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I. Introduction
Legal and Institutional Framework of Securities Regulation

Markets and their efficiency

Background to the public offering

Overview of Securities Act (1933 Act)

· Section 5 (linchpin): filing registration statement, what you can/can’t do before/after/during registration

· Section 6: definitions section

· Section 24: penalties, including criminal violations

· Section 12: civil liabilities, rights to rescind, recover

· Section 17: fraudulent interstate transactions

· Section 3: exempt securities (who doesn’t need to register)

· Section 4: exempt transactions 

II. Public Offering

Relevant statutes: 
· Section 5: registration statements, communications during that period

· Regulatory reach from before the registration statement is filed to when it becomes effective and even after

· §5(c) prohibits any offer to sell or offer to buy prior to the filing of a registration statement

· §5(a): no sales or deliveries of registered securities can occur until the registration statement is effective

· §5(b)(1) requires that, after the registration statement is filed and even after it is effective, all written offers to sell must be in connection with a prospectus that complies with §10 of 1933 Act [want investors to have reliable info]

· §5(b)(2) requires a final prospectus to accompany the securities to investors

· Jurisdiction is based on commerce clause – allowing federal government to regulate interstate commerce

· Interpreted widely – even a purely intrastate phone call uses “an instrumentality of interstate commerce”

· Justification/Policy: concern that issuers, underwriters, and dealers would otherwise attempt to condition the public and arouse public interest in the issuer and its securities as a prelude to undertaking a public offering

· Reflects historical prohibition against nonfactual releases of information

Pre-filing period 

· Under §5(c): unlawful “to offer to sell or offer to buy” any security unless a registration has been filed for that security. 

· Definition of offer [§2(a)(3)]: offer includes “every attempt or offer to dispose of, or solicitation of an offer to buy, a security or interest in a security, for value”

· Broader interpretation possible

· Basic idea: no communication that could be an offer

· Safe harbors for permissible communications

· 30-day bright-line exclusion: Rule 163A provides all issuers a bright-line time period, ending 30 days prior to the filing of a registration statement, during which the issuer (or those acting on behalf) can communicate without violating §5

· Qualifications:

· 1. Communication must be made “by or on behalf of the issuer”

· 2. Communication cannot make any reference to the securities offering

· 3. Issuer must take reasonable steps to prevent further distribution or publication of the communication during the 30-day quiet period

· Does not apply to certain kinds of offerings: blank check or business combos

· Rule 135: it is not an offer to sell securities if the issuer (and those acting on its behalf) releases certain information about its operations and activities, even though the issuer is in registration

· Prohibits identification of the prospective underwriters or the security’s offering price in the pre-filing release
· Rule 169 (factual information): limited safe harbor for communication of “regularly released” “factual business information”

· Only if intended audience is not investors but others, such as customers and suppliers

· Arrangements with and among underwriters

· Negotiations and agreements with and among underwriters are excluded from definitions of “sale”, “offer to sell” and “offer to buy” under §2(a)(3)

· Provided that they are or will become parties to the underwriting agreement

· Underwriter: excludes those “whose interest is limited to a commission from the underwriter not in excess of the usual and customary distributors’ or sellers’ commissions” = excluding sellers who absorb none of the offering’s risk (§2(a)11)
Problems Chap 4 1-11

Omega Company manufactures fiber-optic switches and is located in CA. Formed about 7 years ago and now needs to expand its manufacturing capacity and pursue new product development. Public offering of common shares, want to raise $50-70million. Registration statement will be filed May 1st.

· 4-1: Feb. 10th, Bob (Omega’s VP of marketing) places ad in 9 upcoming issues of Business Week, carried quote “emerging industry leader in development and design of fiber-optic switches”.

· No: expected audience. Business week deals with investors; selling the company not the product
· Yes: before 30-day quiet period, Rule 163A applies

Waiting period

· Section 5(a): bars sales until the registration statement becomes effective; but selling efforts can commence

· However any communication must be according to §5(b)(1):
· §5(b)(1) requires that, after the registration statement is filed and even after it is effective, all written offers to sell must be in connection with a prospectus that complies with §10 of 1933 Act

· Prospectus is defined broadly §2(a)(10) so that any communication, as well as radio/TV, that offers a security for sale or confirms such a sale

· Exclusion: oral offers to sell are not a prospectus

· Preliminary and Summary Prospectus

· “Red Herrings”: prospectus distributed during waiting period = not an offer to sell, had this clearly marked on the front page
· Legitimized with the 1954 Amendments to the 1933 Act

· Rule 430: provides that during waiting period, §5(b)(1) is satisfied by use of a prospectus that includes substantially the same info as a final prospectus, but may exclude offering price, underwriter and dealer compensation, amount of proceeds, conversion rates, etc. This would be a “preliminary prospectus” and must have that caption.

· Rule 431: authorizes the summary prospectus for use in meeting the requirements of §5(b)(10), conditioned on issuer having been a reporting company for 36 months

· Rarely used in connection with today’s offerings

· Tombstone Ads and Identifying Statements
· Rule 134: 22 categories of information that can be included in an announcement: including a brief description of the issuer’s business, information about the securities being offered and what procedures investors should follow

· Called “identifying statements”

· Now can also include information about mechanics and road shows

· Can take form of emails or website postings

· Free Writing

· Free writing: any supplementary information (ex: term sheets)

· Once forbidden, as all communication must be a prospectus under §10

· Rule 164 & 433: “free writing prospectus” is now possible during the waiting period for most issuers, provided that certain conditions are satisfied

· Rule 433: authorizes free writing by the issuer in connection with offerings of securities for a non-reporting issuer or unseasoned issuer (433(b)(2)) and well-known seasoned issuer (433(b)(1)).
· Actual prospectus can be a hyperlink

· Universal condition that any free writing prospectus must include a legend indicating where the prospectus is available from the underwriters

· (d)(1)(ii): if on a website, or with broad unrestricted dissemination, must file the free writing with the SEC

· Must retain for 3 years any free writing prospectus

· Rule 164: provides means to cure any unintentional or immaterial failure to include the required legend

· Hyperlinks to the Prospectus

· Rule 433(e): linked information is a free writing prospectus

· Historical information that is so identified is not considered to be an offering and not a free writing

· “Envelope theory”: if the prospectus and other materials are in close proximity together, SEC considers them in the same envelope

· Road Shows

· Regulated by Rule 405: definition of “graphic communication” & Rule 433(d)(8)

· Rule 405: if deemed a graphic communication, the road show is a form of free writing

· Real-time presentation to a live audience that does not originate from a recorded form is not a graphic communication, even with visual aids (powerpoint)

· Pre-recorded and shown to live audience – it is graphic communication

· Must include legends under Rule 433(d)(8)

· Need only be filed with the SEC if offering an equity security, is not a  reporting company and has not made at least one version public

