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I. Basics of regulation
a. Historical Background
i. Stock Market Crash (1929)
ii. Great Depression (1930s)
All investors lost their money since securities were transacted much higher than their genuine value.  Regulations were needed to prevent stock market crashes and to protect investors from fraudsters
b. Forms regulation could take
i. Disclosure
1. Problem: What should be disclosed?  If the disclosure is too long, no investor will read it.
ii. Merit regulation (license, certificate, etc)
1. Problem: It requires a large cost (though this type of regulations has some history in securities regulation and some states have this type of regulations).  What should be the criteria?  
iii. Self-regulation (NYSE or other orgs)
iv. Process rules (sign certification you read disclosures, waiting period)
1. Problem: It requires a large cost.  The waiting period may make investors lose good opportunities and does not really help them.  
v. Money back guarantee
vi. Education
1. Problem: how effective is it?
c. What do investors want to know?  How well SEC’s mandatory disclosure requirement matches with these investors’ concerns?
i. properties and line of business
ii. expected growth rate and earnings
iii. management plans for capital expenditures and other expenses
iv. past financial performance
v. existing stock/investing base
vi. regulatory environment
vii. competitors/competitive environment
viii. managers and directors
ix. executive compensation
x. future plans (such as business plan and M&A plans)
xi. potential risk factors
xii. regulations (including tax regulations)
d. Investor behavior: Do the securities laws assume that investors are prone to go into a frenzy over securities or that they can make intelligent decisions?
e. Summary
i. Importance of the capital market and investments for the economy – prices determine allocation of capital, so want accurate price signals economic growth
ii. Importance of investments to people relative to other decisions people make – large fraction of net worth
iii. Something about investments makes people act irrationally
iv. Investments are intangible – depends on expertise (info known by insiders); informational asymmetry 
v. Collective Action Problem – investors are too numerous to band together
f. Efficient Capital Market Hypothesis (ECMH): How the market learns
i. Weak-form: all information concerning historical prices is fully reflected in current price
ii. Semi-strong: stock prices incorporate all publicly available information (i.e. historical info + current public info)  protected if purchase at current stock price.
iii. Strong-form: prices incorporate all information, whether publicly available or not.

II. Characteristics and types of securities
a. Common stock: How is it different from a candy bar?
i. intangible
ii. homogeneous preferences among investors
iii. capital markets
iv. investors
b. Preferred Stock
c. Bonds

	TYPE OF SECURITY
	CASH FLOW RIGHTS
	LIQUIDATION RIGHTS
	VOTING RIGHTS

	Equity
	Common Stock
	Residual & discretionary dividend
	Residual 
(“junior”)
	Yes

	
	Preferred Stock
	Fixed & discret’y div. (cumulates if not paid)
	Medium
	Contingent

	Debt
	Bonds
	Fixed & certain interest payment
	Highest
(“senior”)
	None



[image: Macintosh HD:Users:nyu:Desktop:Class 1 copy 14.jpg]

III. The Capital Market
a. Primary Markets: issuer sells securities to marketplace
i. small fraction of the securities transactions but very important because it allows companies to raise capital
ii. most risky and uncertain for investors (especially for IPOs)
b. Secondary Markets between two outside investors
i. liquidity – bringing large numbers of sellers and buyers together so transactions can happen quickly
ii. price transparency
iii. US exchanges: NYSE (and other regional), AMEX, Nasdaq
IV. Investment Decisions:
a. Valuation analysis – technical/fundamental
Technical analysis: finding trends in prices – head and shoulders pattern
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b. Present Discount Valuation (PDV)
i. interest= compensation for (1) deferring consumption and/or opportunity cost, (2) risk of inflation, and (3) uncertainty
ii. PDV= cash flow/(1+discount rate)t
1. best guess of the value of future return on investment
2. discount for the time value of money and inherent risk of investment.
c. Present Value
d. What risks matter
i. Most investors are risk averse
ii. Diversification helps investors get rid of risk (as long as it’s not systemic risk) – importance of portfolio
V. Informing investors is the primary purpose of the securities laws
a. Companies have an incentive to provide information
i. investors are unwilling to pay for uncertainty
ii. As long as antifraud regulation keeps companies’ info credible, high-value companies will get proper value for their securities
iii. If investors don’t trust market, they will discount price willing to pay and high-value companies will leave the market
b. Reasons for Mandatory Disclosure
i. Coordination Problems – increase standardization of information so investors can better compare companies
ii. Agency Costs – managers may not want to disclose some info, but reduce agency costs if they know disclosure is mandatory
iii. Positive Externalities
1. more accurate securities prices
2. info may help competitors and third parties
iv. Duplicative Research
c. Market Arguments Against Mandatory Disclosure
i. Markets would force info standardization
ii. Consumers would discount price of securities for silence about negative info
d. Costs of Mandatory Disclosure
i. too expensive
ii. some things need to be kept secret (trade secrets)
iii. investors won’t be able to filter through info
e. Why does disclosure matter?
i. Efficient Capital Markets Hypothesis – more info means price more accurately reflects value
ii. SEC must determine what info is to be disclosed
iii. Someone needs to determine if disclosed info is truthful
VI. Regulatory Apparatus
a. Securities Act of 1933 – primary market
b. Exchange Act of 1934 – secondary market

