I.
Assignment no 1. 1993 ACt Express Remedies

A.
Section 11

1.
deals with civil liability for untrue or misleading statements or omissions in the reg stat or prospectus.(Barnes)

2.
Persons liable

a.
Persons who sign reg stat: the issuer, the principal exec officers of issuer,   CFO, principal accounting officer, maj of bd.

b.
Every director of issuer at time reg state effective, even if did not sign.

c.
Every person named (with his consent) as about to become a director 

d.
Every expert who certifies preparation of reg stat.

e.
Every underwriter involved in the distribution

f.
Control Persons. Persons who control any person who is liable under §11 may be held jointly and severally liable, unless has no knowledge of nor reas grounds to believe in existence of facts on which libility of the controlled person is alleged to rest.

3.
Elements of P’s c/a

a. P prove Material misstatments or omission of material fact 

1)
material facts are defined as those matters about which an avg prudent investor ought reas to eb informed before purchasing the reg security.

b.
limited reliance req’t - P need not prove purchased in reliance on misstatement 

1)
Exception  - after acquired securities:  If issuer sends out earning statment covering period of one year after effective date, person thereafter acquiring must prove reliance on misrep or omission to rrecover. 11(a).

a)
need not actually read reg stat.  could rely on secondary sources which repeated misstatement. 

c.
privity of contract not required: Any person acquiring a sec which was the subject of a defective reg stat may sue under 11. Thus purchaser need not be in privity with issuer.  Also note a purchaser may sue parties other than issuer (dir, underwriters) where such parties are subj to liability. But have to trace her purchase of sec back to the defective reg statement.. 11a.

d.
causation of damages: P need not prove her loss was caused by the misrep.

1)
However, D may be able to reduce damages if can be proven that all or some portion of damages represents other than depreciation resulting from misrep. (such as general decline in stock mkt)

4.
Defenses

a.
Affirmative Defenses  - Any D including issuer

1)
alleged false statements were actually true

2)
misstatements or omission were not of material facts

3)
P-purchaser knew of misleading statements and invested anyway.

4)
stat/limit has run - 1yr after discovery of false statement, with overall limit of 3yrs after security is first bona fide offered to public.

b.
Due diligence - experts and nonexperts:  All D except issuers

1)
Experts - 

a)
that they actually believed that the statments they made were true

b)
that their belief was reasonable. see Escott - for belif to be reasonable had to have made a reasonable investigation into the facts supporting the stmts made - standards of their profession. 

2)
Nonexperts - 

a)
also that they actually believed that the statments made wer true and their belif must be reasonable - based on reasonable investigation of the facts. - what a prudent person would do in the mgmt of his or her own affairs (§11(c))

i)
See Escott - what kind of investigation a prudent person in the defendan’ts position with the same responsibilities, skills, training, access to info, etc. would have made. eg. Escott attorney drafting reg stat

3)
Nonexperts reviewing statments by other nonexperts

a)
Nonexpert not involved in drafting (such as bd of D) may be liable for statments made by other nonexperts. To avoid liablity, must show exercised due diligence appropriate to her position in reviewing the statements written by other nonexperts.  std of diligence is the same for nonexperts concerning their own representations.  see Escott: Underwriters, inside directors and executive officers,and outside directors.

4)
Nonexperts reviewing statements made by experts. Nonexperts (outside dir) held to lower std of care when reviewin experts’ statments than when reviewing stmts made by other nonexperts.

a)
no investigation required.

b)
show that did not believe stmt by expert to be false and no reas ground to believe false

c)
eg. Barchris most nonexperts not liable for misrep’s by accountants.

5.
Measure of damages

a.
P can recover any damages suffered as a result of the decline in value of the securities. §11(e).

1)
diff btwn the amount paid for sec (not exceeding offering price) and the value of sec at time of suit.

2)
P may have to put up a bond to maintain action. losing party may be req’d to pay attorney’s fees.

b.
Limitations on recovery

1)
Offering price as ceiling §11(g)

2)
underwriter not liable for more than theoffering price of hte securites at which the underwriter sold to the public §11(a)

c.
Joint and several liablility - contribution. §11(f)

1)
Can sue any combo of D’s and recover all, except liabliity of underwriters is severable.

6.
Persons Entitlted to Sue - Barnes v. Osofsky (2d Cir 1967)

a.
FACTS: 200,000 shares from earlier offering.  1963 add’l 200,000 shares registered. three class actions by purchasers ag corp, principal underwriters, o/d.  Alleged under §11 of 1933 the reg stat and prospectus contained material misstatements and omissions, primarily in failing to disclose danger signals of which  mgmt was aware prior to the date reg stat took effect. objections to settlement provision limiting benefits of settlement to persons who could establish that they purchased securities issued under the 1963 registration stat, which thus eliminated those who purchased after the issuance of the incomplete prospectus but could not trace their purchases. issue of lateral privity.

b.
Does §11 extend only to purchases of the newly registered shares. Yes.  (ie Does not include outstanding shares).

c.
RAtional: §5 does not register classes b/r units of shares.  §§11(g),(e) point toward limiting to purchasers of the registered shares since otherwise their recovery would be greatly diluted when the new issue was small in relation to the trading in previously outstanding shares. (11g limits damages to total issue price pd by ppl who bought sec)  

d.
P who did not read the reg state, but purchased after the original offering and before the s/l has run, can recover if sh is able to trace the securities to the reg stat.

7.
Escott v. Bar Chris Construction Corp.

a.
FACTS: Due diligence done in Jan 1961 leading to issuance of that reg stat. a few months later registered convertible debentures. Problems. reported lease transactions as sales. filed consolidated stat but had unconsolidated subsidiaries buying.   net sales reported wer 16% higher than actual sales. factors return reserve to co on temporary basis so that cash on BS. contingent libabliity understated - nobody read the Talcott documents.  gross profits overstate by 50% - material. customer delinquencies undtected bec nobody checked A/r on Talcott books.

b.
ISSUER - liabliity fixed at the point determine that the info was wrong, material, and ppl bought security. absolute liablity. no Huck finn defense = don’t know much.

c.
EXPERT - liable for part that’s from their opinion. §11(b)(3)(B) due diligence defense.  test - actually believed that the stmts they made were true and that their belief was reasonable.

1)
For belief to be reasonable, experts must make a reasonable investigation into the facts. For ACCOUNTANTS = conform to the standards of their professtion and must state the issuer’s financial results according to GAAP. PM heald liable but Slain disagreed. 

d.
NONEXPERT §11(b)(3)(A) for parts not purporting to be by expert - reasonable investigation, reas grounds to, and did believe, true. test for reasonable investigation- what a prudent person would do in the mgmt of his own affairs.  Lawyer drafts reg stat and is dir of co, liable to purchasers of the issuer’s sec under section 11 as a nonexpert. 

1)
Ct held that the attorney-director (nonexpert statements) did not have to conduct an independent audit of the issuer, but that a reasonable investigation would go beyond merely trusting the opinions and responses of the issuer’s officers as to material facts.  reasonable investigation here includes:

looking at orig written records/ contracts

examination of facilities, operations corporate minutes

questionairre for d/o to elicit info

have accountant check suspicous items fd.

If L was a draftsman but not a director - would not be liable under 11(a). §6(A) tells you who has to sign reg stat and does not include draftsman; also not liable under §11(a)(4)(i.e. not expertised). no aiding and abetting in §11.

e.
NONEXPERT reviewing NONEXPERT stmts. same test as nonexperts own stmts.

1)
Underwriters - reas investigation of nonexpert portions. can’t rely on assurance of accuracy from issuer’s mgmt, attnys, etc.  If lead underwriter conducts a faulty investigation, other underwriters not absolved/ every underwriter has same statutory duty as lead.  

2)
Insider directors and executive officers - due diligence depends on position, access to info, etc. (eg lawyer-director might be expected to do more - never read prospectus no defense.)  virtual guarantors of the accuracy of the reg stat. hard to escape liability

3)
Outside directors  - should attend mettings and held reposnsible for reading minutes, drafts of reg stat and questioning  insiders and officers.  If investigation turns up misstatements, required to personally check into and have counsel check.  Held liable two directors who failed to read the reg stat and one who gave it a cursory review.

f.
NONEXPERT reviewing parts made on authority of experts.§1(b)(3)(C) (lower std than when reviewing nonexperts). reas belief,  No investigation need be made. Only show that he did not believe the statements by expert to be false and that he had no reasonable ground to believe they were false.  Most of the nonexperts held not liable for misreps made by issuer’s expert accountants.

8.
Conudct Creating Liability  - Feit v. Leasco Data Processing Equipment (1971 EDNY)

a. issue: degree of candor required of issuers who offer shares in exchange for those of other companies in takeover operations. 

b.
Facts: P allege misrep and omissions in reg stat prepared in conjunction with 1968 offering of a “package” of preferred shares and warrants of Leasco in exchange for CS of Reliance.  Allege failed to disclose approximate amt of surplus surplus and intentions with regard to reorgainizing reliance. (casualty co required to have significant body of assets not used in daily operations for worst case catastrophe).  Real complaint is not that value of Leaseco shares they’re receiveing is overstated, but rather that the value they’re surrendering is understated.(Note case one year before Williams Act). Reliance’s assets didn’t show up on books bec not quantified at FMV b/r at cost.

c.
Holding: 

1)
Liability for nondisclosure.  CEO and Pres were inside directors.  Partner in law firm representing Leasco was outside director, no mgmt position: If atorney-director drafting the reg stat becomes so involved that he’s held to be a corporate insider, then held to high standard of diligence as other officers. Held underwriters just barely established that they resonably investigated the surplus surplus and had reas ground to believe that omission of a specific figure was justified. 

2)
former reliance sh have damages which consist of the difference btwn value of Leasco PS at price received and mkt value at time sued.  Slain says flawed bec decline attributable to mkt and not info not disclosed.

3)
NOTES: Offeror required to disclose mateerial facts known ti it about the target, even though can’t be required to answer al items in S-1 if hte mgmt of the co refuses to cooperate.  Leasco should have included its own estimates of the REliance SS.

9. McMahon v. Wherehouse Ent’t (1990 2nd Cir). 

a.
FACTS: convetible subordinated debentures acceleration clause. Holders of debtentures could demand them payable if crtn % of stock acquired by ill bred suitor, but if such acquisition is approved by majority of independent directors, acceleration doesn’t kick in. dir duty runs to shareholders not bondholders under Del law.  therfore claim prospectus covering bond offer had a material misrep or omission. 

b.
Held: language is susceptible to interpretation that indep dir had to consider rts of bondholders, and since this is against Del law, there’s a misstatement bec acceleration was really an illusory promise.