· Dealing with the Media

· If issuer prepares, pays or gives consideration for the preparation of communication to media = free writing prospectus and must satisfy Rule 433

· If not prepared/paid for, ex. Journalist does interview with CEO, file with SEC 4 business days of publication, or file transcript of the interview

· Selling Practices During the Waiting Period

· Since §5(b)(1) doesn’t apply to oral selling efforts (except on radio/tv), lots of promotional events actually occur during the waiting period
· Think of it as only an expression of interest is being sought or what is being solicited is the customer’s offer to buy, since no sale can occur til effective

· Rule 134(d) permits a written communication to be sent during the waiting period to any investor, asking him/her to express interest in distributed security by filling out card/form etc, must be accompanied or preceded by prospectus
Problems 4-12 to 4-20

Post-effective period

· Becomes effective after 20 days of filing [§8(a)]

· Every amendment starts the 20 day req over

· However need to include the price, which won’t know until just about to be finalized = creates problem since then would need 20 days, but SEC waives this rule

· Once the registration statement is effective, securities can be sold and delivered to purchaser
· §5(b)(2) requires that when security is delivered, must be accompanied by final prospectus, that meets §10(a) reqs.

· Final prospectus: includes all information in preliminary prospectus plus info on offering price, underwriter compensation, amount of proceeds, etc

· Rule 172

· (a) exempts from §5(b)(1) written confirmations of sale and notices of allocations

· (b) obligation to forward a final prospectus to the buyer under §5(b)(2) is satisfied if issuer has filed a final prospectus with the SEC

· Duration of §5 requirements:

· Issuers continue to be subject to §5 restrictions (ex. Free writing) as long as they are offering the security to the public. 

· Underwriters and dealers are subject to the prospectus reqs as long as they have unsold securities [§4(3)(C)]

· Although these reqs are reduced under Rule 172

· What if final prospectus is misleading?

· Lots of liability- very bad thing

· Not sure if this would arise today

Problems 4-21 to 4-26

Updating and Correcting the Registration Statement

· Problem 4-38

· Refusal orders and stop orders
· If deficiency in registration statement appears to stem from: 1) careless disregard of disclosure reqs, 2) deliberate attempt to conceal or mislead or 3) other way that SEC believes the public interest requires formal proceeding, then will proceed through formal orders

· §8(b) refusal order: bars a filed registration statement from becoming effective

· Limited use bc reaches only patent misstatements and omissions in RS

· Doesn’t apply where misleading feature is not the face of RS

· Requires SEC to give notice of hearing within 10 days of statement’s filing and that hearing takes place within 10 more days

· Refusal order must be given before reg statement is effective

· §8(d) stop order: important information role for investors
· Under §8(e) can be issued for issuer’s failure to cooperate with SEC and/or investigation/obstruction
· Material misrepresentations that appear in the RS prior to its becoming effective and allows enforcement after the effective date for material misrepresentations as of the effective date

· Doesn’t apply to situations where the info was correct on effective date and then something happened and now its wrong = this is addressed in §12(a)(2)

· Post-effective amendments

· Correcting material inaccuracy

· RS can be amended after effective under §8(c), which is effective on any date SEC determines
· Principally used to correct any material inaccuracy appearing in RS

· Sales of securities with a materially misleading prospectus opens issuer to §12(a)(2) liability

· §10(a)(3) requires that when prospectus is used more than 9months after RS is effective, the info in the prospectus must be less than 16 months old

· Supplementing Information that is Permitted to Be Omitted Prior to Effectiveness

· Rule 430A permits a RS to become effective despite omission of certain price-related info

· Must file this information with the SEC – most common mean is filing an amendment to the prospectus that include sthe missing info

· Ex: Rule 424(b)(2) requires that info permitted to be omitted (under Rule 430B: shelf registration) must be filed with SEC within 2 days of the sale

· Such post-effective amendments become part of the RS

· Undertaking to Update
· Withdrawal of RS

· Rule 477: issuer may withdraw its RS or any amendment, effective immediately unless the SEC objects within 15 days of the withdrawal application being filed

· SEC has denied the withdrawal and has published opinions setting for the RS’ deficiencies to the public

Seasoned issuer

· Issuer safe harbors
· Well-known seasoned issuers

· Rule 163 permits well-known seasoned issuers to engage in unrestricted oral and written offers before a RS is filed

· Subject to several important conditions: 

· 1) communications “by or on behalf of” the  issuer (doesn’t shield underwriters)

· 2) to invoke this rule, a written version of an offer made prior to the issuer’s filing must be filed with the SEC and must bear the legend

· If the issuer has filed a RS, then the written offer is treated as a “free writing prospectus” and must be filed with SEC

· Reporting issuers

· Rule 168: announcements by reporting issuers that have engaged in the regular release of “factual business information or forward-looking information” will not be treated as offers to sell a security
· Factual business info: factual info about the issuer, its business, financial developments as well as product ads

· Forward info: forecasts, discussions of future business plans

· Must be same kind of info that issuer normally releases in ordinary course of business and same manner of dissemination
· Free writing Prospectus

· Can be used by WKSI and their distribution participants at anytime; for other issuers, only after RS has been filed

· Rule 433: permits free writing prospectus to be used after the filing of a reg statement but this is relaxed for WKSI and no condition on the delivery of statutory prospectus

· Must notify recipient through required legend of the filing of the RS and the url on the SEC website where can be accessed

· After effective, §2(a)(10) permits free writing with the condition only that material be accompanied by final prospectus

· Research reports

· Rule 137

· Rule 138

· Rule 139

Problems 4-27 to 4-33

Shelf registration

· Shelf registration: where the issuer registers securities which will be offered on a delayed or continuous basis

· SEC concerns: want to ensure that RS and Ps provide current info, it was misleading to register more securities than presently intended to offer
· Rule 415: expressly authorizes shelf offerings

· To answer SEC concerns, shelf registrant must file post-effective amendments to the RS for the purpose of preserving the accurateness of disclosures in RS and P [Rule 415(a)(3)]

· Automatic Shelf Registration for WKSI – 2005 SEC Offering Reforms
· Eligible WKSI may register unspecified amounts of securities on immediately effective Form S-3 or Form F-3 RS. 

· Can also omit more info from the base prospectus in the automatic RS

· Can add a new class of securities any time before the sale of those securities

· “Universal RS”: for shelf registrations – only the identity of classes of securities being registered and aggregate proceeds need be disclosed; added in 1993
Problems 4-34 to 4-37

State blue sky laws

III. Definition of Security

§2(a)(1): The term "security" means any note, stock, treasury stock, security future, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription, transferable share, investment contract, voting-trust certificate, certificate of deposit for a security, fractional undivided interest in oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on any security, certificate of deposit, or group or index of securities (including any interest therein or based on the value thereof), or any put, call, straddle, option, or privilege entered into on a national securities exchange relating to foreign currency, or, in general, any interest or instrument commonly known as a "security", or any certificate of interest or participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or purchase, any of the foregoing.