Materiality
I. The Materiality Threshold
a. Rule 10b-5: “It shall be unlawful for any person, directly or indirectly, by use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange…
(b) 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, in the light of the circumstances under which they were made, not misleading…
in connection with the purchase or sale of any security.
b. Secs Act Rule 408 and SEA Rule 12b-20: “In addition to the information expressly required to be included in a statement or report, there shall be added such further material information, if any, as may be necessary to make the required statement, in the light of the circumstances under which they are made not misleading.”  If I have an SEC file, have to make sure disclosures aren’t materially misleading. “Half truth” is not allowed.
c. Item 101(a) of Regulation S-K: “Describe the general development of the business of the registrant…during the past five years…Information shall be disclosed for earlier periods if material to an understanding of the general development of the business.
d. There is no general duty to volunteer information: Silence is golden
e. Plaintiff has the burden of showing materiality when an affirmative misstatement or omission creating a misleading impression has been made
II. What is Material? – Definition of Materiality 
a. I know when I see it
b. TSC Industries, Inc. v. Northway, 426 U.S. 438 (1976): Info is material if there is a “(1) substantial likelihood that the disclosure . . . would have been viewed by the (2) reasonable investor as having (3) significantly altered (4) the total mix of information made available.”
c. TSC takes a balancing approach, which weights competing concerns of
i. providing investors with info they want
ii. avoiding too broad a definition of materiality, which would bury investors under extraneous info and cost a lot for issuers
d. Focus on the reasonable investor
i. Question whether unreasonable investors are actually the ones who need more protection
ii. Answer: Information isn’t going to help irrational investors anyway. 
1. Furthermore, there’s no way to address all the different types of irrationality, and the benefit to investors as a group from such an open-ended definition of materiality is unclear.
iii. Unreasonable investors
1. hindsight bias
2. overconfidence & over optimism
3. availability bias – focus on readily available info and recent events
4. endowment effects – preference for status quo
III. Who gets to say what’s material?
a. the corporation, but that may be second-guessed by a plaintiffs’ attorney and then the SEC, and finally a judge/jury.
b. Desire a rule that balances certainty and accuracy
c. What about the “I know it when I see it” test?
IV. Forward-Looking Information
a. Basic v. Levinson, 485 U.S. 224 (1988): Basic denied they were in merger talks when they in fact were. Were these denials material?
i. standard – balance probability the event will occur and magnitude of event: Materiality “will depend at any given time 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.”[probability X magnitude]
1. probability – indicia of interest at the highest corporate levels: board resolutions, instructions to investment bankers, actual negotiation 
2. magnitude: size of the two corp entities and the potential premiums over market value
ii. court rejected 2 other tests:
1. Third Circuit – “agreement-in-principle” test: merger discussions become material once the price and structure of transaction agreed upon