10.
Wieglos v. Commonwealth Edison (7th Cir 1989)

a.
Investors brought action ag electricl utility and underwriters for viol of 11. For first time in history ASLBoard denied license of nuclear plant and recommended refusal of license. Nuclear Reactor Comission reversed, but delays cost $750mm. Dist ct dimissed relying on Rule 175, P artgues that’s irrelevant bec not complaing of fraudulent stmt.

b.
Held: rule 175’s fraudulent stmt ahs a broad meaning and convers inaccurate stmts whether or not fraud.  Therefore, incorporation into prospectus of erroneous stmts re estimated cost and start up times of nuclear reactors fell under safe harbor rule (175(a))for forward looking stmts and therefore not liable, where estimated based upon best available info.  Assumption that mkt knew the nature of the industry.  Also failure to disclose fact that application license to operate nuclear reactor was pending before Board did not viol laws, whre disclosed it was building reacotrs which needed licenses, and which were opposed to by environmentalists. Item 103 merely requires reporting of material legal proceedings. this wan’t a meterila omission bec possibiliyt license could have been denied was not foreseeable. 

11.
In re Donald Trump (3rd Cir 1993). 

a.
P wer disappointed bondholders of the Taj Mahal. Prospectus misleading wrt “co has resources to pay defects as become due”. missing info: personal finances of the Donald, earnings per day.

b.
Not liable. bespeaks caution doctrine - the inclusion of sufficient cautionary statmetns in a prospectus renders misreps and missions contained therein nonacitonable. so much bad risk that putting info in wouldn’t change that.  

c.
Jim: should have analyzed case under Rule 175 and asked whether there was a reasonable belief that they could have paid off the bonds. 

12.
Summary

a.
§11 reaches

1)
in a public offering: the issuer, directors, ppl named ot become directors, experts, officers, underwriters

2)
Under §6(a) a majority of directors have to sign

If director refuses to sign, dir not off the hook because §11 reachs ass directors whether or not they signed.

3)
CEO,CFO, comptroller (oficers) only liable if sign

4)
person named as to become dir liable if w/his consent that he was named

5)
syndicate members as underwriters liable (every underwriter even if came in last day)

b.
§11 elements: used by purchasers of securities.  must be a sale. truth/omissions at time registration statement became effective.  P has to show info materially defective; no reliance nec - don’t have to show failure to disclose caused the injury; no showing of intent/scienter to defraud; no privity so long as Buyer of sec that can be traced to registration statement.

B.
SECTION 12

1.
Section 12(1) LIABILITY For OFFERS or SALES IN VIOLATION of Section 5.

person who offers/ sells in viol of §5 liable to purchaser for the consideration paid (with interest) less amt of income received  (ie rescission) or damages if the purchaser no longer owns security.

a.
Liability for any viol of section 5 including sale of unreg securities, failure to deliver prospectus, making illegal offer in prefiling period

1)
Control persons are liable as under section 11

2)
Participant liability - Not confined solely to those who “sell” as in pass title to securities, persons who are a substantial factor in the offering may also be liable.

b.
Defenses to 12(1) c/a

1)
No offer or sale of security

2)
No viol of §5 ever occurred (i.e. offering was exempt from registration under §5)

3)
No privity. Unlike §11, §12(1) direct privity of K btwn P-purchaser and D-seller

4)
Stat/L  - Like §11, 1 yr after viol, but not more than three years after the security was bona fide offered to public.

5)
laches not a defense where period of limitations has not yet run

6)
no interstate commerce since §5 is specific to how means of interstate commerce must be used

2.
PINTER V. DAHL (US 1988)

a.
ISSUES: 

1)
Whether the CL in pari delicto defense is available in private action under 12(1) for the rescission of the sale of unregistered securities and 

2)
whether one must intent to confer a benefit on himself or on a third party in order to qualify as a seller within the meaning of 12(1) (was Dahl a seller and liable under 12(1)).

b.
FACTS: Pinter finds Dahl and Dahl solicited others to invest. venture fails. investors want $ back or rescission.  Pinter alleges Dahl has unclean hands (in pari delicto). As a defense, Pinter wants contribution from Dahl if Pinter has to pay

c.
Holding: 

1)
Yes in pari delicto defense available, remand to see if works here. Nothing in statute prohibits it and statute denies recovery to ppl that viol the law. (Note Bateman Eichler defnse available in 10(b))

2)
Seller under 12(1)= one who passes title; one who particpiates in sale for value (broker participates and gets commission) Ct rejected substantial factor defense - one who participates in deal and was a substantial factor to getting deal done. (so Lawyers who drafted deal aren’t liable based on this particular theory)

d.
Notes:  

1)
subsequent cases held that the decision applies equally to an action under 12(2) as to one under 12(1). no aider and abettor liablilty under 12(2).

2)
ftnt 8 - ct expressed no view as to whether equitable defense of estoppel is avilable in 12(1).

3)
ftnt 9 Unlike section 11, §12 does not expressly provide for contribution. ct expresses no view. 

4)
the terms” offers or sells” may or may not be the same for 12(1) &12(2)

5)
ftnt 21 - §12(1) (and 12(2)) imposes liability on only the buyer’s immediate seller; remote purchasers are precluded from bringing actions ag remote sellers. Thus a buyer cannot recover ag his seller’s seller.  no privity  Therefore, can’t leapfrog over underwriter to reach issuer uinder §12(1).

a)
Collins 3rd cir  -  held the issuer in a firm commitment underwriting is not liable to the investors under 12(2) bec the issuer sells to the underwrtiers who in turn resell simultaneously to selected dealers or ultimate investors and therefore the ultimate investors do not purchase from the issuer.

b)
o

6)
§12(2) does cover private placements of securities

3.
Section 12(2) GENERAL CIVIL LIABILITY UNDER THE ACT

a.
prohibits fraud in the interstate offer or sale of sec. 

1) any person who offers or sells a security by means of prospectus or oral communication (whether or not sale is exempt from reg) by use of interstate commerce

2) who makes an untrue statement of material fact or omits  (purchaser not knowing of untruth)and 

3) who cannot sustain the b/p that he did not know and in the exercise of reas care could not have known of untruth, is liable to purchaser of security

b.
Scope: applies hether or not registered pursuant to §5, whether or not offered under exemption, whether offered in writing or orally

c.
plaintiff c/a - sue for rescission to recover the consideration pd for sec plus interest, less income received; or damages if already sold.  show

1)
offer/Sale of security

2)
use of jurisdictional means - interstate commerce even though doesn’t cross state lines

3)
offer/Sale by means of a prospectus or oral communication that includes the misrep or fails to disclose material fact. no reliance req’t/need not read it see Sanders v. John Nuveen

4)
untrue statement or omission of material fact.

5)
D’s knew or should have known of the untrue statement. D has b/p 

6)
no reliance or causation nec.

d.
Defenses to 12(2)

1)
D’s Lack of knowledge of untrue statment

a)
underwriter probably has to make a reasonable investigation of issuer. see Sanders v.John Nuveen.

2)
Waiver and  estoppel - P has shown suff approval or acceptance of D’s misconduct

3)
P’s knowledge of untrue statment

4)
Privity - Sellers= participants include

a)
Underwriters

b)
brokers and agents selling on behalf of principals. broker-dealers can argue defense of reas care

c)
other participants - but for the D’s participation would the sale have been consummated. more than de minimis participation.

5)
Stat/L - one year after discovery of false statement, but not more than three years after sale.

4.
Sanders v. John Nuveen & Co (7th Cir 1980)

a.
Short term notes (CP) bought and deal went baad. Cp exempted under §3(a)(3). Financial info inacurate. defense for Nuveen, underwriter, if he can prove didn’t know about material defects and used due care and still couldn’t find out.

b.
Held Nuveen did not meet std of due care and that std was same as std in §11. There was no substantive difference btwn the req’t of an investigation purusant to reasonable care under section 12(2) and the investigation required to prove due diligence for the nonexpert under section 11.  Differnt stds were not established with regard to stmts made by experts and nonexperts.  Underwriter probably has to make a reasonable investigation of an issuer. Should have asked about receivables, looked at books. 

5.
Nuveen v. Sanders (US 1981 cert denied, dissenting opinion) reas investigation means have to investigate. lower ct said reas care = reasonable investigation. Poweel disagrees with 7th Cir which seems to be saying D must investigate figures of the independent accountants. 

a.
If it were a public offering, under §11, Nuveen not liable bec no reas ground to believe and did not believe expertised parts were false. 11(b)(3)(C). He losses under §12 in this exempt offering because higher std with regard to expertised part in 12 than in 11.

b.
Warning §12(2) also reaches material defects in a public offering, so worry about expertised portion - may need to investigate into financials. 

6.
Quincy Co-Operative Bank v. A.G. Edwards & SOns (DC Mass 1986)

a.
allege viol 12(2) bec misrep about sale of bonds that were called sooner and at a lower price than the buyer,Quincy,  relying on its broker’s assurances, expected. D’s are Edwards &Sons , broker dealer, and Concannon, broker. 

b.
brokers and others who have substantial role in a sec sale can be considered “sellers: for purposes of section 12(2) liability.  Besides Edwards purchased the bonds and re-sold them to the Bank.

c.
Bank’s motion for SJ denied. On facts can’t say for sure that Edwards showed due care.  broker should have educated himself in this mkt, reas tomb. look at Moody’s and S&P reports but not necessarily sufficient. 

d.
Jim’s pt: This ude care burden has req’d an awful lot of ppl who traditionally have not viewed roles as requiring much.  

7.
Ballay v. Legg-Mason (3rd Cir 1991)

a.
investors sue brokerage firm for alleged oral misrep made concerning the book value calculatio of securities.

b.
Holding:  section 12(2) only affords a remedy to a buyer of securities in the initial distributions and not in the secondary market. (issuer - buyer1 - buyer2)

8.
Gustafson v. Allied Co.   oral stmts have to be tied to a prospectus. majority held prospectus means prospectus wrt a new offering.

a.
sold stock to someone who bought co, buyers now raise 12(2) claim. 

b.
case important because ppl feared “seller” in 12(2) will be read as broadly as Pinter case read it in 12(1). then analysts would be liable and due care defense is difficult. Therefore would chill info such as analysts reports. Is analysts report a prospectus and is it used as a selling tool by broker. 

c.
§12(2) does not extend to a private sales K, since K not held out to the public is not a prospectus. 12(2) applies to prospectus in a reg stat ie in public offering. 

C.
Comparison

1.
do you have to show a purchase to establish a claim?

a.
Yes in §11

b.
No in 12(1),(2) bec reaches offers in addtion to sales

2.
material defect

a.
§11 - has to be in reg stat

b.
§12  - in a prospectus in a public offering or in something broader. reaches oral statments

3.
effective time

a.
§11 is effective at time of reg stat

b.
§12 not effective at time of reg state bec not tied to reg stmt.  look to how sale made

4.
reliance

a.
no reliance, causation, nor scienter req’ts

5.
Privity

a.
§11 range of defendants

b.
§12(2) seller in statute but case law broadens who’s a seller.

D.
DAMAGES §11(e), §12

1.
§11 P may recover the diff btwn the price he paid (not exceeding the price at which the security was offered to the public) and the value of the security at the time of the suit or the price at which he previously sold it. (eg. IOP $5.00, P purchases at $10, then goes back down to $5, can’t recover anything under section 11)

2.
§11 P need show no causal connectio nbtwn decline in price and false stmt. However, if D can prove “any portion or all of such damages represents other than the depreciation in value of such security resulting from  such part of the reg stat not being true” he can escape liability to that extent.