· 1933 & 1934 Acts use substantially similar definitions
· The definitions section includes a phrase limiting applicability if “the context otherwise requires”, which allows for judicial discretion

· SEC v. C.M. Joiner Leasing Corp., (SCOTUS 1943): first case interpreting the definition

· Facts: offering and sale of assignments of oil leases
· Court: even though statute didn’t include “divided” interests in oil rights, this should still be treated as an offering of securities with the more general catchall provision of the statute

Investment Contract

Definition: contract, transaction, scheme whereby a person invests his money in common enterprise and is led to expect profits from efforts of the third party/promoter, its immaterial whether there shares are evidenced by formal certificates. (Howey)

· SEC v. W.J. Howey Co. (1946)

· Facts: offering of units of citrus grove development coupled with contract for cultivating, marketing, and remitting the net proceeds to the investor

· Court: this is an investment contract within the scope of §2(a)(1)

· 1. Requires an investment of money (Howey) and must have an expectation of profits (United Housing Foundation, Inc. v. Forman SCOTUS 1975); providing money for the benefit or consumption of the asset is not a security – e.g., buying a house
· 2. Profits must come solely from the efforts of others

· Investment scheme promising fixed rate of return is an investment contract and security (SEC v. Edwards SCOTUS 2004) = doesn’t have to be variable rate of return

· 3. Common enterprise: 

· Vertical commonality: whether the activities of the promoter are the controlling factor in the success or failure of the investment

· Horizontal commonality: requires a pooling of investors’ funds;  more restrictive

· 4. Profits from the Managerial Efforts of others

· Can promoters circumvent Howey’s definition by requiring investors to nominally participate in the management of their ventures? (“solely”)

· Hard to draw the line between a franchise and an investment contract

Problems 2-1 to 2-5

Stock

· Listed in the definition under §2(a)(1) as a security
· But not all stocks are securities

· Ex: stock in nonprofit housing coop is not a security (Foreman)

· Generally: any instrument with the traditional attributes of stock will be a security without regard to any contrary conclusion that may be reached under an investment contract analysis [Howey’s analysis above] 

Problems 2-6 to 2-7
Notes

· Listed in §2(a)(1) as a security

· §3(a)(3): exempts from registration notes that arise out of current txn or the proceeds of which have been or are to be used for current txns and will mature in 9 months

· Still subject to antifraud provisions
· Most courts are unwilling to consider that home mortgages, consumer installed purchase, ordinary commercial financing are securities = relying on the context clause of §2(a)

· Not all notes are securities – Family resemblance test: (Reves, quoting 2nd cir.) 

· Presume that any note with term longer than 9 months is a security

· But look at list of notes that are not securities and compare

· Reves v. Ernst & Young, SCOTUS 1990

· Facts: agricultural co-op raises money by selling promissory notes, promises to pay note and interest on demand, advertise as investment product

Problems 2-11 to 2-13
Exempt Securities and Derivatives

§3 exempts particular classes of securities from the entire statute
· §3(a)(2): government and bank securities, trust funds
· Government securities: US gov’t, municipal bonds (though may require disclosure because of fraud potential)

· Bank securities: any bank (or US-branch of foreign bank)

· Related products: if the employer is an accounting/appraisal firm (someone that is financially sophisticated) = can invest in bank products with exemption

· §3(a)(3): short term notes

· Note arising out of a current txn if the maturity is under 9 months
· General assumption that it is for commercial paper, not purchased by general public
· §3(a)(4): Nonprofit issuers

· Securities offered by issuers that are organized and operated for exclusively religious, educational, fraternal, charitable purposes; provided that no part of the earnings inure to the benefit of any person
· Ex: Church bonds

· §3(a)(5): Securities Issued by Savings and Loans, Cooperative Banks, etc

· Exempt provided that issuers are supervised and examined by federal or state authorities

· Also available to farmer co-ops without supervision req’t

· §3(a)(6): Railroad Equipment Trust
· Borrow money against railroad car, trusts that covered the railroad cars

· This was already a fairly big industry and hadn’t been much abuse by the time 33 Act

· Railroad finances were subject to control by federal 

· §3(a)(8) Insurance Policies and Annuities
· Exempt if issued by a corporation subject to regulations by insurance regulators at the state or federal level

· May still be subject to antifraud provisions

· §3(b) authorizes SEC to exempt a class of securities if it finds that enforcement of the 1933Act is not necessary to protect the public interest

· Links to Reg A, Rules 505 + 504 of Reg D and Rule 701

· §3(c) exempt securities issued by small business investment companies if not necessary to protect investors [links to Reg E]
· §28 added in 1996: authorizes the SEC to exempt “any persons, securities or transactions” from all or part of the Act

Derivative Securities: financial instruments that derive value from other assets to which their values are linked
· Underlying asset may be a particular stock, stock index, foreign currency, etc – provide a “hedge” to a position 

· Ex: option on stock; swap

· Caiola v. Citibank, N.A. (2d Cir. 2002)

IV. Investment Company Act of 1940

Investment Advisors Act of 1940 
· Statute was designed to figure out who was advising investors

· Any investment advisor (a person who for compensation advises others as to value of securities or value of investing in securities) 

· Excludes: lawyers (incidental to legal advice), stock brokers (incidental to stock brokers), newspapers, family offices

Investment Company Act of 1940
· Statute creates a regulatory regime to supervise investment companies in their day-to-day governance and operations, even though they are also established as business orgs under state law

· Registering as an IC restricts actions

· Ex: have to take same percentage of the loss and gain

· Definition of “Investment Company” under §3: Any issuer which is or holds itself out as primarily engaged in business of investing in securities

· Most popular example: mutual funds

· Structure and Governance of Mutual Funds: formed as corporations, but are unique bc organized and operated by people whose primary loyalty and financial interest lie outside the enterprise”

·  Normally run by a registered investment advisor

· Act addresses the conflict of interests between funds and investment advisers

· SEC vs. 5th Ave Coach

· Puts cash into securities – SEC says it is a investment company

· Inadvertent investment company (even if not intending to)

V. Exempt Transactions

Transaction exemptions provide exemption only from the registration provisions of §5.  Still under regulation of the other parts of the 1933 and 1934 Act – most importantly, cannot be resold unless registered or another exemption is available.
Intrastate exemption

§3(a)(11): exempts any security which is part of an issue offered and sold only to persons resident within a single state, where the issuer is a person resident in and doing business within that state.
Expanded on in Securities Act SEC Release 4434

· Even though this exemption is placed under §3 (exempted securities) – it is a transaction exemption

· Scope of the exemption: only to apply to distributions that are genuinely local in character – represent local financing by local industries carried out through local investments (Release 4434)

