a))
I. Rule
IF, w/r/t an offering under Regulation D, sales take place EITHER

A. > 6 months before start of offering, OR

B. > 6 months after completion of offering

THEN integration safe harbor applies,

UNLESS 

C. issuer offers or sells securities 

D. that are of the same or similar class as those offered or sold under Regulation D 

E. at any time EITHER

1. 6 months before start of offering, OR

2. 6 months after completion of offering

v. Balancing Factors (R 502(a))
I. Whether the sales
A. Are part of a single plan of financing
B. Involve issuance of the same class of securities
C. Have been made at or about the same time
1. E.g., 2 years sufficiently different

2. SC: timing is most important b/c unlikely a sham if far apart

D. Are made for the same general purpose
1. E.g. different if one to build factory and one not
II. Whether the same type of consideration is being received

A. Doesn’t matter if both for cash; matters if two different non-cash

vi. Effect: Once two offerings are integrated, must worry about other Reg D requirements for whole offering, e.g., aggregate offering price, number of purchasers, etc. 
I. This can infect an otherwise good offering (via, e.g., MAOP, that has been integrated into an integration-defective offering)
vii. Summary – ask two questions:

I. Whether two offerings are combined for purposes of determining Reg D eligibility

A. Turns on integration

II. Consequence if no eligibility (only for security being used as anchor)

3. Rule 504
a. Promulgated Under: § 3(b)

b. Ineligible Issuers
i. EARIs
ii. Investment Companies

iii. Blank Check Companies

c. Maximum Aggregate Offering Price (MAOP): 

i. Rule
MAOP = 
($1 million of securities) – 
SUM OF 

securities sold in 12 months preceding offering pursuant to any offering

(under § 3b [includes Rule 504 & Rule 505])
AND

(in violation of § 5)

d. Maximum Number of Purchasers: NONE

e. Prohibition on General Solicitation: CONDITIONAL (see common elements if yes)
i. Rule (R 504(b)(1)(i)-(iii))
IF no prohibition on general solicitation,
THEN issuer sells exclusively in a state that 

I. provides for registration of its securities under state law, AND

II. requires public filing and delivery to investors of a “substantive disclosure document” prior to sale
f. Disclosure Requirements: NONE
g. Resale Restrictions: CONDITIONAL (see common elements if yes)

i. Rule (R 504(b)(1)(i)-(iii))
IF no prohibition on resale of shares,

THEN issuer sells exclusively in a state that 

I. provides for registration of its securities under state law, AND

II. requires public filing and delivery to investors of a “substantive disclosure document” prior to sale
4. Rule 505
a. Promulgated Under: § 3(b)

b. Ineligible Issuers
i. Investment Companies

ii. Issuers involved in a past securities laws violation

c. Maximum Aggregate Offering Price (MAOP):
i. Rule
MAOP = 

($5 million of securities) – 

SUM OF 

securities sold in 12 months preceding offering pursuant to any offering

(under § 3b [includes Rule 504 & Rule 505])

AND

(in violation of § 5)

d. Maximum Number of Purchasers: 35

i. Excluded
I. Any relative, spouse, or relative of the spouse of a purchaser who has the same principal residence as the purchaser

II. Accredited Investors (see above)
ii. Entities count as one purchaser UNLESS formed to buy the securities

e. Prohibition on General Solicitation: YES (see common elements)
f. Disclosure Requirements: YES (see common elements)

g. Resale Restrictions: YES (see common elements)

h. Disqualification (R 505(b)(2)(iii))
i. Rule
IF
I. ANY OF

A. issuer, any of its predecessors or any affiliated issuer,

B. any director, officer, or general partner of the issuer,

C. beneficial owner of ≥ 10% of any class of issuer’s equity securities,

D. any UW (including placement agents)

AND

II. (ANY OF)

A. has pending Section 8 proceeding

B. was subject of refusal or stop order in past 5 yrs

C. was convicted of felony or misdemeanor relating to purchase or sale of securities or involving false filing w/ SEC w/in past 5 years

D. was subject to any order, judgment, decree of a court w/in past 5 years enjoining conduct or practice relating to sale of securities or false filing with SEC

THEN issuer disqualified from using Rule 505
5. Rule 506
a. Promulgated Under: § 4(2)

b. Ineligible Issuers: NONE

c. Maximum Aggregate Offering Price (MAOP): NONE

d. Maximum Number of Purchasers: 35 AND Sophisticated
i. Excluded
I. Any relative, spouse, or relative of the spouse of a purchaser who has the same principal residence as the purchaser