3.
P’s filing suit stops the D’s loss under 11e.  However, under section 12, the suit must be brought within one year after the discovery of the unture stmts.  

4.
§12(2), P may rescind and get back all of hte consideration he paid, if still owns the security. If p no longer owns the security, he may recover his damages under 12(2). Presumably a rescisionary measure of damages - P could recover amt he paid for the security less what he received when he disposed of it, and would be charged with any incomethereon and credited with inerest as is expresssly provided where an actual rescission is ordered.

5.
Ackerman v. Orynx Communications. (2d Cir 1987) 

a.
FACTS:a registered issue was brought out on June 30, 1981 at a price of $4.75 per unit. The prospectus contained an erroneuos pro forma unaudited financial stmt for an interim period of eight months. The corp disclosed the mistmt to the Sec on Oct 13, 1981 at which time the unit price declined to $4 and the mistmt was disclosed to the public on Nov 9, 1981 at $3.25. action filed on Nov 25 and price after disclosure had risen to $3.50. 

b.
Holding: D had established “negative causation” under §11(e) bec the entire decline in price occured prior to the public disclosure of the mstmt in th eprospectus and the price only rose after disclosure prior to the filing.

c.
Slain: threshold for materiality std is too low. “ info matieral if reas investor would have regarded it in info mix.

E.
STATUTE OF LIMITATIONS 

1.
§11, 12(1), 12(2) one year after the discovery of the false stmt, with an overall limitation of three years after the security is first bona fide offered to the public. see §13 s/l.  Summer v. Land & Leisure (5th Cir. 1981). no federal tolling rule. 

2.
other possible defenses

a.
Laches is not a defense in a 12(1) action where P sought only a money judgment where the period of limitations has not yet run. Straley v. Universal Uranium & Milling (9th Cir 1961) (Delayed making the demands until the day before the expiration of the s/l).

b.
waiver - conscious renunciation of a right 

c.
estoppel - need more than mere inactivity. Suppose bought security in PO shich sould have but wasn;t registered. Bank will lend money but first wants to know if you’re goind to rescind bec then it would just be providing money to buy you out. Bank relies on your stmt that you won’t rescind.   slain says you’re estopped from rescinding bec of otheres reliance, though no hard authoirity on this.

d.
Arbitration - Rodriguez v. Shearson /American Express. (US 1989) §14 does not bar an agreement to arbitrate.

e.
§14 declares that any provision “to waive compliance with any provision of this title or of the rules and regulations of the Commission shall be void.” 

1)
Note §29 of 34 Act is same as §14 of 33 Act.

2)
P can still attack arbitration provision in the agreement on the basis that it was procured by fraud.  

II.
Assignment 2 the Implication Doctrine

A.
General Development and Rules 14a-9 and 10b-5

1.
Implied Private Cause of action under section 14(a).

a.
JI Case Co v. Borak (1964)

1)
P-sh of Case entering merger, sued before merger in fed. Allege proxy materials misleading - viol 14(a).

2)
sh may bring direct c/a or join with others in class action; or may bring derivative suit on behalf of the corp.

3)
HOLDING: Yes, private rt of action under §14(a) and Rule 14a-9.

4)
Cts will fashion whatever relief is appropriate to remedy the loss caused by proxy violation, eg. damages, rescission of the transaction. §27

5)
appropriate remedy may be to unwind merger. one factor in the decision whether to rescind a merger is the fairness of the terms of the transaction.  However, rescission may not always be feasible in merger cases. Don’t have to undo merger (SL never do).

b.
Mills v. Electric Auto lite.  

1)
D owned 54% of stock of A corp,solicited proxies to get 2/3 vote of sh required to effect a merger. However, D made a material omission when it failed to disclose to A’s sh that it in fact controlled 54% of A’s stock.  P sued day before vote for an injunction, but didn’t seek TRO, rather they wanted merger to go through and then to seek $ damages. 

a)
Dist ct held material defect, but did not materially affect the outcome of the transaction = transaction causation. &th Cir - to determine transactio causation, decide whether merger which was apporved would not have been approved if info accurate. if it was fair, they would have voted for it. remand  on fairness of merger. Sct cert on transaction causation (not on materiality which Slain says was ludicrous).

b)
Hearing held on whether P is any worse off because this happended = loss causation.

2)
The successful P in an action alleging viol of 14(a) is entitled to reimbursement of reasonable costs and attny’s fees paid by corp, if the action is brought on behalf of a class of sh and benefits all members of the class.

3)
Causation under the antifraud provisions, P must prove that the misrepresentation or omission or material fact was the cause of her loss. Question of fact to be determined at trial. Test for causation is to be defined in terms of materiality. 

a)
Materiality = sufficient showing of causal relationship. obj test.

b)
Once materiality is shown, P can prove causation by showing that the proxy solicitation itself was an “essential link” in effecting the transaction. ie show the Party soliciting the proxies needed the votes represented by the proxies to carry the proposition.   

Slain - this case made 10b-5 litigation an industry bec same std of materiality for 14a-9 used in 10b-5. Could prove viol easily (info defect that was held material was crazy) and could be paid even if case had no eco significance.

2.
Rule 10b-5

a.
Superintendent of Insurance of NYS v. Bankers Life.

1)
Manhattan was allegedly defrauded in the sale of crtn securities. Begole essentially took 5mm of assets of Manahattan to pay for 5mm of stock of Manhattan.

2)
Exceptions to requirement of purchase or sale by P: In derivative suits, indiv P shareholder need not be an actual purchaser or seller; suff if there is a purchase or sale by the corporation.

3)
D’s misrep must be “in connection with” the purchase or sale of a security by the P. Those who knowingly “Aided and abetted” D in the purchase or sale transaction were also liable.

4)
Birnbaum v. Newport Steel. 2nd cir held sh of Newport Steel that sold stock to customers, gave rise to no 10b-5 action because:

a)
only function of 10b-5 is to protect public mkt of securities and therefore transaction that wasn’t in public mkt couldn’t be protected.

b)
only ppl with standing to complain of 10b-5 viol as private party were actual sellers or buyers of security. (complaint of Birnbaum was that D had frustrated their efforts to be sellers)

5)
Rule 10b-5 is used on close corps.

3.
Implied provision for damges under 17(a)

a.
Touch Ross & Co v. Redington (US 1979)

1)
Acctng firm sued for filing false financial reports with Sec for Bankrupt broker-dealer. Ct looked at intent of Congress - where Congress intended a private remedy, it usually said so. No indication that Congress intended a priv rt of action; there was an express remedy for filing false reports under §18; and section 17(a) was not passed specifically to protect persons such as P (17(a) purpose so SEC received needed regulatory info).  Held no implied rt of action under 17(a) (records and reports) to sue CPA for auditing reports required by 17(a). Applied Cort v. Ash but shift away from all four factors to statutory consturctio and legis history. Four factors to be considered but not nec equivalent weight.

2)
Cort v. Ash

a)
Sh of ATT suing bec co failed to collect several $mm in telephone bills from Demo Nat’l Comm.  Argued that federal law forbidding corp contributions created an implied private rt of action.

b)
Four part test

i)
apparent intention of Congress from legis history

ii)
P owed special benefit when legis was enacted

iii)
congruence of c/a with purpose of legislation

iv)
trasitionally relegated to state law

c)
Held no priv c/a bec sh not a special class to benefit from election law, waste of corp assets is traditionally relegated to state law. 

B.
Overlap with Express Actions

1.
Herman & McLean v. Huddleston (us 1983)

a.
Where 10b-5 conflict with section 11.  §11 applies to the specific situation where a reg stat has been filed in connection with a security offering.  If rule 10b-5 action is also allowed in these situations, it would seem to nullify all that Congress specifically did in establishing section 11. Nevertheless, S Ct held that the availability of a section 11 action does not preclude resort to rule 10b-5. Rationale: 10b-5 requires P prove scienter, whereas the sections of the 1933 Act uniformly do not require such a high degree of culpability. Also 10b-5 reaches diff Ds. Hence if P wants to assume this higher burden of rule 10b-5, she should be freed from the other restrictions of the 1933 Act liability sections. pt (if have action under 10b-5 can also have action under 11 and 12).

b.
B/P in private civil causes of action for damages, the b/p is on the P to prove the rule 10b-5 c/a by a preponderance of the evidence

C.
Section 14(e), 1934 Act, Actions for Misstatments of Insuff Disclosure.

1.
§14(e) - unlawful for any person to make untrue statements or to omit ti state material facts, or to engage in any scheme of deception or fraud in connectio with any tender offer request or in oppoision thereto.

2.
Piper v. Chris Craft Industries (1977).Tender offeror (bidder)  has no implied c/a for damages under §14(e).

a. Facts: CC sought control of Piper Aircraft and eventually gained 42%. Rival, Bangor Punta, gained 51%.  Cc alleged that Piper, Bangor Punta, and BP’s underwriter had all made material mistatements of omissions. 

b.
standing to sue in tender offer cases.

1)
Before Chris-Craft 14(e) protected both selling and nonselling sh of the tendered company, the tendered corp itself, and the tender offeror (ag the tendered company that resists the tender offer).

2)
Held the tender offeror did not have stdg to sue in a private damage action under section 14(e). The purpose of the tender offer rules was to protect the shareholders of the tendered company.

3)
Other rational: to grant stdg to tender offeror would not benefit shareholders of Piper as a class, adeq remedies available under state law, legis history of §14(e) doesn’t indicate remedy intended under those circ.

4)
NB dicta, nontendering sh would have stdg (where they did not tender shares due to misrep about the tender offer made by the mgmt of the tendered company)

c.
Reliance. tendered sh must have relied on the misstaed material fact. Reliance “presumed” once the misrep fact is shown to be material, concurring opinion.

1)
cts will probably handle reliance in the tender offer area like 10b-5 cases and proxy cases (Milss v. EAL), factual setting.

d.
Causation test uncertain.  In  Piper issue not simply whether D’s misrep caused sh of the tendered company to sell to D, but whether sh’s reactions caused P’s loss (failure of the sh to sell to P).

1)
Blackmun, concurring, decide case on the basis that P could not prove actual causation of loss.

e.
Open question as to whether private remedy of injunction under 14(e) but a number of cts have ordered injunction in the early part of the tender offer. 

f.
Epstein v. MCA (9th Cir recent)  priv rt of action implied in 14(d)

g.
Polaroid (3rd Cir) Held target corp itself could not maintain an action alleging viol of all holders rule on behalf of its sh. Target does have stdg under 14e to sue for injunction.

D.
Section 17(a) 1933 Act

1.
In re Washington Public Power Supply Systems Secruties Litigation.

a.
alleged bonds sold on false pretenses.

b.
Held: no private rt of action under 17(a).

1)
Factors to look at from Cort v. Ash = (2) indication of legis intent; (3) consistent with underlying purpose.

2)
Found no legis intent and decided 17(a) private rrt of action is not nec bec of §§11 & 12.