· Could also be used for secondary offerings if the exemption would be available to the issuer for the private offering
· Restrictions on reselling – 9month holding period before can be resold to nonresidents (Rule 147)

· Rule 147 Safe Harbor

· 5 factors to determine what is part of an issue
· Doing business req’t: located there, principal or predominant business carried out there; substantially all of the proceeds of the offering must be put to use

· Problem: nothing here mandates any disclosures to investors

Problems 5-1 to 5-8

Private offering exemption

§4(2): exempts “transactions by an issuer not involving any public offering”
· Rule 506: Conditions to qualify as private offering
· 1. Offerees have to have some kind of sophistication

· 2. No more than 35 buyers

· 3. No general solicitation (no ads, etc; direct neg is better)

· 4. Resale restrictions

· Scope of the exemption:

· Even when these factors are met, courts may focus the inquiry on “the need of the offerees for the protections afforded by registration” (SEC v. Ralston Purina 1953)

· Numbers: Ralston Purina also prompted the SEC to terminate any numerical tests, either a ceiling or a floor for establishing private offerings

· Offeree Qualification: Sophistication and Access to Information

·  Ralston Purina: court emphasized that access to info is critical inquiry, but an offering is not public when limited to those who are “able to fend for themselves”

· Sophistication is no substitution for information and access to information (Hill York Corp. v. Am’n Int’l Franchises 1971, holding the investors lacked a privileged relationship with the issuer, who gave them no info)
· Not just information, but each investor must have personal contact with the issuer to have a privileged relationship (SEC v. Continental Tobacco 1972)

· Less restrictive interpretation in Doran, 1977: must be sufficient basis of accurate info for a sophisticated investor to exercise his skills, either disclosure of or effective access to the relevant info

· Reaffirmed in SEC v. Kenton (DDC 1998): looked at quality of info

Problems 5-9 to 5-12

Regulation D

· Response to conditions in 1970s that made it hard for small businesses to raise capital
· Provides 3 exemptions that cover the majority of exempt offerings (504, 505 and 506)
· §501: definitions

· §502: conditions for the exemptions

· (c): only offer to those with preexisting relationship to the issuer, otherwise general solicitation

· (d): limitations on resale

· §503: filing info

· §504: maximum aggregate offering price of $1 million; 

· not available for reporting or investment companies; 

· no limitations on number of purchasers; 

· no affirmative disclosure obligations; 

· resale of securities is restricted except some circumstances

· §505: maximum aggregate offering price of $5 million; 

· no more than 35 purchasers, not including certain classes of individuals (e.g. accredited investors); 

· affirmative disclosure obligations applicable if nonaccredited investors; 

· resale of securities is restricted

· §506:  no limitation on maximum aggregate offering price

· No more than 35 purchasers, not including certain classes (accredited investors)
· Affirmative disclosure obligations applicable when nonaccredited investors

· Nonaccredited investors or their reps must meet sophistication standards

· Resale of securities is restricted

· Accredited investors, Rule 501(a): includes pension plans, venture capital firms, financial institutions, corporations exceeding a certain size, insiders of the issuer, natural persons with wealth over $1 million or income over $200k

· Departing from Ralston Purina logic: wealth = smart

· Sophistication standard for Rule 506

· Each purchaser, or representative, must have such knowledge and experience in financial and business matters to be able to evaluate the merits and risks of the prospective investment AND issuer reasonably believes this is the case
· Creates uncertainty for the issuer = generally limits to accredited investors

· Limitations on manner and scope of offering

· Rule 502(c) prohibits general solicitation or general advertising

· Limited communications (mailings, etc) may be acceptable

· Broker-dealers

· Relationships between offerees and broker-dealers may satisfy §502(c) (limited communication req)

· Must be substantive, pre-existing relationship

· Websites and electronic communication – any info on a web page is deemed general solicitation. Must use password protected pages and other ways to ensure not public
· Rule 135C: allows public companies to announce their plans to make unregistered offerings, which would not be considered general solicitation

·  Aggregate Offering Price: sum of all cash, services, property, notes, and other consideration the issuer receives for the securities (Rule 501(c))
· Valuation problems:

· If cash = no problem

· If cash and non-cash: determined on the basis of the price at which the securities are offered for cash

· If only non-cash: sale price or fair market value of consideration

· Timing: aggregation occurs w/r/t any offering occurring 1 year prior to the commencement of this offering under 504/505

· Disclosure Obligations under 505 and 506

· Only if there are any nonaccredited investors

· Nature of disclosure is specified in 502(b): depends on size and nature of issuer

· Ex: public company can satisfy with SEC filings
· Integration of offerings safe harbor, Rule 502(a)

· Securities offered less than 6-months before the start or 6 months after the end of a Reg D offering may be integrated if its part of the same issue

· Factors: 1) same plan of financing; 2) same class of securities; 3) sales made about the same time; 4) same type of consideration; 5) same general purpose

· Substantial Compliance – Rule 508 provides that failure to comply with a term, condition or req’t of Reg D would not cause a loss of the exemption for any offer or sale to a particular individual or entity if person demonstrates: good faith, insignificant, innocent
Problems to 5-34
Regulation A

Rules 251-264: administrative exemption promulgated under §3(b), which authorizes SEC to exempt from registration a class of securities if the aggregate offering price of the issuance does not exceed $5million
· Aggregate offering: $5million, looking at all RegA offerings in past 1 year

· Also available for secondary offerings up to $1.5million; can be resold w/o restriction

· Integration: Rule 251(c) – will not be integrated with any prior offerings or later offerings that are registered more than 6 months after RegA offering

· Filing and disclosure req: Rule 252 requires filing of an offering statement

· Testing the waters: Rule 254 – soliciting interest from prospective investors prior to filing offering statements; testing docs are not deemed prospectus

· Rule 254(d): can decide not to procced with offering, wont be integrated with future Reg A offering

· Disqualification: Rule 262 – includes bad-boy disqualifiers that deny the exemption when the issuer has engaged in misconduct
· Substantial compliance – good faith and immaterial errors are ok

· Popular to sell on the internet

Problems 5-38 to 5-40

Integration of Offerings
Integration of two offerings could destroy the availability of an exemption

· Rule 147, Reg D, Reg A have 6-month safe harbors for integration
· Otherwise, depends on relevant factors

· Single plan of financing: inquiry could focus on purposes of the offering, whether the other factors are present

· Same class of security: all common stock, all debt, etc; even within the same class, there may be distinctions

· Timing of the offerings: if offerings are separated by a substantial period of time – spacing is sufficient to create presumption against integration

· 6-months is debatable, 1 year is irrebuttable

· Type of consideration: if both are cash, not conclusive; but if both same non-cash, then more likely to be integrated

· Same general purpose

· Private followed by public offerings: rule 152 – clarifies that “not involving any public offering” in §4(2) shall be deemed at the time of said transactions, although subsequently thereto the issuer makes a public offering/files RS

· Rule 155 – safe harbor: 30 days “cooling period” from withdrawing a RS to proceeding with a private offering

Problems 5-41 to 5-43 

VI. Secondary Distributions
Any sales of securities by anyone other than the issuer = secondary distribution or trading transaction

Definition of Underwriter

§2(a)(11): 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 any security, or participates or has a direct or indirect participation in any such undertaking, or participates or has a participation in the direct or indirect underwriting of any such undertaking; but such term shall not include a person whose interest is limited to a commission from an underwriter or dealer not in excess of the usual and customary distributors' or sellers' commission. 