a. duty to disclose, protecting in the omission, does not apply affirmative lies, just question of material or not
b. avoiding false optimism: the court said that it assumes that the investors can handle information
c. secrecy:  the court said that it is a matter of the timing of the disclosure and is simply inapposite to the definition of materiality.
d. bright line: the court said that simple fact/occurrence test is over/under inclusive
2. Sixth Circuit: once a statement is made denying the existence of any facts, even such facts that might not have been material in absence of the denial are material
a. Rule 10b-5 requires that the statements by misleading as to a material fact (if is not enough that a statement is false or incomplete, if the misrepresented fact is otherwise insignificant)
iii. What’s missing from the court’s test?
1. Say the probability is 10% and the magnitude is 10 billion. 
2. Agreement in principle test could protect investors from themselves by slowing down info going into the market
a. [bookmark: OLE_LINK35][bookmark: OLE_LINK36]But presumes a paternalistic view toward investor
V. Objective tests of materiality
a. A common rule-of-thumb: misstatements and omissions that account for less than 5% of earnings (some use revenues or assets) are presumptively immaterial.
i. What’s wrong with the 5% rule of thumb?
1. Companies have incentive to overstate revenues by 4.9% every year. 
2. Also, why revenues and not profits?
Can be used as preliminary assumption
b. SEC Staff Accounting Bulletin No.99: 
i. the use of a percentage as a numerical threshold, such as 5%...it cannot appropriately be used as a substitute for a full analysis of all relevant considerations.
ii. financial management and the auditor must consider both “quantitative” and “qualitative” factors in assessing an item’s materiality. 
c. Litwin v. Blackstone Group, L.P., 634 F.3d 706 (2d Cir. 2011)
i. Facts. Blackstone was running asset management business.  Blackstone was divided into four business segments, and Corporate Private Equity (management of corporate private equity funds) was the largest of them.  FGIC, one of Blackstone’s group companies, was a financial guarantor, and providing insurance on collateralized debt obligations backed by sub-prime mortgages.  Blackstone’s Corporate Private Equity segment held 23% equity interest of FGIC.  (FGIC investment was 0.4% of Blackstone’s total assets under management.)
Real estate market deteriorated and eventually the value of FGIC investment declined by 3.9% of Blackstone’s 2007 total revenues.
Investors who purchased the common units of Blackstone at the time of its IPO in 2007, alleged that at the time of IPO, two of B’s portfolio companies (including FGIC) and thereby Blackstone were experiencing problems, but Blackstone omitted disclosure of this in its Registration Statements for the IPO, though Blackstone knew it.  
ii. REG S-K, Item 303(a)(3)(ii) – MD&A 
1. A registrant must “describe any known trends or uncertainties that ... the registrant reasonably expects will have a material favorable or unfavorable impact on net sales or revenues or income from continuing operations….”
2. The SEC's interpretive release regarding Item 303 clarifies that the Regulation imposes a disclosure duty “where a trend, demand, commitment, event or uncertainty is both [1] presently known to management and [2] reasonably likely to have material effects on the registrant's financial condition or results of operations.”
iii. SAB No. 99 qualitative factors
1. Masks a change in earnings or other trends
2. Hides a failure to meet analysts' consensus expectations for the enterprise
3. Changes a loss into income or vice versa 
4. Concerns a segment or other portion of the registrant's business that has been identified as playing a significant role in the registrant's operations or profitability
5. Affects the registrant's compliance with regulatory requirements 
6. Affects the registrant's compliance with loan covenants or other contractual requirements 
7. The effect of increasing management's compensation
8. Concealment of an unlawful transaction.   
iv. In Litwin, the fall was below the 5%, but the omission is material based on qualitative factors (1, 4, 7).  (The district court focused on only item 7 above and concluded the omission was immaterial.  Circuit court denied this.)
VI. Objective tests-----The event study 
a. Event study: typically, reactions in stock-market prices are measured through a tool of financial economics known as the event study. [only for public company]
b. Theory behind the event study: 
i. Suppose fraud causes stock price to inflate, event study looks at the stock price drop upon first revelation of the truth about the fraud to see how the fraud affected the market’s valuation.
ii. Efficient market hypo. Semistrong efficient market hypothesis posits that market incorporates publicly available info right away, current prices incorporate all historical info and current public info.
c. Steps in an event study
i. An information event date is identified when new information revealing past fraud is made public. 
ii. An event window, typically of 1 to 3 days, is constructed around the event date. The expected return that the company in question should receive given overall market movement during the event window is calculated.  
iii. The expected return is subtracted from actual return for the company to generate an “abnormal return”.
iv. Given the past variance of returns for the particular company, it is possible to calculate the probability that the abnormal return is in fact statistically different from zero. If the difference is significant, courts may conclude that the info was material.
d. Advantage: easy test because judge is displaced as decision maker and you only have to look at the market place
Use the market as a different decision maker, beyond random noise
Panic of the investors, not the revelation of the information 
e. Problem: How successful is looking to the market price in getting the judge out of the decision making role?; the market may lack efficiency; the other info may also undermine the validity of the event study; difficult to set a window.
f. In re Merck & Co. Securities Regulation (3d Cir, 2005): 
i. Facts: Merck had subsidiary, Medco. Medco’s business was helping pharmacies to identify insurance beneficiaries. Medco’s accounting policy: book the customer’s copayment as revenue (even though going from the customer to the pharmacy). Merck was thinking of doing an IPO of Medco. 4/17, Form S-1 disclosed for the first time Medco had recognized as revenue the co-payments paid by consumers without total amount. Then price went up. 6/21, WSJ revealed this accounting scheme and the estimated amount of revenue. The share price dropped by 12.3% between WSJ story and the end of the class period.
ii. Holding: Not material.