II. Accredited Investors (see above)

ii. Entities count as one purchaser UNLESS formed to buy the securities
iii. Sophistication Requirement (R 506(b)(2)(ii))
I. Rule
IF investor sophisticated,

THEN investor has

A. either individually or through purchaser representative,

B. the knowledge and experience in financial and business matters to assess merits and risks of investments

II. Purchaser Representative (§ 501(h))
A. Rule
IF “purchaser representative” for purposes of Rule 506(b)(2)(ii),

THEN representative
1. is NOT an affiliate, director, officer, or large shareholder who is NOT relative closer than second cousin.

2. has knowledge and experience in financial business matters to assess merits

3. is acknowledged by purchaser in writing
4. has disclosed to purchaser material conflicts (e.g. if representative is placement agent for offering)
III. Factors to Consider Towards Knowledge and Experience to Assess…
A. Wealth and income

B. Experience (general business or more specific to securities investment)

C. Education

D. Present investment status (well-diversified or not)

E. Performance on an investment test (much like a driver’s license)
e. Prohibition on General Solicitation: YES (see common elements)
f. Disclosure Requirements: YES (see common elements)

g. Resale Restrictions: YES (see common elements)

6. Forgiveness for Innocent and Insignificant Mistakes
a. Rule 508 Forgiveness
i. Rule
IF failure to comply with term, condition or requirement of Reg D does not result in loss of exemption,

THEN person relying on exemption must show that
I. failure to comply did not pertain to requirement directly intended to protect that particular individual or entity,
II. failure to comply was insignificant w/r/t offering as a whole, 
AND
III. a good faith and reasonable attempt was made to comply with requirements
ii. “Directly Intended to Protect the Particular Individual or Entity”
I.  E.g., if issuer forgets to send offering memo to one person, that person could sue under 12(a)(1), but everyone else cannot
iii. Insignificant Failure to Comply
I. Excludes (b/c necessarily significant)
A. General Solicitation (R 502(c))
B. Maximum Aggregate Offering Price (R 504(b)(2), 505(b)(2)(i))
C. Number of Purchasers 506(b)(2)(i), 505(b)(2)(ii)
iv. SEC ENFORCEMENT STILL APPLIES DESPITE RULE 508
b. BUT “Reasonably Believes” Forgiveness (Better Excuses)
i. Rule
IF issuer reasonably believes, or shows reasonable care w/r/t _____ → no violation
I. Accredited investors, issuer “reasonably believes”. Rule 501(a)
II. Purchaser rep./sophisticated, “reasonably believes”. Rule 501(h), 506(b)(2)(ii)
III. Number of purchasers, “reasonably believes”. 505(b)(2)(ii), 506(b)(2)(i)

IV. Resale limitations, “reasonable care”
IX. SECONDARY MARKET RESALES
A. Overview
1. Rationale for Resales: Liquidity for investors (many issuers don’t issue dividends)
2. Rationale for Limiting Resales
a. Prevent Sham public offering
b. Uninformed investors 
i. Lack of info in public marketplace

ii. Uninformed selling to uninformed – should we care, or OK b/c level playing field?

I. BUT those who want to commit fraud have easier time.

II. Allowable, but SEC doesn’t like it.

c. Information advantage (fully informed selling to uninformed) 

i. Dumping speculative securities – info advantage on part of reseller

I. Only temporary for most investors ( passage of time diminishes insider advantage (justifies 2-3 year rule of thumb)

ii. Affiliate (Bill Gates) has enduring info advantage

3. Section 5: indefinitely prohibits anyone from selling securities using interstate commerce w/o current registration statement and formal statutory prospectus either preceding or accompanying violation transaction ( prohibits secondary market transactions.
4. Possible Exemptions
a. Section 4(4)
b. Section 4(1)
i. Gilligan, Will / Chinese Consolidated / Wolfson
ii. Rule 144
B. Section 4(4): Unsolicited Broker’s Transactions
1. Rule
IF 

a. broker executes transaction upon customer’s order
b. on any exchange or in over-the-counter market, AND
c. did not solicit the order,
THEN § 5 does not apply to the broker

2. Wolfson (2d Cir. 1968, p. 658)  (Wolfson controlling SH, sells some shares using 3 brokers to investors in marketplace, bought shares many years ago, i.e. he’s not underwriter)

a. Held: 4(4) protects just brokers (about parties not transactions) ( Wolfson cannot use this to protect himself.
C. Section 4(1): Gilligan, Will / Chinese Consolidated / Wolfson
1. Overview
a. Key Issue: Is sale from issuer to Y, and Y to Z, one transaction or two?