· SEC v. Chinese Consolidated Benevolent Ass’n (2d Cir. 1941)

· Facts: Chinese gov’t authorized issuance of bonds. ( organization set up committee for the purpose of uniting its membership to aid the Chinese and to solicit and receive funds from the members of the Chinese community in NY; advertised these bonds
· QP: is the organization an underwriter of these bonds under §2(a)(11)?

· Court: Yes, the organization solicited offers to buy the securities for value, regardless of whether the Chinese gov’t knew about the organization’s activities or not

· “Participation”: perhaps even due diligence on the RS

Problem 6-1

Purchase from an Issuer

· Those included in the underwriter definition are those who purchase security from the issuer to distribute
· Investment intent: “with a view to”

· Indicates that requires intent other than “long term investment”

· Change of circumstances – not valid argument in the courts
· Distribution and trading transactions contrasted

· Distribution exists if there are sales to those who cannot “fend for themselves” (this comes from Ralston Purina)

· Private Investment in Public Equity (PIPEs)

· Type of financing transaction undertaken by a public company, normally with a small number of sophisticated investors
· Relies on exemptions from registration to issue investors common stock or securities convertible into common stock for cash

· Company registers the resale of the shares – can be resold  as soon as SEC declares the resale RS effective

· PIPE investors in some cases will be deemed underwriters

Problem 6-2 to 6-8

Control Person Distributions

· §2(a)(11): any person controlled or controlling the issuer is considered an issuer (specifically three relationships: any person controlling the issuer; any person controlled by the issuer; and any person under common control with the issuer)
· Controlled person is an issuer but only for purposes of determining whether the person who purchases from or sells for the control person is an underwriter
· Controlled person are same as everyone else in §5 in these two ways:

· No different than any holder of exempt securities

· CP resale of an unregistered security may occur under circumstances that are consistent with criteria of exemption under §5 that an issuer sought

· Meaning of control: Rule 405: functionally in terms of a person/group’s influence over management and business policies; House Report looks to whether one could obtain the signatures needed for the issuer to file RS
Problems 6-9 to 6-11

Rule 144

Regulates the resale of two categories of securities: restricted securities and control securities
· A selling security holder shall be deemed not to be engaged in a distribution of securities (therefore not an underwriter) if resale satisfies conditions, including:

· Adequate current public info available about the issuer;

· If restricted securities, security holder must have held security for specified holding period; 

· Resale must be within sepcifid volume limitations;

· Resale must comply with manner of sale requirements;

· Selling security holder must file Form 144 if amount being sold exceeds thresholds

· Rule 144 - safe harbor for resales to public market

· Underlying philosophy – that the securities have “come to rest”

· Holding period – tolled (does not run) for securities of reporting companies during any period the investor has engaged in hedging transactions that eliminate the investment risk of holding the restricted securities.

· Noncontrol person who sells restricted securities not an underwriter, provided:

· Not a control person for 3 months before sale

· Subject to holding period:

· 6 months for securities of reporting companies – can resell after 6 months.  However, issuer must be a reporting company that has been current in its Exchange Act filings for the previous 12 months.  Or there must be publicly available info comparable to that found in such reports

· 12 months if issuer not a reporting company for 90 days before sale or not current in periodic filings for 12 months before sale

· Affiliate [controlled, controlled by, in common control with] (or someone who was an affiliate person during 90-day period prior to resale) who sells restricted securities (as well as any person who assists in the sale) not an underwriter, provided:

· Holding period

· 6 months for securities of reporting companies 

· 12 months for securities of non-reporting  companies

· After which subject to 144 limitations:

· Trickle – greater than 1% of outstanding equity securities or avg weekly trading in any 3-month period; greater than 10% of tranche of debt securities in any 3-month period

· Sale method – brokers’ transaction; not applicable to resale of debt securities

· Information - Issuer must be current with periodic filing requirements, or there must be comparable publicly available info

· Filing – disclosure on Form 144 if sell more than 5,000 shares or more than $50,000

· Affiliate [controlled, controlled by, in common control with] (or someone who was an affiliate during 90-day period prior to resale) who sells nonrestricted securities (as well as any person who assists in the sale) not an underwriter, provided:

· No holding period

· Subject to 144 limitations:

· Trickle – greater than 1% of outstanding equity securities or avg weekly trading in any 3-month period; greater than 10% of tranche of debt securities in any 3-month period

· Sale method – brokers’ transaction; not applicable to resale of debt securities

· Information - Issuer must be current with periodic filing requirements, or there must be comparable publicly available info

· Filing – disclosure on Form 144 if sell more than 5,000 shares or more than $50,000

Problems 6-12 to 6-26

Rule 144A

Non-exclusive safe harbor from §5 reg reqts for resale of restricted securities to specified “qualified institutional buyers” by persons other than issuer
· Does not apply to securities publicly listed or private ones that are fungible with public
· Types of institutions:

· Banks, savings & loans ass’ns

· Registered broker dealers

· Others: corporation, partnership that meets $100 million in securities threshold

· Information req’t: availability of the rule is conditioned upon the holder and prospective purchaser having right to obtain from the issuer certain basic financial info

· Nonexclusive safe harbor

· Like Rule 144 – if conditions met, deemed not to engage in a “distribution” and therefore not be “underwriters,” any securities firm serving as an intermed is deemed neither “dealer” nor “underwriter.”  Rule 144A(b), (c)

· 144(A)(d)(1) Must be to QIBs 
· Own and invest on a discretionary basis at least $100-MM in securities of non-affiliates

· Brokers and dealers – only $10MM discretionary investments or acting as riskless prins for QIBS’

· Banks and S&L’s – also have to have $25MM net worth

· Fungibility exception (144A(d)(3)) – cannot be utilized for securities of a class listed on a US exchange or Nasdaq or that is closely similar

· Reason: Concern that listed stock would trade at one price publicly and a slightly lower price in the private market (exchanges objected)

· Issuers are generally unlisted domestic companies or foreign companies

· 144A(d)(4)  Information about the issuer must be available to QIBs – pg 534

· 144A(e) expressly precludes integration

· Importance: In combination with Reg S, encourages foreign issuers to make private placements in the US capital markets (both offering and subsequent trading not subject to regulation).  Increase liquidity within the market for privately placed securities and reduce illiquidity discounts

· Used extensively in A/B exchanges 

· Remember: technically only an exemption for resale of securities, not initial placement

Problem 6-27 to 6-29

Section 4(1½) Exemption

Exemptions for Secondary Private Placements

· Private resales may be made in reliance on section 4(1).  Rule 144(e)(3)(G)

· §4(1½)

· Definition of an underwriter requires a distribution.  Private resales to investors not a distribution ( transaction not one by an issuer, underwriter or dealer (exempt under §4(1))

· Whether the acquisition was made with a view to distribution (Gilligan, Will, 2d Cir, private placement + resale within 10 months, only 4 offerees ( underwriter) [not dispositive]

· In order to be viewed as private, must be analyzed under select §4(2) criteria from Ralston Purina:

· Selling to a person who can fend for himself (Value Line, mutual funds)

· Having sufficient access to information (how much?) 