iii. Key points:
1. in efficient markets materiality is defined as “information that alters the price of the firm’s stock.” “information important to reasonable investors…is immediately incorporated into stock prices.”
2. the absorption of the info occurs in the period immediately following disclosure.
In this case, after the first disclosure, the price went up. Judge looking at the time the disclosure was made, not the time the WSJ story came out. 
3. The info from the WSJ story was already available to investors (in S-1) but broken down; WSJ just did some simple math to put a few pieces together.  “[the WSJ reporter] determined the number of retail prescriptions filled (462 million) by subtracting home-delivery prescriptions filled (75 million) from total prescriptions filled (537 million). She then assumed an average $ 10 co-payment and multiplied that average co-payment by the number of retail prescriptions filled to get $ 4.6 billion”
iv. Take away: even with this data and event study, the decision is still up in the air. The judge has to decide what information in the event study is relevant.
VII. Statistics and materiality
a. Threshold: Experts typically rely on statistical significance in determining when a particular abnormal return indicates that the info in question is material. [Null Hypo] Courts have often accepted statistical significance of abnormal stock returns of sufficient practical magnitude as evidence of materiality. 
Not enough information to know
b. Matrixx Initiatives, Inc. v. Siracusano et al, 563 U.S. 27 (2011)
i. Facts: Matrixx was a pharmaceutical company.  Zicam was a cold remedy and represented 70% of Matrixx’s sales.  Matrixx made affirmative statements on positive outlook for growth in Zicam sales and Matrixx’s revenues.  Many consumers argued that they suffered from anosmia (loss of smell) after using Zicam, and Matrixx’s stock price fell down.
Investors filed a securities fraud class action, alleging that Matrixx committed securities fraud by failing to disclose reports of a possible link between Zicam and anosmia, rendering statements made by Matrixx misleading.  
Federal district court dismissed for failure to plead a material misstatement because plaintiff did not allege a “statistically significant correlation between the use of Zicam and anosmia”.
ii. Issue: whether investors can state a claim for securities fraud based on a pharmaceutical company’s failure to disclose reports of adverse events associated with a product if the reports do not disclose statistically significant number of adverse events.
iii. Key reasoning.
1. A lack of statistically significant data does not mean that medical experts have no reliable basis for inferring a causal link between a drug and adverse events.
2. The mere existence of reports of adverse events (not saying whether the drug is causing the adverse events) will not satisfy the “total mix” standard, something more is needed, which can come from the source, content and context of the reports. The context inquiry may reveal in some cases that reasonable investors would have viewed reports of adverse events as material even though the reports did not provide statistically significant evidence of a causal link.
3. The info Matrixx received could show causal link and Zicam accounted for 70% of sales. So there is significant risk, but Matrixx made misleading statement about revenue.
VIII. The Total Mix
a. Longman v. Food Lion, Inc., 197 F.3d 675 (4th Cir 1999): 
i. Facts: Food Lion was a retail grocery chain operating 1,000 stores. 
On Sep 11, 1991, United Food and Commercial Workers Union filed a complaint accusing Food Lion’s labor law violations. On Nov 5, 1992, “Prime Time”(a TV documentary) aired on Food Lion’s unsanitary practices and labor law violations.  Food Lion’s stock prices dropped by 11% (Class A) and 14% (Class B).  Food Lion settled with Department of Labor for $16.2M, equal to 1.67 cents per share/year.
Class action brought for various misleading disclosures.  Class period from 1989 Annual Report to 1992 Prime Time episode. Over this time, Food Lion as lied about its work practices and sanitation conditions.  (In 1989 Annual Report and press release, it said: “competitive wages, excellent benefits,” and “close attention to service and cleanliness.”  In 1991 Press Releases after Union’s complaint, it said: “clear policy against ‘off-the-clock’ work,” “nothing proven, nothing decided,” “launched investigation of allegations” and “Union was harassing Food Lion to unionize.”  In 1991 Annual Report, it said “competitive wages” and ‘stores are “clean and conveniently located.’”  In 1992 Quarterly Report, it said: “ultimate liability ‘not presently determinable,’” and “management believes Food Lion’s defenses are ‘meritorious.’”)
ii. Issue: Are these various statements about labor practices and sanitation material?
iii. Holding: Although these are lies, they are immaterial.
iv. Evidence of Materiality:
1. Presence or absence of the information already in the investing public’s hands (the total mix)
2. Dollar magnitude of the misstatement or omissions as a percentage of earnings, revenues, or assets
3. Stock price change around the date of disclosure of the truth
v. truth on the market defense: if the material fact is already known to the whole market, it is already part of the total mix of info
1. In this case, judge reasons that after Union complaint everyone knows that there are problems with labor law violations. And as of that date, there is only a 4% drop.
vi. Problems: Union complaint not as authoritative as DOL settlement, which is when the stock price started dropping so much.
1. Court basically arguing that the market first learned on 2 different dates. Doesn’t look at the date of the Prime Time episode, when the stock dropped 13.8% in one day.
vii. Statements made about sanitary stores were “mere puffery”most investors aren’t going to take this seriously anyway
1. Puffery Doctrine: Investors are going to discount this information as not serious (“This company is a winner!” “Our customers love us!” “The investment will return 200% per year for the next 20 years!”)
2. Too good to be true, and not become misleading
3. Something about numbers cause people irrational
IX. Summary: Tests for materiality
a. “I know it when I see it”
i. easy to apply but hard to replicate, no certainty
b. Probability x Magnitude (Basic)
c. Rules of Thumb 
i. if something is more than 5% of revenues (a starting point, but not definitive)
ii. There may be qualitative factors that make even a small amount material to investors
d. Event study
i. If the mkt price in the aggregate reflects investors feelings, then simply look to mkt price to determine materiality  event studies
e. Total Mix of Information (Food Lion)
i. truth on the market defense – if the info well known to mkt, not material if it gets reintroduced