i. If one transaction ( lose 4(1) exemption from §5.  Two views on consequences for issuer:

I. One view:  Treat as one transaction, Chinese, so all parties get 4(1) or none do.  Now could be transaction that loses 506 exemption and 4(2) exemption (e.g. if now to 40 investors instead of 35)

II. Second view: Uncertainty, not all or nothing – issuer could argue that Rule 502(d) provides reasonable resale restriction and issuer should still have Rule 506.

ii. If two transactions ( 4(1) exemption applies for second transaction

b. Focus on regulation of transactions. Chinese Consolidated.

2. Main Rule
IF NO person in a securities transaction is an issuer, underwriter, or dealer,

THEN 

a. Section 5 does not apply to that transaction, AND

b. specifically, resales of the securities by any person in the transaction are permitted

c. Note: Transactions do not care about history – if issuer later buys back shares from public offering and resells ( this is again a primary offering ( § 4(1) unavailable

i. Public offering, issuer ( u/w ( public; accepted that after initial underwriters sell, the issuer’s transaction is separate.

ii. Non-public offering ( must ask whether all one transaction or separate.

3. Issuer (§ 2(a)(4))
4. Dealer (§ 2(a)(12))
a. Definition: any person who engages either for all or part of his time, directly or indirectly, as agent, broker, or principal, in the business of offering, buying, selling, or otherwise dealing or trading in securities issued by another person.
b. BUT, mere involvement of broker in transaction does not eliminate § 4(1) exemption (Ackerberg v. Johnson)
i. Focus is not on presence of issuer or underwriter
ii. Rationale: Otherwise few secondary transactions involving resales would be exempt under § 4(1)
I. (However, § 2(a)(12) explicitly includes “broker” in its definition of “dealer”)
5. Underwriter
a. Rule (§ 2(a)(11))
IF a person


i. has purchased from an issuer with a view to, or offers or sells for an issuer in connection with, the distribution of any security,
ii. participates or has a direct/indirect participation in EITHER

I. purchasing from an issuer with a view to, or offering or selling for an issuer in connection with, the distribution of any security,
OR

II. underwriting the purchase from an issuer with a view to, or offering or selling for an issuer in connection with, the distribution of any security
OR


iii. serves as an underwriter for a control person
THEN the person is an underwriter
b. “View to . . . distribution”
i. View to
I. Changed Circumstances Test (Gilligan, Will) (disfavored by SEC)
A. Rule
IF changed circumstances,

THEN ~ view to

B. Changed Circumstances 
1. Includes
a. Changes in investor’s circumstances

b. Passage of Time (Ackerberg v. Johnson)
(1) Resold < 2 years after purchase → rebuttably presume “view to”
(2) Resold 2-3 years after purchase → rebuttably presume ~ “view to”

(3) Resold > 3 years after purchase → irrebuttably presume ~ “view to”
2. Excludes
a. Changes in issuer’s circumstances (unless Ackerburg > 3 year rule applies)

b. Rationale: Otherwise speculative dealer could dump bad, speculative stocks on the marketplace
ii. Distribution of Securities (Gilligan, Will)
I. Rule 
IF distribution of securities,

THEN “public offering” under Ralston-Purina (“fend for themselves”; see above)
iii. Gilligan, Will v. SEC (2d Cir. 1959, p. 650)  (Gilligan decides to convert debentures into common stock, then resells broadly to random investors on Amex)

I. Held:  Resales executed were a distribution (or public offering) and Gilligan had “view to” distr. ( Gilligan was underwriter and transactions not exempt under § 4(1)
II. Note: Gilligan cannot use § 4(2) b/c he is not the issuer
c. “Participates or has a direct/indirect participation in…”
i. Rule (Chinese Consolidated)
IF a person solicits offers to buy a security for value, w/ or w/o compensation,
THEN the person is an underwriter

ii. SEC v. Chinese Consolidated Benevolent Ass’n (2d Cir. 1941, p.654)

I. Held: Activities of committee of uncompensated individuals to solicit investors in Chinese gov’t bonds counted as “underwriter” for Chinese gov’t, b/c soliciting counts as “participation”

d. Underwriter for a Control Person
i. Rule
IF a person
I. has purchased from a control person with a view to, or offers or sells for a control person in connection with, the distribution of any security,
II. participates or has a direct/indirect participation in EITHER