· Consensus is that there should be no general solicitation

· Importance: Domestic affiliates.  Domestic issuers can’t rely on 144A b/c of fungibility exception and affiliates can’t use 144(k). Non-affiliates can use 144

Problems 6-30 to 6-35

VII. Recapitalizations

The “For-Value” Requirement

§2(a)(3) defines sale and offer to sell as “every attempt… to dispose of… a security.. for value” 
· Value

· Free stock: issuers or promoters gifting securities w/o payments in return

· Stock dividends: typical stock dividends are not sales of securities

· However if stockholders are granted opportunity to choose between cash dividend and stock dividend – offer to sell security

· Warrants and convertible securities: 

· bonds, warrants and options are identified in §2(a)(1) and must be registered

· whether the underlying security must be registered – depends on when the holder can acquire security. If immediately – 2 distinct securities are being offered; if not until some future date, then considered not offered for sale until that date.

· Amendments of Articles or Indentures and Reincorporations:

· Rights of security holders can be altered by amending articles of incorporations

· Rights of bond holders can be altered by amending indenture

· Whether an amendment is subject to §5 is determined by two questions

· Whether sale of security is involved

· Whether sale involves the type of exchange of securities exempted

· Shells and Spin-offs: Creating “Value”

· Parent corp is underwriter of new corp’s stock (Datronics Engineers)

· Currently requires all sales of spun-off shares by an affiliate to comply with R144

· Also spun-off company must be a reporting company for 90days prior to resale

· Sometime use Form S-8: abbreviated RS used for securities offered exclusively to issuers’ employees and consultants

· Spin-offs are regulated under 1934 Act

· Adopted Rule 15(c)2-11 to focus on real concerns by unregistered spinoffs

Problems 7-1 to 7-8
Mergers, Acquisitions and Recapitalizations
Rule 145: Reclassification of Securities, Mergers, Consolidations and Acquisitions of Assets

· (a) three types of transactions, provided each involves vote or consent of SH 

· Recapitalizations

· Mergers

· Certain transfers of assets

· Gateway to relaxed regulatory treatment provided by Rules 165 + 166 

· (c) expands the scope of “underwriter” to include a holder who was a control person of the acquired or recapitalized “shell” company prior to Rule 145 txn (“Rule 145 affiliate”)

· These rules permit parties to communicate freely about planned business combo txn before the RS is filed, so long as written communications are filed

· All written comm’n is subject to §12(a)(2) liability

· Use Form S-4 to register securities issued not only in these txns but also share exchanges

· Integrated disclosure

Problems 7-9 to 7-13

Exchanges

§3(a)(9): exempts any security exchanged by the issuer with its existing security holders exclusively where no commission or other remuneration is paid or given directly or indirectly for soliciting such exchange
· Traditional format: issuer offers to swap a new security for old security
· “Exclusively”: modifies everything in the sentence – must be in the same class
· Directly or indirectly for soliciting such exchange
· Can be read to prohibit brokers (issuer’s own employees ok)

· But brokers/underwriters can be used as long as they provide information without making recommendations (Seaman Furniture Co. No-Action Letter)

· Convertible securities

· §2(a)(3) don’t have to register the underlying security if right to convert not presently exercisable

· §3(a)(9) exempts the continuing offer [questionable] of the underlying security once the conversion privilege becomes exercisable, as well as the actual exchange transaction.

· Resales – the exchanging security holder must find own exemption for any subsequent sale of security received in the exempted exchange

· Most investors can resell immediately under §4(1) (unless the securities surrendered were restricted), but controlling persons may be considered underwriters under §2(a)(11)

· If securities issued to SHs were issued under an exemption [ex: §4(2)], all SHs will need to find another exemption.

Problems 7-14 to 7-17

Note: In bankruptcy: may issue securities to keep company running (Bankruptcy Act has its own exemptions and requirements)

VIII. Liability under Securities Act

Section 11: Civil Liability for False RS
A material misrepresentation or omission in a RS will subject the issuer and (subject to due diligence defenses) a variety of persons associated with the issuer/distribution to damages in a suit brought by any person who bought the securities pursuant to that RS
· Problem: nowhere in sec laws does it say to disclose all material info: there could be unlimited liability since judged in hindsight

· (a) persons possessing cause of action = false statements on RS on effective date, anyone who purchases can get it back within one year of discovery or 3 years after purchase
· List of people you can sue: issuer, anyone who signed RS, anyone who was named in it, any underwriters, any experts

	§ 11
	Expertise Part
	Non-expertise Part

	Expert
	Reasonable investigation and had reasonable grounds to believe and did believe that the statements were true and no omission. Section 11(b)(3)(B). Court will look to professional standards in determining whether expert satisfied due diligence requirement. (Escott v. BarChris). Accountants are the only experts (not lawyers or investment bankers, BarChris), only expert part is financial statements.
	No liability.  Section 11(a)(4).

	Non-expert
	No duty of investigation; no reasonable ground to believe and did not believe there was a misstatement. Section 11(b)(3)(C)
	Reasonable investigation and had reasonable grounds to believe and did believe that the statements were true and no omission. Section 11(b)(3)(A). 


· Defenses (b)(3)

· Issuer has no defense

· Experts – only liable for part that he expertise

· Defense: reasonable investigations + reasonable grounds to believe statement was true 

· Usually only part expertise is the financial statement
· Can’t recover against lawyers for the lawyer part (can if the lawyer is a director – Escott v. BarChris)
· Everyone else (directors, CFO, underwriters)’s defense: if conducted reasonable investigations + had reasonable grounds to believe statement was true

· Everyone must do sufficient due diligence
· Cannot just rely on the company (Escott v. BarChris)

· Underwriters: most of the time, count on lead underwriter for due diligence

· If lead underwriter does inadequate investigation: all lose

· If other underwriters investigate the lead underwriter: not enough for defense

· If lead underwiter does reasonable investigation – all others can piggy back
· Measure of damages (e): difference between what you paid or issue price and price after false statement was discovered

· Standard of reasonableness (c): prudent man rule

· Joint and several liability; liability of outside director

· Outside directors = sliding scale of liability (Escott v. BarChris)
Problem 9-1 to 9-3
Section 12(a)(1)

§12(a)(1): anyone who offers or sells a security in violation of §5 is liable to person purchasing
· Damages: rescission, get money back
· Burden on issuer: ¶ says bought bad sec from issuer, issuer has to prove not bad

· Strict liability: no causation, no reliance, no loss required, no materiality!