E.
Contribution Rights

1.
Musik, Peeler, & Garrett v. Employer’s Insurance (US 1993)

a.
Held:  D sued under Rule 10b-5 had a rt to seek contribution  from joint tortfeasor. 

b.
Congress has recognized the cts created a priv rt of action and the cts can further define it.  Also the express language of §9 and 18 gives rise to rt of contribution.  (jim concerned with judicial legislation). 

F.
Stock Exchange and NASD Rules.

1.
consensus no private rt of action for viol of one of the rules, except 2nd Cir in Colonial Realty (1966) refused to say that there might never be an implied c/a.

III.
Assignment 3 -  Elements of the Implied Causes of Action

A.
Intro

1.
Elements compared to tort of deceit

a.
misrepresentation

b.
material 

c.
scienter

d.
reliance

e.
proxmate causation

2.
Herman & MacLean v. Huddleston (US 1983) In private civil causes of action for damages, the burden of proof is on the plaintiff to prove the rule 10b-5 cause of action by preponderance of the evidence. availability of section 11 action does not preclude resort to rule 10b-5

B.
Materiality

1.
Basic v. Levinson (S ct 1988)

a.
Basic released 3 public announcements denying they were in merger negotiations.  P sold stock after public stmt and before suspension of trading for tender offer.  Alleged injured by selling BAsic shares at artificially depressed prices in a mkt affecte by BAsic’s misleading stmts and in reliance thereon.

b.
Dist ct rule & 3rd Cir - doesn’t matter what you say bec until reach agrement in princple terms of merger (handshake) nothing is material. rationale:

1)
protects confidentiality of neg

2)
bright line test for when you have to disclose

3)
too much info would confuse investors

c.
Rule 10b-5 does not require an independent duty of disclosure. Only time silence actionable under 10b-5 was when had effect of making another stmt misleading. 

d.
in future say no comment. 

e.
reject “agrement in principle as to price and structure” as the bright line rule of materiaility. also reject the proposition that info becomes material by virtue of a public stmt denying it. 

f.
materiality std of 14a-9 is same in 10b-5 cases. adopt TSC std = “an omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it impt in deciding how to vote.” “there must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the total mix of information made available.” Materiality in the merger context depends on the probability that the transaction will be consummated and its significance to the issuer of the securities. Materiality depends on teh facts and is to be determined on a case by case basis.(*slain says std is too low)

C.
Standard of Conduct

1.
Conduct std

a.
c/a for damages.  if private c/a is implied, P would have to prove D acted intentionally or with actual knowledge. SAnders v. John Nuveen 

b.
Ernst & Ernst v. Hochfelder (us 1976). for liability under 10b-5 must show that D had scienter, ie actual intent to decieve, manipulate of defraud.

1)
D (accting firm) audited the books of a small securities firm and prepared its fin stmts. P were customers of the firm who had given the firm’s president some money, in the form of personal checks, to be invested in escrow accounts. (classic Ponzi scheme). Pres embezzled money and had firm rule that noone could open his mail.  P charged that if auditing firm had not been negligent in tis audit, it would have discovered  this rule and a reasonable investigation would have led to the fraud.  Held D not liable unless P could show intentionally fraudulent conduct.

2)
left open whether recklessness = scienter.

c.
Civil Injunctive actions brought by SEC  - distinction btwn 17(a) subsections.  17(a)(1) requires scienter, while 17(a)(2), (3) require negligence showing bec of the different language used in the subsections.  civil injunctions brought under 21(d) of 34 Act for viol of 10b-5 only successful on showing of scienter by D.  If Private damage actions are upheld under 17(a), then negligence may be applicable std.  Aaron v. SEC (1980)   However, after Aaron a number of circuits have said there is no private rt of action under 17(a).

1)
Facts: trying to sell stock of co Lawn-o-Mat by making false representations. Co wanted Aaron to stop.

2)
After this case, dist cts stopped granting requests for injunctions unless perceived significant chance of repetition.  1981 §8(a) of 1933 and §21(c) of 34 - SEc can grant cease and desist orders - in house injunction - didn;t have to show likelihood of second offense.

d.
Adams v. Std Knitting Mills (6th CIr 1980). 

1)
Outside counsel informed Peat Marwick of problem with regard to “ common”, but he failed to make amendment bec thought it wans’t material.

2)
Held in a private c/a brought ag the outside accounting firm responsible for putting false financial stmts in the proxy stmt, liability only if scienter present.  PM did not have scienter bec did not know what he was doing was wrong. 

3)
two meanings of scienter 

a)
D was not sleepwalking, conscious conduct

b)
intent to defraud

D.
Causation

1.
Schlick v. Penn Dixie 2d Cir 1974. 

a.
sh of Continental recive Penn Dixie stock in merger.  minority sh argue merger agreement and exchange ratio unfair due to pre merger transaction that improved the finaical appearance of Penn and decreased that of Continential. Cont’l sh complaining of proxy stmt of Cont’l mgmt to its shareholders (cont’l has since merged with Penn). Falls under 10b-5 bec consideration for the exchnage constitutes purchase or sale.

b.
Using materiality to infer reliance.  If P can show that a reasonable investor would have considered the fact impt in making a decision (materiality), then no reliance need be shown.

c.
For 10b-5 P need only show loss causation to succeed.

d.
For 14a-9 held transaction causation existed whether or not votes of minority shareholders are necessary. 

2.
Bastian v. Petren Resources (7th Cir 1990).  

a.
P allege that if not for the offering memo’s misreps and misleading omissions concerning the D’s competence and integrity, P’s would not have invested in 1981 in oil and gas limited ptrnships which were worthless by 1984. P argued that rans causation is suff. 

b.
loss causation = std rule of tort law that the P must allege and prove that, but for the D’s wrongdoing, the P would not have incurred the harm of which he complains.

c.
ct decided that the economic loss would have happened in any oil investment in the South at that time.  therefore no loss causation, no c/a. 

3.
Basic v. Levinson (us 1988)

a.
reliance -  fraud on the mkt theory- integrity of the mkt - semi strong EHM.

b.
held it is not inappropriate to apply a presupmtion of reliance supported by the fraud on the mkt theory. That presumption is rebuttable

c.
Affiliated UTe - In a case of nondisclosure held P doesn’t have to prove reliance but prove materiality. materiality creates a rebuttable presumption of reliance. 

E.
Standing

1.
Purchase or sale of a security by P req’t

a.
Def of purchase or sale - include any K to purchase or sell. SEA 3(13), 14

1)
More than mere offer to purchase or an offer to sell must be involved before 10b-5 will apply . Blue Chip

2)
But an actual completed purchase or sale need not be involved: Pledge in a loan transaction, oral K to sell

3)
merger is eg of P/S

b.
The Plaintiff must either be an actual “purchaser” or an actual “seller” of securities to have stdg to maintain a 10b-5 c/a. Birnbaum v. Newport Steel (P, shareholder of corp where Pres turned down merger and then sold his shares for double mkt price, had no stdg since neither the corp nor the P was a purchaser or seller).

1)
Purpose  - to prevent vexatious litigation, since P might otherwise bring 10b-5 actions simply to use the liberal federal discovery rules to disrupt a D’s business. Blue Chip

2)
Context: depreciation in value of stock due to misrep made by D (Greenstein- no stdg); P claims he would have purchaser stock but for the negative stmts made by the D (Blue Chip - no stdg).

3)
Exceptions to req’t

a)
derivative suits if purchase or sale is by the corp

b)
sh action for injunction

c)
P forced to sell his stock - objectively verifiable event

2.
Cowin v. Bresler (C.a. DC 1984)  Minority ch, Cowin sued co and dir on his own behalf alleging manipulation for personal profit. claimed fraud, viol 0f 10b-5 and 14a-9. Held:  Shareholder who did not buy or sell stock in connection with the allegedly misleading reports issued by the company, does not have standing to maintain action for injunction under §10b or rule 10b-5. (Like Blue Chip held for damages).

a.
claims:

1) alleges self dealing, fraud (ltd prtnerships in which dir have self interest); stock repurchase plan when co had cash flow problems.

a)
sought damages, injunction and receiver appted

2)
FEderal: disseminated materially deceptive reports to pblic sh viol of 10b-5; issued deceptive proxy materials in viol of 14(a). He claims that although he did not buy or sell bec of hte reports his stock was made less valuable by appellee’s misrepresentation to the investing public.

a)
recovery sought: disclosure of past misrep and invalidating of elections for directors. injunction requiring an end to the alleged misrepresentaitons  

b.
Dist ct dismissed 10b-5 claims. 14a: SJ/D holding that Cowin had no stdg to challenge on an indiv basis, the misleading proxy stmt bec he had not personally relied on them.

c.
Precedent: Blue Chip held that only purchasers or sellers of sec have stdg to pursue private claims for damages under 10b and RUle 10b-5.  HED: Blue Chip not limited to damage actions, applies to equitable relief as well. Rationale:

1)
Congressional inaction - didn’t make amendments

2)
limited standing in express remedies to persons including only purchasers or sellers.

3)
awkward distinctions if diff standing

4)
policy considerations

a)
corroboration of evid

b)
unlimited P

5)
Sct gives general rulings unles otherwise expressed.  Therfore Blue Chip covers this issue.

d.
§14(a) reliance is not a prerequisite to standing to bring 14 a action.  Unlike 10b-5 not in connection with a particluar activity therefore reliance not necessary.   Also no causal relation btwn injury and proxy violations

3.
Virginia Bankshares v. Sandberg (Sct 1991)

a. sh who didn’t approve merger.  maj could merge on own.  Freeze-out merger by First American Bankshares, Inc. of wholly-owned sub Virginia Bankshares, INc(VBI) with First American Bank of Virginia (BANK), of which VBE owned 85%.  Based on investment banker opinion that $42 per share would be fair for minority shareholders, board approves merger.  Solicited proxies for shareholder meeting; plaintiff did not give proxy. Needed vote of 2/3 entitled to vote under Virginia law, FABI owned > 2/3, but solicited proxies in interest of public relations and potential self-dealing challenge. D argued directors’ stmt “I think this is a high price” is a belief not a fact under 10b. 

b.
held that knowingly false stmts of dir’s reasons for recommending crtn corporate action  may be actionable even though conclusory in form, but respondents failed to demonstrate the equitable basis required to extend the §14(a) private aciton to such shareholders when any indication of congressional intent to do so is lacking.

c.
Issues: Was the statement misleading?

1)
materiality: substantial likelihood that a reasonable shareholder would consider it important indeciding how to vote. (TSC Industries).  Here, even though statement of belief, not fact, shareholder follow directors because of their fiduciary duty to look out for sh interests.

2)
Fact: is statement one of fact? Inquiry centers on whether directors actually believe the statement, and whether the statement is objectively correct. (i.e. is $42 a “high value”).  To show violation of 14a-9, must show both: do not believe and false.

3)
Policy issue: court worried about “strike suits” where P claim directors did not belevie statements; difficulty of proving directors did believe would force settlements.