A. purchasing from an control person with a view to, or offering or selling for a control person in connection with, the distribution of any security,

OR

B. underwriting the purchase from a control person with a view to, or offering or selling for a control person in connection with, the distribution of any security

THEN the person is an underwriter
ii. Control Person (a.k.a., Affiliate) 
I. (§ 2(a)(11)): any person directly or indirectly controlling or controlled by the issuer
II. (R 405): person is in position to direct management and policies of company, whether through ownership of voting securities, by contract, or otherwise

iii. “View to” / § 4(1 ½) Exemption (Ackerberg v. Johnson)
I. Rule
IF control person resale NOT a “public offering” under Ralston Purina (“fend for themselves”; see above),

THEN resale does not involve an underwriter
iv. Wolfson (2d Cir. 1968, p. 658)  (Wolfson controlling SH, sells some shares using 3 brokers to investors in marketplace, bought shares many years ago, i.e. he’s not underwriter)

I. Held 1: Control person resale to broker ( broker is underwriter under § 2(a)(11) ( no 4(1) exemption.

II. Rationale (Choi) for this requirement

A. Wolfson could force company to register securities for sale (secondary offering)

B. Wolfson’s info advantage has not dissipated – control person has enduring information advantage.

C. OK if no broker b/c 1-on-1 transaction is proxy for investment sophistication.

D. Note: No scienter for § 12(a)(1) liability, so Wolfson cannot argue he made mistake.

D. Section 4(1): Rule 144 Safe Harbor from “Underwriter” Status
1. Rationale: Eliminate uncertainty of “changed circumstances”, etc.

2. Main Rule
IF 
a. EITHER

i. affiliate or other person who sells restricted securities, 
OR

ii. person who sells restricted or other securities on behalf of an affiliate,
b. complies with ALL OF
i. Holding Period
ii. Current Public Information Requirements
iii. (if affiliate) Affiliate-Specific Requirements
AND

c. does not engage in a plan or scheme to evade the registration requirements,
THEN 
d. affiliate or other person is not an underwriter under § 2(a)(11) and (therefore) § 4(1),

AND

e. purchaser of securities receives unrestricted securities
3. Common Elements
a. Affiliate 
i. Definition (R 144(a)(1))
Person that
I. directly or indirectly controls issuer,

II. is controlled by issuer, OR

III. is under common control with issuer

ii. Control (def - R 405): the possession, direct or indirect, of the power to direct or cause the direction of the management and policies of a person, whether through the ownership of voting securities, by contract, or otherwise.”
b. Non-Affiliate: Can’t have been affiliate w/in prior 3 months

c. Restricted Securities (def – R 144(a)(3)
ANY OF securities acquired

i. directly/indirectly from issuer or affiliate in transaction or chain of transactions not involving a public offering,
ii. in a transaction in which Rule 502(d) resale limitations apply (i.e., R 505 or 506 offerings)

OR

iii. in transaction meeting Rule 144A.

4. Holding Period (R 144(d))
a. Restricted Securities
i. Rule
IF compliance with Rule 144,

THEN party must hold any restricted security, 

I. from the LATER OF date of acquisition of securities from 

A. the issuer, OR

B. an affiliate of the issuer

II. to

A. (if EARI reporting for > 90 days before resale) 6 months
B. (if any other issuer) 1 year

b. Unrestricted Securities: NO HOLDING PERIOD
5. Current Public Information Requirements (R 144(b)-(c))
a. Affiliates
i. Rule
IF party is affiliate,

THEN issuer must have satisfied information requirement (see below)
b. Non-affiliates
i. Issuer is EARI (R 144(b)(1)(i))
I. Rule
IF non-affiliate party reselling securities of an EARI,

THEN
A. (information period)
1. from LATER OF date securities were acquired

a. from the issuer, OR

b. from an affiliate of the issuer,

2. to one year later
B. EARI must have satisfied information requirement (see below)
ii. Issuer is non-EARI (R 144(b)(1)(ii)): NO INFORMATION REQUIREMENT
c. Information Requirement (R 144(c)
i. Issuer is EARI

I. Rule
IF 

A. EARI has been an EARI for ≥ 90 days before resale, AND

B. EARI has been current in its Exch. Act periodic disclosure filings for past 12 months,

THEN party reselling securities has satisfied information requirement

ii. Issuer is non-EARI (AFFILIATES ONLY)
I. Rule
IF non-EARI has made available the information specified in Rule 15c2-11(a)(5)(i)-(xiv) and (xvi) (see casebook pp.667-68)