· No real defenses- can only try to show that §5 wasn’t violated

· Limited by notions of privity:

· Many ppl won’t sue – original purchasers are within privity with underwriter and issuer

· Most IPOs go up before being resold – by the time stock goes down, people holding shares aren’t those in privity w/ underwriter or issuer

· Doesn’t cover secondary markets (§4(1) exempts 2ndary markets from §5)

· Integration: if you forget to send prospectus to one buyer, all sales to all buyers are tainted

· Who is “seller”? Solicitor for value 

· Pinter v. Dahl: investor recruits friends to invest – not seller – was acting gratuitously to benefit them

· If you are part of violation – can’t recover (Dahl)

· Once you make unlawful offer, can’t redeem yourself by making a lawful offer (Diskin)

· Must cancel the offer or allow buyers to rescind

Problem 9-6

Section 12(a)(2)

Centers around delivery of the prospectus
· Jurisdiction: use any means of or instruments of transportation or comm’n in interstate commerce or the mails

· Violation: material misstatement or omission in prospectus or oral comm’n

· Must be public offer by issuer/controlling SH, narrow view of prospectus

· Does not apply to any security exempted by §3(a)(2) or 3(a)(14)

· Damages: express liability, recission, look at value of sec at time of judgment vs purchase

· Example comparing §12(a)(2) to §11: IPO at 10, buy at 15, file suit at 8, drops to 0 by judgment

· Under §12(a)(2): net loss: $15/share (15-0)

· Under §11: damage measured by IPO price and frozen at time of filing = $2

· No requirement to prove knowledge, loss causation, reliance

· Who is seller? Solicitor for value (same as §12(a)(1)

· Underwriter, broker:  needs to be someone you bought from during distribution period where there was prospectus delivery req

· Need to be in privity for §12(a)2 – no tracing like in §11

· Doesn’t reach officers, execs, experts

· Defenses:

· Not material

· Reasonable care: (1) no knowledge AND (2) could not have known w/ reasonable care

· Negligence standard, ( has to burden to prove no neg

· No expertising of statements like in §11

· Loss causation: part of loss caused by other factors

· Scope: limited by privity; When the seller of security is issuer or underwriter, P can bring  §§11 and 12(a)(2) claims, when ultimate seller is dealer, §12(a)(2) alone is available.  P can sue the controlling person of seller as well as seller.
· What is prospectus or oral comm’n? how broad? Gustafson v. Alloyd
· SC goes with narrow view: oral c’m must relate to prospectus

· Narrow view of prospectus: document soliciting sale w/ info contained in RS

· Restricted to public ffering of secs by issuer or controlling SH

· Normal K for sale isn’t prospectus under this definition

· Result: limit litigation, limiting §2(a)(10) def of prospectus
· We assume any public public offering (not just registered pub offerings)

Problems thru 9-12
IX. Exchange Act reporting

SEC Exchange Act – 1934 Act 

· Sets up SEC

· Regulations Brokers and dealers §15

· §15A – national ass’n of securities dealers, creates NASDAQ

· Periodic Reporting Obligations

· §12 registration req’t for securities – broker cannot trade a security on a stock exchange unless security is registered under 1934 Act

· Register with Form 10

· §13 – Have to file 10k every year; 10Q – quarterly report

· 8k – current report triggered in special circumstances

· Foreign issuers: must conform to US registration and disclosure req’ts

· “Fairly presents” req (pg 554)

· Opinon letter of firm’s auditor attests that the audit has been conducted pursuant to GAAP and “fairly present” the firm’s financial position and performance

· US v. Simon (1970)

· Internal controls = added as part of FCPA (pg 558)
· Requires companies to 1) make and keep books and records that accurately and fairly reflect the txn; and 2) have in place a system of internal accounting controls

· SEC v. World-Wide Coin Investments (1983)

· Reporting Internal Controls: Sarbanes Oxley 404 (pg. 564)

· Requires corp’s mgmt to report annually on the effectiveness of the company’s financial controls and further calls for auditors to annually certify mgmt’s assessment

· SEC + governance (pg 570)

· Audit committees

· Buttressing auditor’s independence

· Executive certifications and director’s signatures requirement

· Reconstructing history with pro forma financial statements

Problems 10-1 to 10-9

X. Materiality

No requirement anywhere to disclose all material info, thus, mere failure to disclose is not actionable

· Material: if substantial likelihood that a reasonable investor would consider it important in deciding whether to invest (Rule 405 definition)
· Objective “reasonable investor” standard

· “would consider important” – doesn’t have to be dispositive (i.e. the tipping point)

· Means virtually everything is considered important

· Expert rule of thumb: accountants certify financials, general custom: more than 5% error is material – SEC has been very hostile to this, not enough to determine materiality

· Speculative Info: Test of materiality for mergers (Basic v. Levinson): Probability x Magnitude 

· Probability: indicia of interest: board resolutions, instructions to investment bankers, actual negotiations

· Magnitude: size of two entities and potential premiums over market value
· Liability of omission is based on duty to disclose (Basic v. Levinson)

· Possession of material nonpublic info alone does not create a duty to disclose it

· When disclosure is necessary to make prior statements less misleading (Glazer):

· Duty to update; duty to correct

Problem 11-1 to 11-2

Forward Looking Information 
· Soft information = inherently uncertain; info like projections, appraisals, etc
· Bespeaks Caution Doctrine: “meaningful cautionary” language should be included with disclosure of soft information, will protect the disclosing party from liability. (Basic Inc. v. Levinson, 1988; Kaufman v. Trump’s Castle Funding 1993)

· Private Securities Litigation Reform Act (PSLRA) created a statutory safe-harbor for forward-looking statements

· Applies to forward looking statements made by: 1) issuer subject to reporting req’s at time statement made; 2) person acting on behalf of issuer; 3) o/s reviewer making statement for issuer; 4) underwriter

· 3 types of safe harbor:

· False statement immunized by “meaningful cautionary statement” §27A(c)(1)(A) (+ Bespeaks Caution)

· Even without (i) ¶ needs to prove “actual knowledge” not just “recklessness” or “negligence” §27A(c)(1)(B)

· Safe harbor for oral statements when reference is made to readily available written docs