4)
Statement that “fair” and “high” price motivated board’s recommendation of merger was deemed materially misleading since it would influence a reasonable investor.  Court uses “knowingly false standard.  Statement must say or imply something factual that is objectively false or misleading (here, price was not high) and knowingly false statement must have been motivated by something other than stated reason (here, desire to protect positions).

d.
Issue 2 Whether shareholder vote was essential link (voting causation)?

1)
Mills v. Electric Auto -Lite Co:  enough to show materiality and that minority votes were needed (essential link) to approve the transaction w/o showing proxy statment in fact swayed the vote. (must show that if all voters had voted ag transaction, then deal would have failed; that is, that proxy solicitation itself was key element in approval).   If a transaction requires sh approval, will always have voting causation.

2)
Here, ct distinguishes VBI from the 2,000 other sh, and therefore the other shareholders did not have the power to disapprove the transaction.  VBI controlled the proposal and could not have been misled because it knew the truth.  D already had majority, but wanted approval to affirm “fairness”. Vote not necessary. Given lack of causation of alleged ham, no violation.   Court rejects theory that FABI would not have gone through with merger if minority sh had rejected it, as too speculative (Dissent: only likelihood, not certainty, must be shown)

3)
May still claim non-voting causation, if misleading proxy statement causes shareholder to forfeit state-law rt to appraisal.  Here, bec no full disclosure, state-law rt has not been forfeited (dissent: do not know what  “disclosure” means under state law, rt may have been forfeited)

4)
Note: 14a-9 doesn’t say anything about causation; causation enters picture bec this is an implied private rt of action.

e.
Note: FABI  still prevented from including grossly misleading statements in its proxy statements by:

1)
SEC action,  where no causation link required; and

2)
State law duty of care, loyalty.

4.
Wilson v. Great American industries Inc. (2d Cir 1992).

a.
Great American argues that Ps, Minority sh w/o power to influence the proposed merger, suffered no damages under §14(a), notwithstdg that their votes were solicited by proxies containing material misreps. 

b.
VABK didn’t address this situation where shareholders lost state appraisal rts claim.  P argue materially defective proxy didn’t give  Ps correct info to assess whether they should pursue appraisal rts. (may have voted for merger and therfore not be eligible for appraisal or may not have info to seek appraisal)

c.
A minority sh , who has lost his rt to a state appraisal bec of a materially deceptive proxy, may make a “sufficient showing of causal relationship btwn the violation and the injury for which he seeks redress.” remand to determinw whether the proxy solicitation actually resulted in the loss of any remedies available to plaintiffs under NY law.

F.
Defenses

1.
on the merits - that full disclosure was made, that the stmts were true, that untruthful stmts were not material, or did not cause P’s loss, or that D lacked actual knowledge of the fraud.

2.
Procedural defenses: statute of limitations(state blue sky law); laches(unfair delay by P) when sue for rescission (equity)

3.
Other common law defenses - in pari delicto.  Cts are careful to subordinate sych defenses to th eprimary objective of seeing that the purposes and policies of the securites acts are carried out.  

a.
Bateman Eichler, Hill Richard v. Berner.  

1)
FACTS: P sues Broker dealer and firm (issuer) for covering up negative material info re company. 

2)
Held that the defense of in pari delicto (dirty hnads) did not prevent a tippee of false info from suing in a private action the corporate insiders who passed on the false info. The rationale is that barring such private actions would result in a number of fraudulent schemes going undetected by the SEC, since otherwise there would be no incentive for P-tippees to bring such actions.  Furthermore, insider trading is deterred most by bringing actions ag the source of the abuse - the corporate insiders and the broker dealers that help them.

3)
Two part test: defense valid if:

a)
Show P as culpable as D (substantially equally at fault)

i)
Jim only co-conspiracy may meet that threshhold)

b)
Preclusion of suit would not bar enforcement of securities laws

b.
Pinter v. Dahl §12(1)(2)  C.A. didn’t follow Bateman because 12(1) imposes strict liablity and the defense of in pari delicto doesn’t apply to strict liabliity (whereas in 10b-5 there is a fault element).  SCt reversed.  HELD: In pari delict applies to strict liablity as well (nothing in 12(1) limits the defense).

4.
lack of P’s due dilligence - Dupuy v. Dupuy

a.
Interstate Comerce req’t.  some means of interstate commerce, or the mails, or a national securities exchange must be used “in connection with” the purchase or sale of securities.  ANY use of the interste means is suff; the transaction itself need not involve more than one state.  Thus, most cts have held than an intrastate telephone call is suff to establish juris, since the phone lines also carry interstate messages.

b.
Defense of Due diligence - cts have narrowed the extent to which a D can resist 10b-5 action on the basis that P’s reliance on d’s omissions or misrepresentations was not justified, and would have been prevented had P exercised “due diligence.”

c.
Dupuy v. Dupuy (5th Cir 1977) older brother induced younger to sell. younger not as infomred about project and sick. Due diligence defense is not the same std as due dil in §11 or due care in §12. P should have acked questions and investigated. Ct held a change of the standard of DD from negligence to recklessness after Ernst & Ernst (held for 10b-5 need scienter).  Once prove scienter, have to show P’s recklessness close to D’s recklessness before ct will recognize a due diligence defense.  Here DDD did not prevail.

G.
Damages

1.
restitution - the difference btwn the value of what she gave up and the value of what she received in the transaction (out of pocket losses)

2.
damages based on the defendant’s profits

3.
the P may recover the benefit of her bargain

a.
Osofky v. Zipf (2nd 1981)

1)
P may request damages in the amt she expected to receive compared to what she actually received (eg the acquiring company promised to pay shareholders of hte acquired company $62.50 per share of common stock and only paid $59per share). P may bring an action to recover the diff of $3.50 per share.

2)
§28(a)  - can’t recover in excess of “actual” damages. Here ct felt damages ascertainable. Narrowed holding - Can’t get benefit of bargain in all circumstances. OK where merger w/proxy and promise approximate value and where damages ascertainable. 

4.
Attempts to limit liability

a.
Elkind v. Liggett & Myers.  Where the corp disclosed material inside info to a finanical analyst in advance of general disclosure to the public, and the analyst used the info to trade in the company’s shares, the ct held that in a nondisclosure case, the proper measure of damages was the post purchase decline in mkt value for a reasonable time after there is a public disclosure of the material info, but with a limit on the amt of recovery to the amt gained by the tippee as a result of selling at the earlier date rather than delaying sale until after the disclosure so the parties could trade on an equal basis.

1)
two tips:  Officer said couldn’t discuss but earing report will be out early; when analyst asked if earingins would be down, CFO gave an affirmative grudging reponse.

2)
disgorgement measure. (disgorge from wrongdoer the mat of ill received gains - limit to amt P lost from the tip)  P purchased and D sold stock over the exchange when the info was undisclosed ($55/share); the disclosure was made and the stock dropped to $52 and a day later was at $46.  Thus, the max damage per share available to P is $9 (55-46). The D tippee’s max total damages is the price sold for (55) minus the price of the stock within a reasonable time after disclosure (46). D had sold 1800 shares at 55. So total liabliity limit was 1800 multiplied by $9 per share.  If total damages of P exceed the total liability of the Ds, then the amt paid to P is a pr rate share of the D’s total liability amount.

5.
No punitive damges under 10b-5

6.
SEC actions.  SEC may also bring a criminal action under rule 10b-5 or an action for injunction, or may sue to recover trading profits made by the defendants.  Where the SEc sues D that purchased securites based on inside info, the proper measure of damages is the price paid (eg $5/share) subtracted from the price to which the secutiry rose within a short time after the material info is disclosed to the public (eg $10/share). SEC v. MacDonald.(1st Cir  1983) (looked at damaaes causally connected to wrongdoing - diff btwn when bought on basis of unknown info (4 1/2)and when everyone knew (5 1/2)- from 51/2 to 10 had nothing to do with wrongdoing (otherwise would be punitive)  distinguished Affiliated Ute beacuse in private company can’t go back to public mkt to buy back what you lose.

7.
Congressional response

a.
recognize private c/a in 10b

b.
civil damages §20A - adopted Elkind holding for statutory measure of damages ffor insider trading action

c.
§21A - gives rts to the SEC not private P. SEC can recover treble damages on an insider trading case. (Drexel Burnham)

H.
Collateral and vicarious liability

1.
Central Bank of Denver - Bond purchasers (Bank) suing Central as aider and abettor on theory that there’s a 10b-5 violation of Merican West.  Held private civil liabliity under 10b does not extend to aiding and abetting.  Three part test

a.
primary viol of §10b by someone else

b.
recklessness by thte A&A as to existence of the priamry violation (10th Cir= knowledge of violation).

c.
material assistance

2.
In re Atlantic Managment -  section 20(a) of 1934 does not preclude the assertion of liablity based on common law notions of ”apparent authority” ag a corp for the misrepresentaitons of an important corporate officer.  Narrow conclusion.

I.
Statute of Limitations

1.
Lampf, Pleva, v. Gilbertson (S Ct 1991) The applicable statute of limitations for  a private suit brought pursuant to §10b is the federal “1 and 3 year” structure found in the express causes of action in 1933 and 1934 Acts.  1 year period of discovery of the facts constituting the violation and within 3 years after such violation.  the Equitable tolling doctrine does not apply.  Here claims filed more than three years after alleged misrepresentations and therefore untimely.

IV.
Insider Trading 

A.
Duty to Speak

1.
Basic V Levinson.(1988) - S.Ct. accepted fraud on mkt theory and gave P benefit of presumption of reliance on D's misleading statements.
a.
Facts: Basic involved in merger discussions denied that fact,  making an affirmative misrepresentation. Shareholders who sold prior to the buyout announcement at less than the final price brought class action, claiming they were injured by selling shares at low price affected by D's misleading statements.

b.
Holding: Reliance nec for 10b-5, however benefit of rebuttable presumption of reliance.  Presumption rebutted by
1)
D showing that the misrep did not affect the mkt price  - Destroy link between false statment and price

a)
mkt aware D lying or 

b)
news of the merger credibly entered the mkt or 

2)
that the P did not rely on the integrity of the mkt price - would have sold anyway - other unrelated concerns - antitrust problems, political pressures.  Kahan - In practice, can’t prove this.

2.
Backman v. Polaroid - 

a.
A company’s disclosure that a new product was being sold below cost was not misleading by reason of not saying how much below. Nor was it misleading not to report the number of sales and that they were below expectations.  Revealing one fact about a product does not mean that the company must reveal all others that would be interesting to the market.   Rather, what must be revealed are other facts, if any, that are needed so that what was revealed would not be so incomplete as to mislead

b.
A company’s single simple statment that substantial expenses had made a new product’s earnings negative was “ precisely” correct initially and, even if forward looking, remained  “precisely” correct threafter. An investor’s claim that a jury could find the existence of a duty to update and correct the statment meant nothing unless “ update” means something more than “correct.”  The investor pointed solely to matters outside the scope of the initial disclosure, in no way making it incorrect or misleading, originally or later. 