THEN party reselling securities has satisfied information requirement
iii. Party may rely on issuer’s written representation on current filings

d. Affiliate-Specific Requirements 
i. Requirements
I. Volume Limit
II. Manner of Sale Requirement
III. Notice Requirement
ii. Volume Limit (R 144(e))
I. Rule
IF volume limit satisfied,

THEN affiliate resold
A. during previous three-month period
B. no more than GREATER OF

1. (if equity securities)
a. 1% of outstanding shares of units of same class of securities, OR

b. Average weekly trading volume of same class of securities during four calendar weeks preceding filing of notice w/ SECon various securities exchanges

2. (if debt securities) 10% of principal amount of tranche

C. BUT EXCLUDING
1. securities sold pursuant to an effective registration statement

2. securities sold pursuant to an exemption provided by Regulation A … ;

3. securities sold in a transaction exempt pursuant to § 4 … and not involving any public offering, AND

4. securities sold offshore pursuant to Regulation S

II. Rationale
A. Fear of market disruption from large number of securities entering market at once 

B. Size of offering as proxy for public offering tactics

iii. Manner of Sale Requirement (R 144(f)-(g))
I. Rule
IF manner of sale requirement satisfied,

THEN affiliate resells through
A. an unsolicited broker’s transaction
B. directly with a market maker, 
OR

C. a riskless principal transaction
II. Unsolicited Broker’s Transaction
A. Rule
IF unsolicited broker’s transaction,

THEN broker must

1. not solicit orders
2. do no more than execute order or orders to sell the securities as agent for the person for whose account the securities are sold

3. receive no more than the usual and customary broker’s commission

4. make a reasonable inquiry into the circumstances of the sale transaction  to determine whether the seller is acting as a UW taking part in the distribution of securities for the issuer
B. Solicitation of Orders
1. Excludes
a. Inquiring of customers who have indicated an “unsolicited bona fide interest” in the securities w/in the past 10 days

b. Posting bid and ask quotations in an inter-dealer quotation system or an alternative trading system (if requirements met – see p.672)

C. Reasonable Inquiry: Requires
1. Look at Form 144 filing of some sellers indicating expected amount of securities to be sold

2. Determine 

a. length of time seller has held securities

b. how seller acquired securities

c. whether sellers intend to sell additional securities of same class

d. if seller has made any solicitations
III. Market Maker
A. Definition: Dealers who continuously offer quotations in specific securities, holding themselves out to the general secondary mkt as being willing to buy or sell the securities at specified buy and sell prices
IV. Riskless Principal Transaction
A. Definition: Securities dealer in response to a sale (or buy) order from an investor buys (or sells) security for the dealer’s own account
iv. Notice Requirement (144(h)
I. Rule
IF affiliate sells over $50K or over 5000 units,

THEN must
A. concurrently w/ 

1. placing of first sale order w/ a broker, OR

2. execution of trade directly w/ a market maker

B. file Form 144 w/ 
1. SEC, AND
2. (if securities trade on a nat’l securities exchange) principal exchange on which securities admitted for trading

C. w/ a bona fide intention to sell the securities w/in a reasonable amount of time after filing the form
]
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Causation 


+ 


Damages)


=


Elements of Cause of Action





Applicability





Ways Out





Exclusions





Rebuttal of Presumption





Fraud-on-the-Market Presumption





§ 21D(e)(1) Damages Cap





(In re Carl M. Loeb)





(2005 Public Offering Reforms, Except R 135)





1





2





OR





WKSI





EITHER





IFF





assume issuer in category does not fit into categories above it





Cure Provision (R 164)





R 172(c)





R 172(a)





R 172(c)





R 172(b)





Requirements of Shelf





Benefits of Shelf





I think all of these still apply to WKSIs doing Auto Shelf Registration





Standing (+ Statute of Limitations)





Statutory Δs





Elements of Cause of Action





Defenses





Damages





Standing & Defendants





Elements of CoA





Elements of Cause of Action





Standing (Prospectus + π) & Defendants / Causation (“by means of”)





Defenses





Not Inflation Adjusted





Gilligan, Will





Chinese Consolidated





Wolfson





“View to” / Possible § 4(1 ½) Exemption





i.e., Assistance in Control Person Resale





Defendant Requirement (Central Bank, Stoneridge)





Rebuttal Opportunity
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