· Duty to disclose soft information: generally arises from overall obligations that announcements/SEC filings not be materially misleading

Problems 11-4 to 11-6

Materiality in an Efficient Market

Efficient market: publicly available information is immediately reflected in stock prices
· Hard to prove: can only prove that you can’t make money by looking at public info

· Look for “truth on the market”
· Doubts and risks already factored into prices

· Wielgos v. Commonwealth Edison: expected to complete nuclear reactors, but atomic safety board denied application, stock market price collapse, §11 liability case

· Judge: nuclear plants never open on time, professionals know – this is all in the price already

· Puffery is not material 

· Puffery = offhand comments in interviews; vague positive statements that do not inflate stock prices (Eisenstadt)
Problem 11-3

Management Integrity

· Integrity of management is always material (Franchard)
· Alleged conflicts of interests; disclosures related to firm governance

· Especially fiduciary obligations within the company

· Ex: proxy contests – have to be more candid about integrity, conflicts of interest

· General practice – events more than 5 years in the past are not material

· How important is health of CEO/officers? Have to balance with privacy interests

· Integrity and business practices

· If company is lawless – violation of law is always material
· If has to pay fine/gets prosecuted – SH should know this

· SEC policy of full disclosure of illegal activity (Jos. Shlitz Brewing)

Problem 11-7 + 11-10
XI. Regulation of Markets and Professionals

SEC and the SRO’s

· Exchanges: secondary markets

· Self-regulatory organization (SRO): private body with a quasi-governmental authority

· Registered under the 1934 Act = unlawful to sell a security on an exchange unless the exchange is registered

· Over the Counter (OTC) market – no physical location of this market – occurs primarily through computers and telephone calls with brokers
· 1934 Act created Nat’l Ass’n of Securities Dealers (NASD)

· Ended up starting NASDAQ

· Self regulatory organization, also regulated all other of this type

Registration of Brokers

· §15 1934 Act: registration and regulation of brokers and dealers

· Brokers and dealers have to register with SEC

· Subject to regulation by the SEC

· Broker definition: any person engaged in the business of effecting transactions in securities for the account of others

· Exceptions for certain bank activities 

· Dealer – any person engaged in the business of buying and selling securities for such person’s own account through a broker or otherwise

· Dealers are principals

· Brokers are agents

· Meryll Lynch has to register, a person who works at merill lynch – has to register

· §15A Registred Securities Ass’n

· NASD – self regulatory org which could regulate its members

· All brokers and dealers had to register with the NASD

· Regulated ppl 

· Series 7 exam 

· Elaborate regime of self-regulation all the way down

Responsibilities of Brokers

· Brokers are your fiduciary – 
· Owes you some kind of fiduciary duty in execution of your trade

· Duty to get best execution (may be price, for institutions: price+ time+ doesn’t affect stock market)

· National best bid or offer

· Disputes: can sue in court but most agreements have arbitration clauses

· If the broker lies to you = can sue under §10b5

· But what if does something else? 

· Sells you the wrong security, charging too high fees, etc

· Shingle theory – when says broker dealer, agrees will operate under highest business practices

· Shingle that he would sell to the best practices

· Can sue under this – made representations

XII. Enforcement of Securities Laws

SEC Investigations & Injunctions

· Investigations

· Staff can go and investigate, can’t get subpoenas without the commission’s formal order

· Formal order of investigation

· Can issue oaths

· Subpoenas

· If after investigation, want to pursue, have to go to commission to bring administrative proceedings

· Before staff will recommend action, will tell the subject that they will recommend this

· Allow the target to respond with a “Wells submission”

· If staff isn’t satisfied – initiate litigation, etc

· Usually, in 90% of cases, have gotten target to agree to settlement

· Commission will authorize settlement

· Can publish a report

· Seek an injunction

· 1934 Act §21(d) empowers the commission to sue in federal court to seek a permanent or temporary injunction

· Whenever it appears someone is engaged or about to engage in practices violating the Acts

· Can also request disgorgement of profits made in violation of sec laws

· Asset freezes and other emergency powers

Administrative sanctions

SEC regulation of professionals

SEC Rules of practice
· May “deny, temporarily or permanently, the privilege of appearing or practicing before it in any way to a person who is found” after notice and hearing

· Not to possess the requisite qualifications to represent others

· To be lacking in character or integrity or engaged in unethical conduct

· To have willfully violated or willfully aided and abetted a violation of any provision of the securities laws

· Rule 102(e)(3): temporarily suspend a person without a hearing from practicing before the commission if the person has been permanently enjoined in a SEC action 

Criminal proceedings

· Willful violation

· Criminal liability: Any willful violation of any law that the SEC has made unlawful (§32 penalties)

· §10b5 = made unlawful

· No one shall be subjected to imprisonment if can prove didn’t know about the violation

· Still have to pay the fine

· Mail and wire fraud

· Everything is a violation – always brought up in SEC criminal cases

Control person liability

Duties of securities lawyers
· Various ways that lawyers are regulated under the securities laws

· Rule 102 of SEC rules of practice

· Appearance and practice before the commission

· SEC can suspend and disbar ppl who practice

· Can suspend right to practice for the firm

· Accountants + lawyers

· SOX added some more rules

· SEC is a lawyered institution – lawyers are supposed to be zealous advocates

· So to regulate the ppl who are advocating for ppl who are adverse to the SEC = problem

· R 102(f) = “practice”

· Transmitting info to the commission, preparing any document that will be filed with the SEC

· Problem on pg 833

· Does this give notice that the DC circuit demands

· In re Wiess

· SEC cease and desist against a lawyer

· Causing violations of the statute (§17A of Sec act)

· Violations of this only require negligence

· 10E (or 2E?) case, page 856

· Commission’s earlier approach

· Lawyers told the company that it wasn’t good disclosure, but the company kept doing that

· SEC brought case against the lawyers – unprofessional

· Always have to encourage your clients to follow the law, the mere fact that they don’t take your advice, doesn’t mean you were improper

· But if you know they are not following your advice in good faith, have further obligations

· Either tell the SEC (but confidentiality? Privilege?) OR noisy withdrawal

· Don’t pursue this case against these lawyers – bc not enough notice

· No private right of action for aiding and abetting 

· White and Case

· Nasty fallout after merger of companies

· Shareholders voted for the merger based on false info

· Interstate – could go ahead with the merger, cancel the merger, or go back to the SH and correct information

· SEC sues lawyers for both sides 

· Lawyers for interstate = that’s this case

· Did they substantially participate in a violation of 10b5

· In order to get injunction- its for further violations

· SEC has to get proof that there will be further violation

· Have to make sure you understand what’s going on

· Standards of professional conduct 

· Rule 3 – issuer as client

· Reporting up rule – learn of a problem, have to report up to someone and get a satisfying answer, and then if no, reporting to someone higher
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