B.
Proscribed conduct

1.
Express Private Rt of action. Under §20A, " any person who violates any provision of the Title or of the rules or regulations thereunder by purchasing or selling a security while in possession of material, nonpublic info shall be liable to any person who, contemporaneously with the purchase or sale of securities that is the subject of such violation, has purchased or sold securities of the same class."

a.
P must show trading at the same time D was doing insider trades and in opposite direction.

b.
Tipper will be liable to same extent as tippee, even if tipper did not benefit financially from the tip.

2.
§21(A(a)(1)(B)  SEC may obtain a civil penalty to be pd by a person who at the time of the violation, directly or indirectly controlled the person who comitted such violation.  Must show the controlling person Knew or recklessly disregarded the fact and faile to take steps.

a.
Thus professional firms could be liable for failing to guard ag insider trading.

b.
bounty

3.
Three legal theories

a.
fiduciary duty - insider trading violates Rule 10b-5 when there is a preexisting relationship of trust and confidence” to support a duty to disclose between the insider and the uninformed traders on the mkt.  “fraud”.  Chiarella, Dirks -tippee derivative duty. two attractions of fid duty

1)
By isolating a pre-existing relationship btwn insiders and other traders, it supports an analogy to common law fraud that eases the assimilation of insider trading into the statutory prohibition agaisnt securities fraud. 

2)
allows case by case review of the relationship btwn putative insiders and other traders, and thus permits courts to target the ban against insider trading selectively.

b.
Equal Access Theory  all traders owe a duty to the mkt to disclose or refrain from trading on non-public corp information. “inherent unfairness” of exploiting an unerodable informational advantage, that is, confidential information from which other traders are legally excluded. SCt rejects equal access theory as basis for liability in Chiarella. 

c.
misappropriation  The decietful misappropriation of mkt sensitive information is itself a fraud that may violate Rule 10b-5 when it occurs “in connection with” a securities transaction.  Now relationshp refers to the insider’s source of information. Looks at broader duty, whether there is any relationship giving rise to duty of person who trades to disclose or abstain.  relationship may be - legal, contractual, fraud, theft?  Breach is misapropriation of information.  Carpenter.  dissent in Chiarella- misapprorpiration theory - breached duty  of confidence owed to employer and bidding companies that contracted for his services.
4.
if claim insider trading, Defendant must have special relationship with the issuer based on some kind of fiduciary duty to the issuer. See Chiarella v. U.S.;  Dirks v. SEC. Under fid duty, person defrauded is the sh w/whom insider traded.

a.
Chiarella v. U.S. (1980) 

1)
FACTS: D was a financial printer who deduced names of targets in takeover and bought shares.

2)
HOLDING: D did not violate 10b-5 (did not amount to defraud) bec no duty to abstain or disclose.   Duty applied only where relationship of trust and confidence and D had no such relationship with targets.   In the case of silent insider trading , the defendant will not be liable in a private 10b-5 action unless he was either an insider or a tippee. Merely trading while in possession of material nonpublic info is not violation by itself.  Need a fiducuairy duty or similar relationship of trust and confidence - to the target shareholders. language of agents.
3)
Misappropriation: Prosecution argued D had violated duty to his employer by stealing info. ct ignored bec not presented to jury.  Dissenting Burger argued person who has misappropriated nonpublic info has duty to disclose or abstain and D violated this.  SCt split on this in Carpenter so Chiarella might be decided differently today.  Still wouldn't be liable if learn info w/o any breach of fiduciary responsibility to anyone.  eg. overhearing at restaurant, finding paper in street - inadvertent discovery.

4)
Chiarella would have been convicted taoday under 14e-3, because trade related to tender offer: 14e-3 is absolute ban on insider trading related to tender offer by anyone except bidder.

b.
Insider - one who obtains information by virtue of his employment with the company. Officers, directors, and high level employees are clearly insiders; lower EE can be as well as professionals who are entrusted with confidential info

c.
Tippee - a person who is not himself an insider, but to whom an insider consciously gives inside information. Tippee's liability is derivative from the liability of the tippe; unless the tipper has consciously violated his fiduciary responsibility for personal gain, tippee has no liability. 

1) Dirks v. SEC (1983)

a)
facts:  Dirk securities analyst in insurance stocks. Received call from former officer of Equity Funding Corp claiming fraudulent practices.  Investigated by interviewing officers and EE.  Tried to get WSJ to publish story, but it wouldn't.  Dirks told some investor customers and they sold Equity Funding. Fraud exposed and Dirk charged.

b)
Holding: Dirks did not violate 10b-5.  He was a tippee, not an insider. His liability derives from tipper and tipper did not personally benefit from the disclosure.  Benefit could be in the form of direct monetary or other personal benefit (reputation), or by making a gift to a relative or friend. A tippee assumes a fid duty to the shareholders of a corp not to trade on material nonpublic info only when (1) insider had breached his fid duty to the sh by disclosing to tippee and receiveing personal gain and (2) tippee knows or should have known that there was a breach.

i)
personal gain- quid pro quo, reputation, pecuniary gain, gift

ii)
lawyers &  accountants are not liable under Dirks (bec insiders who disclosed did do for the benefit of the co), but liable under Chiarella.

1)
person may become a temporary insider. (the tipper) enter into special relationship and corp expects the outsider to keep the disclosed nonpublic onfo confidential

iii)
co can’t trade on its own inside info.
5.
Us v. Chestman  Disclosure btwn family members - U.S. v. Chestman (2d cir 1991).   Insider if had a fiduciary responsibility concerning the information and the mere fact that person learns the information from a realtive does not without more give rise to a fiduciary responsibility.

a.
Facts: Waldbaum pres agreed to sell co to A&P. Keith Loeb is married to his niece who found out about merger and told him but warned not to tell anyone. Loeb told Chestman and asked what to do. Chestman purchased Waldbaum stock and Loeb told Chestman to buy for Loeb. Chestman charge dwith violating 10b-5 and 14e-3.

b.
Holding: Chestman not liable of 10b-5 violation. Would have to show that (1) Loeb breached fid duty to the source of info and (2) Chestman knew Loeb breached fid duty.  Concluded Loeb had not breached any fid duty.  Affirmed 14e-3 conviction

c.
reasoning: mere familial realtionship not enough; needed a preexisting fid relationship (eg.  frequently discussed business matters based on confidential understanding), or promise of confidentiuality first.

d.
dissent (five members - Familiy members who have benefitted from the familiy's control of corp are under a duty not to disclose confidential corp info. Kahan likes dissent. three elements

1)
benefit or expectancy of benefit

2)
access to info

3)
have to know desire confidentiality.

e.
Under SEC 14e-3 in tender offers - illegal to trade on the basis of nonpublic info, even if info does not derive from the company whose stock is  traded.  Duty to disclose or abstain on any person who obtains inside info about a tender offer that originates with either the offeror of the target. (reintroduction of the equal access theory).   removes element of benefit to the tipper. Need knowledge.  

1) If got info from acquiror ( acquiror has no duty to sh of target), w/o Rule 14e-3 still could not trade on info because misappropriated info that belongs to acquirer.   Under misappropriation theory, if express permission form misapp party (acquiror) then no misapp, no breach of duty/fraud. Under 14e-3 can’t buy even of got permission.  (acquiror itself can trade, no one else can).
6.
SEC v. MAcDonald

V.
Soft Information

A.
Starkman v. Marathon Oil Co (6th Cir 1985)  P, Marathon shareholder who sold shares on open mkt the day before tender offer announced. P claims Marathon’s bd viol Rule 10b-5 and its fid duty by failing to disclose various items of “soft info” - info of less certainty than hard facts (Assets appraisal report, negotiations underway), in its public statments to sh during the period after Mobil’s hostile tender offer and prior to Steel’s friendly tender offer. Aff’ s/j for Marathon.  

1.
Duty to speak must exist before the disclosure of material facts is req’d under Rule 10b-5

2.
only misttatements of material facts and omissions of material facts necessary to make other req’d stmts not misleading are prohibited by Rule 10b-5.  material = those substantially likely to affect the deliberations of the reasonable sh

3.
Thus duties of tender offer target - only material facts must be disclosed and then only if nondisclosure would make misleading aff’tive stmts otherwise req’d by fed sec laws.

4.
Held soft info such as asset appraisals and projections must be disclosed onlyl if the reported values are virtually as certain as hard facts.

B.
In re Apple Computer Securities Litig (9th cir 1989). P allege that Apple misled mkt re prospects of computer and disk drive, they purchased in reliance on the high stock price resulting from misreps, and damages when true facts and price fell 75%.

1.
A projection of belief contains at least three implicit factual assertions: (1) that the statment is genuinely believed; (2) that there is a reasonable basis for that belief; and (3) that the speaker is not aware of any undisclosed facts tending to seriously undermine the accuracy of the statement.  A projection or statement of belief may be actionable to the extent that one of these implied factual assertions is inaccurate. 

2.
Held in a fraud on the mkt case, the D’s failure to disclose material info may be excused where that info has been made credibly available to the mkt by other sources.  Here press documentation of the risks, transmitted to the public with a degree of intensity and credibility sufficient to effectively counterbalance any misleading impression created by the insiders’ one-sided representations, avoided the RUle 10b-5 liability.

C.
In re Caterpillar.  Caterpillar failed to comply with section 13(a) and Rules 13a-1, 13a-13 of 1934 Act for not disclosing information about the earnings and effect on Caterpillar profit of subsidiary CBSA.  MD&A RElease, disclosure is req’d unless the managment determines that a material effect on teh registrant’s financial condition or results of operations is not reasonably likely to occur.

D.
NOTES on SOFT INFORMATION

1.
PROJECTIONS OF EARNINGS

a.
Kripke” the sole factual elements of  a projection should be that it represents mgmt’s view, that it was reached in a raitonal fashion, and that it is a sincere view.  Only these elements can be subject to a statutory libabiility.”

b.
Beecher v. Able held forecast failed 11 but not 10b-5 because not intnenitonally or recklessly false and did have some basis in fact and was made in good faith.  

c.
Whre liablity not from a published projection b/r from a failure to disclose internal projections in connection with a transaciont - safe harbor rule 175 encourages disclosure of assumptions, disclosure must be made w/ a reasonable basis and in good faith. b/p on P

2.
APPRAISALS OF ASSETS

a.
Starkman - Radol cir ct ruled as a matter of law that appraisals were not req’d to be disclosed as material. but cf 3rd cir refused to rule that.

3.
MERGER NEGOTIATIONS

a.
Prior to Basic, prelim merger negotiations did not have to be disclosed. Basic said copr when asked about rumors can respond no comment.  fourth cir held that prelim and tenative discussions of two banks merging were not req’d to be disclosed bec “prelim, contingent and speculative,” and no agreement on price and structure.

4.
MOTIVATIONS OF THE DEFENDANT

a.
D/O not req’d to disclose their motivation in proposing or entering into trans, on the basis that motivation is not a “fact” req’d to be disclosed.

E.
US v. MATTHEWS (2nd Cir 1986)  indictment ag Mathews dismissed.  Charged with bribing NYS Tax Commission for favorable rulins for employer, Southland Corp, and for not disclosing in proxy for election to bd that he was part of alleged conspiracy. involved w/holding of qualitative info r/t quantiative. so long as uncharged crim conduct is not req’d to be disclosed by any SEc rule, nondisclosure of such conduct cannot be the basis of a criminal prosecution.

F.
NOTES ON QUALITATIVE INFOMRATION

1.
SEC focus from 1982 was on the disclosure of information which has economic or quantitative materiality to an investor or shareholder and indicated that the SEC will not insist upon the disclosure of info by a corp solely on the basis that it might have a bearing on teh integrity of the mgmt of the corp.  Commission would insitute enforcment actions where

a.
illegal conduct by mgmt may have material adverse eco consequences for the co

b.
actio ninvolves self dealing or conflict of interest transaction

c.
failure to disclose specific items mandated by the forms or rules for proxy stmts, reports or registration stmts, or

d.
failure to disclose renders misleading specific stmts contained in docs filed with the Commission.

2.
antifraud provisions don’t work well where qualititaive material

VI.
SEc REg I

A.
Section 11 - liability for misstatements or omissions in registration statements.  Section 11 provides for liability where the issuer  or desiganted persons misrepresents or fails to state a material fact in the registration statement or prospectus.

1.
Measure of damages

VII.
****NB FROM SEC REG 1 NOTES*****Liability and Materiality April 18. SEction 12(2) and 17.

Section 12(1) LIABILITY For OFFERS or SALES IN VIOLATION of Section 5

Section 12(2) GENERAL CIVIL LIABILITY UNDER THE ACT

Section 17 CRIMINAL LIABILITY, INJUNCITONS and IMPLIED CIVIL LIABILITY

A.
Section 12(1) LIABILITY For OFFERS or SALES IN VIOLATION of Section 5.

person who offers/ sells in viol of §5 liable to purchaser for the consideration paid (with interest) less amt of income received or damages if the purchaser no longer owns security.

1.
Liability for any viol of section 5 including sale of unreg securities, failure to deliver prospectus, making illegal offer in prefiling period

a.
Control persons are liable as under section 11

b.
Participant liability - Not confined solely to those who “sell” as in pass titlte to securities, persons who are a substantial factor in the offering may also be liable.

2.
Defenses to 12(1) c/a

a.
No offer or sale of security

b.
No viol of §5 (i.e. offering was exempt form registration under §5)

c.
No privity. Unlike §11, §12(1) direct privity of K btwn P-purchaser and D-seller

d.
Stat/L  - Like §11, 1 yr after viol, but not more than three years after the security was bona fide offered to public.

e.
laches not a defense whre period of limitations has not yet run

f.
no interstate commerce since §5 is specific to how means of interstate commerce must be used

B.
Section 12(2) GENERAL CIVIL LIABILITY UNDER THE ACT

1.
prohibits fraud in the interstate offer or sale of sec. 

a. any person who offers or sells a security by means of prospectus or oral communication (whether or not sale is exempt from reg) by use of interstate commerce

b. who makes an untrue statement of material fact or omits  (purchaser not knowing of untruth)

c.
who cannot sustaion the b/p that he did not know an d in the exercise of reas care could not have known of untruth, is liable to purchaser of security

2.
Scope: Whether or not registered pursuant to §5, whether or not offered under exemption, whether offered in writin gor orally

3.
plaintiff c/a - sue for rescission to recover the consideratio pd for sec plus interest, less income received; or damages if already sold.  show

a.
offer/Sale of security

b.
use of jurisdictional means - interstate commerce even though doesn’t cross state lines

c.
offer/Sale by means of a prospectus or oral communication that includes the misrep or fails to disclose material fact. no reliance req’t/need not read it.

d.
untrue statement or omisisno of material fact.

e.
D’s knew or should have known of the untrue statement

f.
no reliance or causation

4.
Defenses

a.
D’s Lack of knowledge

1)
underwriter probably has to make a reasonable unvestigation of isssuer.

b.
Waiver and  estoppel - P has shown suff approval or acceptance of D’s misconduct

c.
P’s knowledge of untrue statment

d.
Privity - Sellers= participants include

1)
Underwriters

2)
brokers and agents selling on behalf of principals. broker-dealers can argue defense of reas care

3)
other participants - but for the D’s participation would the sale have been consummated. more than de minimis participation.

e.
Stat/L - one year after discovery of flase statement, but not more than three years after sale.

C.
Section 17 CRIMINAL LIABILITY, INJUNCITONS and IMPLIED CIVIL LIABILITY

1.
Ciminal liability and injunctions brought by SEC are based on §17. Unlawful for any person in the offer/sale of sec by use of interstate commerce  directly/indirectly:

a.
to employ any device, scheme or artifice to defraud ot

b.
to obtain money or property by means of untrue statement of a material fact or any omission to state material fact

c.
to engage in any transaction, practice or course of business which operates or would operate as a fraud or decit upon the purchaser.

1)
While third part specifically mentions purchasers, 17(a)(1)and (2) doesn’t and may be applied to fraud on brokers and other persons besides purchasers

2.
Implied Civil liability - cts split on this which would permit private persons to bring an action under 17 and avoid more stringent provisions of 11 and 12 such as privity.

3.
Conduct std

a.
c/a for damages.  if private c/a is implied, P would have to prove D acted intentionally or with actual knowledge

b.
Civil Injunctive actions brought by SEC  - distinction btwn 17(a) subsections.  17(a)(1) requires scienter, while other two require negligence showing.

VIII.
FROM CORPORATIONS  VIII.
Rule 10b-5 and Insider Trading
A. in connection with the purchase or sale of any security,  makes it unlawful to

1.
employ any device, scheme or artifice to defraud

2.
to make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made not misleading

3.
to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person.

B.
Purpose  - initially, to prevent insiders from making explicit fraudulent statements to investors about how badly the company was doing, so that insiders could buy shares cheaply. Now broad application

1.
applies to any form of deceit or fraud, including where insider silently buys or sells on material nonpublic info (and never makes any affirmative misrepresentation)

2.
applies to one who makes a misrepresentation that induces others to buy or sell, even if maker of misrep never buys or sells himself

3.
an investor who meets several procedural req'ts may bring a private suit alleging a viol of 10b-5 and recover damages.

4.
useful against insider trading bec

implied private rt of action for violations of 10b-5

10b-5 covers insider trading that takes place w/o any affirmative misrepresentation by the insider.

5.
Kenneth Scott - Three views of 10b-5 and its objective

a.
Fair Play - Intended to serve the ends of fairness and equity - to prevent “the inherent unfairness involved where a party takes advantage of inside information knowing it is unavailable to those with whom he is dealing.” victim is one with whom insider traded; remedy of rescission

b.
Informed Mkt - facilitates the flow of information to the market, so that it may better perform its functions of security evalutation and capital allocation..  focus on entire mkt rather than indiv. victim - all who traded opposite from insider

c.
affords protection to the property rts of the firm in inside information, CAdy, information intended to be available only for a corporate purpose and not for the personal benefit of anyone. victim - the company.  damages measured by increase in (land acquisition) costs, rather than stock price mvmts.

C.
Basic Rules

1.
Implied private rt of action - investor injured may bring civil suit for damages.

2.
held insider trading violates 10b-5 in  In re Cady Roberts & Co 1961.

3.
applies to fraud in purchase or sale of privately held companies as well as public.

4.
Discolse or abstain rules. Insider has choice: either disclose the inside info or abstain from trading. Thus, insider is never req'd by 10b-5 to make disclosure of any facts no matter how material; all 10b-5 requires is that he not trade while in possession of undisclosed info.

a.
SEC v. Texas Gulf Sulphur Co (2d cir. 1968). - first major case in which ct asserted that silent trading in the impersonal securites mkts on the basis of material non-public info violated 10b-5.

1)
Facts: Texas Gulf found mine.  kept confidential so it could obtain leases on add'l nearby acreage. Various EE of TGS - geologists, pres, EVP, general counsel, and a dir - bought lots of stock and calls.  Also issued stock options to high level ee who knew. SEC sued EE who traded with knowledge and also sued TGS itself bec issued misleading press release inducing outsiders to sell at prices lower than they wuld have gotten.

2)
Holding: J/SEC. 

a)
ct adopted disclose or abstain rule
b)
defines material inside info as info to which a reasonable man would attach importance in determing his choice of actio nin the transaction in question. Later adopted by S.Ct in Basic v. Levinson.  in determining materiality, significance attached to the importance that a fact holds to those who know about it.

c)
must wait until info is widely disseminated to the mktplace. 

d)
All insiders who bought before press release had to digorge their profits.

5.
Three legal theories

a.
fiduciary duty - insider trading violates Rule 10b-5 when there is a preexisting relationship of trust and confidence” to support a duty to disclose between the insider and the uninformed traders on the mkt.  “fraud”.  Chiarella, Dirks -tippee derivative duty. two attractions of fid duty

1)
By isolating a pre-existing relationship btwn insiders and other traders, it supports an analogy to common law fraud that eases the assimilation of insider trading into the statutory prohibition agaisnt securities fraud. 

2)
allows case by case review of the relationship btwn putative insiders and other traders, and thus permits courts to target the ban against insider trading selectively.

b.
Equal Access Theory  all traders owe a duty to the mkt to disclose or refrain from trading on non-public corp information. “inherent unfairness” of exploiting an unerodable informational advantage, that is, confidential information from which other traders are legally excluded. SCt rejects equal access theory as basis for liability in Chiarella. 

c.
misappropriation  The decietful misappropriation of mkt sensitive information is itself a fraud that may violate Rule 10b-5 when it occurs “in connection with” a securities transaction.  Now relationshp refers to the insider’s source of information. Looks at broader duty, whether there is any relationship giving rise to duty of person who trades to disclose or abstain.  relationship may be - legal, contractual, fraud, theft?  Breach is misapropriation of information.  Carpenter.  dissent in Chiarella- misapprorpiration theory - breached duty  of confidence owed to employer and bidding companies that contracted for his services.
D.
Requirments for 10b-5 private action
1.
P must be a purchaser or seller of co's stock during time of non disclosure. Not enough that P declined to buy bec of false statements - 

a.
Blue Chip Stamps v. Manor drug Stores.(1975)
Facts: Blue Chip settled antitrust claim by offering shares in itself to crtn retialers on favorable terms, knowing shares could be sold to public for more. Retailers who did not buy brought class action claiming Blue Chip made prospectus misleadingly pessimistic so as to induce them not to buy so shares could be sold to public at higher price.

Holding: this class could not bring 10b-5 action because rule prohibits deceit only in conecction with purchase or sale of security; interpreted to mean P must be actual purchaser or seller of shares.

rationale: feared vexatios litigation - anyone who declined to buy could sue; hard to prove that P relied on the misrep.  Left out are: Potential buyers who don't buy, and people who already owned shares and decided not to sell and therefore bought not in connection with the misrep.

b.
Defendant doesn't have to buy or sell - liable for affirmative misrep even thogh never bought.

2.
show Defendant acted with Scienter - intent to deceive, manipulate or defraud.

a.
significance  - where D is a professional firm charged with aiding and abetting a 10b-5 violation. P would have to show firm's conduct was more than negligence.  Defendant must have known that the information to which he had access whilte trding ws mterial and nonpublic.

b.
Ernst & Ernst v. Hochfelder (1976).  Accounting firm audited Co missing its  fraud.  Ct held showing of scienter is necessary, relying on wording "manipulation, device, and contrivance in §10b

1)
Firm can be liable for failure to control another person's insider trading under Insider trading and Securites Fraud Enforcement Act of 1988 (ITSFEA).

3.
mistated or omitted a material fact. - important to a reasonable investor.

a.
affirmative misrepresentation or half-truth must be material

b.
silent insider trading - show failure to disclose material fact and duty to make that disclosure. (silence absent a duty to disclose, is not misleading under rule 
10b-5. “No comment” functional equivalent of silence.

1)
disclose or abstain rule - Texas Gulf.  not enough by itself that had material non-public info and failed to disclose. If you have material, nonpublic information, and you are a person who is subject to the disclosure rule, you have 2 choices: don’t trade;  or disclose before you trade.

c.
material - if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding whether to buy or hold or sell stock. Basic v. Levinson (1988). same as definition of material for proxy materials adopted in TSC Industries Inc.

1)
mergers - materiality will depend upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity.  Fact specific

d.
where omission, fact must be non-public; can't trade until disseminated to the market at large.

e.
materiality req’t in Basic is similar to materiality req’t in VA Bankshares.

4.
P show he relied on D's misstatement or omission.  P gets benefit of presumption that he relied on the integrity of mkt price being fair - Basic v. Levinson.

a.
reliance - causation; general req't that P affirmatively show that his losses were caused in fact by D's conduct.  Problem here because reliance would preclude class action. 

b.
Fraud on the market theory:  The EMH semi strong form - price of stock reflects all publicly available info. When P purchased/sold stock, he relied on the current mkt price being a fair one reflecting all info. D's wrongdoing made the price different from what it would have been had he fulfilled his obligations. Therefore, when bought/sold, He pd more/got less bec of D's wrongdoing. (Unlike the Del cts, the fed cts in securities fraud have adopted the EMH; if believe in EMG, believe in causation fo damages). Relied on integrity of the mkt by not doing research

c.
Basic v. Levinson (1988) - S.Ct. accepted fraud on mkt theory and gave P benefit of presumption of reliance on D's misleading statements.
1)
Facts: Basic involved in merger discussions denied that fact,  making an affirmative misrepresentation. Shareholders who sold prior to the buyout announcement at less than the final price brought class action, claiming they were injured by selling shares at low price affected by D's misleading statements.

2)
Holding: Reliance nec for 10b-5, however benefit of rebuttable presumption of reliance.  Presumption rebutted by
a)
D showing that the misrep did not affect the mkt price  - Destroy link between false statment and price

i)
mkt aware D lying or 

ii)
news of the merger credibly entered the mkt or 

b)
that the P did not rely on the integrity of the mkt price - would have sold anyway - other unrelated concerns - antitrust problems, political pressures.  Kahan - In practice, can’t prove this.

d.
governmental plaintiff doesn’t have to show reliance; private P does.

e.
parallel bwn treatment of reliance for 10b-5 (BASIC -Fraud on Mkt) and reliance in 14a-9:  essential link.

5.
if claim insider trading, Defendant must have special relationship with the issuer based on some kind of fiduciary duty to the issuer. See Chiarella v. U.S.;  Dirks v. SEC. Under fid duty, person defrauded is the sh w/whom insider traded.

a.
Chiarella v. U.S. (1980) 

1)
FACTS: D was a financial printer who deduced names of targets in takeover and bought shares.

2)
HOLDING: D did not violate 10b-5 (did not amount to defraud) bec no duty to abstain or disclose.   Duty applied only where relationship of trust and confidence and D had no such relationship with targets.   In the case of silent insider trading , the defendant will not be liable in a private 10b-5 action unless he was either an insider or a tippee. Merely trading while in possession of material nonpublic info is not violation by itself.  Need a fiducuairy duty or similar relationship of trust and confidence - to the target shareholders. language of agents.
3)
Misappropriation: Prosecution argued D had violated duty to his employer by stealing info. ct ignored bec not presented to jury.  Dissenting Burger argued person who has misappropriated nonpublic info has duty to disclose or abstain and D violated this.  SCt split on this in Carpenter so Chiarella might be decided differently today.  Still wouldn't be liable if learn info w/o any breach of fiduciary responsibility to anyone.  eg. overhearing at restaurant, finding paper in street - inadvertent discovery.

4)
Chiarella would have been convicted taoday under 14e-3, because trade related to tender offer: 14e-3 is absolute ban on insider trading related to tender offer by anyone except bidder.

b.
Insider - one who obtains information by virtue of his employment with the company. Officers, directors, and high level employees are clearly insiders; lower EE can be as well as professionals who are entrusted with confidential info

c.
Tippee - a person who is not himself an insider, but to whom an insider consciously gives inside information. Tippee's liability is derivative from the liability of the tippe; unless the tipper has consciously violated his fiduciary responsibility for personal gain, tippee has no liability. 

1) Dirks v. SEC (1983)

a)
facts:  Dirk securities analyst in insurance stocks. Received call from former officer of Equity Funding Corp claiming fraudulent practices.  Investigated by interviewing officers and EE.  Tried to get WSJ to publish story, but it wouldn't.  Dirks told some investor customers and they sold Equity Funding. Fraud exposed and Dirk charged.

b)
Holding: Dirks did not violate 10b-5.  He was a tippee, not an insider. His liability derives from tipper and tipper did not personally benefit from the disclosure.  Benefit could be in the form of direct monetary or other personal benefit (reputation), or by making a gift to a relative or friend. A tippee assumes a fid duty to the shareholders of a corp not to trade on material nonpublic info only when (1) insider had breached his fid duty to the sh by disclosing to tippee and receiveing personal gain and (2) tippee knows or should have known that there was a breach.

i)
personal gain- quid pro quo, reputation, pecuniary gain, gift

ii)
lawyers &  accountants are not liable under Dirks (bec insiders who disclosed did do for the benefit of the co), but liable under Chiarella.

1)
person may become a temporary insider. (the tipper) enter into special relationship and corp expects the outsider to keep the disclosed nonpublic onfo confidential

iii)
co can’t trade on its own inside info.
6.
D's conduct must be proximate cause of P's loss.

E.
Insider trading and Securities Fraud Enforcement Act of 1988.ITSFEA
1.
Express Private Rt of action. Under §20A, " any person who violates any provision of the Title or of the rules or regulations thereunder by purchasing or selling a security while in possession of material, nonpublic info shall be liable to any person who, contemporaneously with the purchase or sale of securities that is the subject of such violation, has purchased or sold securities of the same class."

a.
P must show trading at the same time D was doing insider trades and in opposite direction.

b.
Tipper will be liable to same extent as tippee, even if tipper did not benefit financially from the tip.

2.
§21(A(a)(1)(B)  SEC may obtain a civil penalty to be pd by a person who at the time of the violation, directly or indirectly controlled the person who comitted such violation.  Must show the controlling person Knew or recklessly disregarded the fact and faile to take steps.

a.
Thus professional firms could be liable for failing to guard ag insider trading.

b.
bounty

F.
Who's an insider or tippee?

1.
Confidential info but not from issuer.  possible violation where trader has learned of the info by misappropriating it.

a.
criminal liabillity under other provisions- If a person misappropriates info from another, and trades based on that information, he will be guilty of violating the federal criminal mail and wire fraud statutes, even if not violating 10b-5.  Carpenter v. U.S (1987).

1)
facts: Winans was a reporter for WSJ and gave advance of articles notice to stockbrokers who then traded favorably on the tips. Carpenter is aware of WSJ view that all news learned by EE during course of employment is WSJ property and must be kept confidential.

2)
Holding: Winans guilty of mail fraud. By breaching duty of confidentiality with respect to info he learned on the job, he misappropriated the Journal's property. Ct split 4-4 on 10b-5.

a)
misappropriate -  steal, embezzle, conversion. WSJ cared bec had policy and damages reputation.  Even though the past cases of misaapropriation theory have applied that the other person ahd duty to trading shareholder, such a duty is not a requirement.

b)
materiality here was not the underlying facts that caused the change in mkt price but the publication schedule.

c)
WSJ does not have a rt of action bec not purchasers or sellers.

d)
Why insider trading cases brought by gov’t - damages: Only get what other people made.  IN Basic didn’t make anything so get what you would have if hadn’t sold.  This is much higher than under insider trading.
2.
Disclosure btwn family members - U.S. v. Chestman (2d cir 1991).   Insider if had a fiduciary responsibility concerning the information and the mere fact that person learns the information from a realtive does not without more give rise to a fiduciary responsibility.

a.
Facts: Waldbaum pres agreed to sell co to A&P. Keith Loeb is married to his niece who found out about merger and told him but warned not to tell anyone. Loeb told Chestman and asked what to do. Chestman purchased Waldbaum stock and Loeb told Chestman to buy for Loeb. Chestman charge dwith violating 10b-5 and 14e-3.

b.
Holding: Chestman not liable of 10b-5 violation. Would have to show that (1) Loeb breached fid duty to the source of info and (2) Chestman knew Loeb breached fid duty.  Concluded Loeb had not breached any fid duty.  Affirmed 14e-3 conviction

c.
reasoning: mere familial realtionship not enough; needed a preexisting fid relationship (eg.  frequently discussed business matters based on confidential understanding), or promise of confidentiuality first.

d.
dissent (five members - Familiy members who have benefitted from the familiy's control of corp are under a duty not to disclose confidential corp info. Kahan likes dissent. three elements

1)
benefit or expectancy of benefit

2)
access to info

3)
have to know desire confidentiality.

e.
Under SEC 14e-3 in tender offers - illegal to trade on the basis of nonpublic info, even if info does not derive from the company whose stock is  traded.  Duty to disclose or abstain on any person who obtains inside info about a tender offer that originates with either the offeror of the target. (reintroduction of the equal access theory).   removes element of benefit to the tipper. Need knowledge.  

1) If got info from acquiror ( acquiror has no duty to sh of target), w/o Rule 14e-3 still could not trade on info because misappropriated info that belongs to acquirer.   Under misappropriation theory, if express permission form misapp party (acquiror) then no misapp, no breach of duty/fraud. Under 14e-3 can’t buy even of got permission.  (acquiror itself can trade, no one else can).
G.
§16(b)

1.
purpose - bright line rule to stamp out some insider trading. Rule applies automatically, - automatically required to return profits to the corp, even if he had absolutely no insider knowledge.

2.
Who's covered - officers, directors, and anyone who is directly or indirectly the beneficial owner of more than 10% of any class of the company stock of public companies. (10b-5 applies to private co).

3.
who may sue- the corporation or any shareholder (even if didn't own shares when insider transaction occurred). Any recovery goes to corp treasury not to sh.

a.
if action is successful, ct will award attny fees to P's lawyer

4.
public filing:  Any purchase or sale which could be part of a short swing transaction under §16(b) must be reported to the SEC under §16(a). Then private securites lawyers can look for short swing trades.
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