What is a Security?
I. Threshold Issues
a. Always ask the question: how well does the doctrine match up with our intuitions? 
b. Underlying the question what is a security is the policy question of whether the securities laws apply to a particular transaction.
c. A side question is whether securities regulations should be mandatory or whether participants in the market can decide whether the regime applies.
i. If we define securities narrowly, then entrepreneurs can avoid regulation by simply renaming their instrument
ii. But §2(a)(1) gives a broad definition
d. § 2(a)(1) of the 1933 Act gives a laundry list of items in its definition of security: “The term ‘security’ means any note, stock, treasury stock, security future, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription, transferable share, investment contract, voting trust certificate, certificate or deposit for a security…”
i. §2(a)(1) Categories of securities
1. Instruments commonly known as securities
a. e.g. stocks, bonds
2. Instruments specified by the Act to be securities
a. E.g. fractional undivided interest in oil, gas, mineral rights
3. Broad, catch-all phrase “investment contract”
a. Courts determine whether financial instrument is security
Key terms: (1) unless context otherwise requires; (2) instrument commonly known as security; (3) investment contract
II. Investment Contract:
a. SEC v. W.J. Howey & Co., 328 U.S. 293 (1946): 
i. Facts: Tourists buy strips of orange tree groves in Florida and also purchase service contracts from Howey-in-the-Hills. Service contract specifies that all profits are pooled and then distributed pro rata based on number of trees purchased. Howey controlled land & cultivation.
ii. Issue: Is this an investment contract?
iii. Holding: Yes, regardless of form, court should look to the substance of the contract.
1. Test is not a balancing test. Must meet all 4 characteristics:
a. investment of money
b. common enterprise
c. expectation of profit
d. solely through the efforts of others
2. Now apply to the Howey facts:
a. Tourists are investing money, attracted by the expectation of substantial profits.
b. Common enterprise because all under the management of service contract if they decide to sign w/Howey-in-the-Hills
c. Howey-in-the-Hills takes care of trees, harvests oranges & sells them
3. Note: 
a. investor sophistication is not part of the test
b. If that test be satisfied, it is immaterial whether the enterprise is speculative or non-speculative or whether there is a sale of property with or without intrinsic value.
b. Investment of Money
i. Hypo: What if someone offered to collect trash from a group of homeowners at the end of every week. Person pulls out recyclables and makes a small profit, giving each homeowner 2-3 pennies/week. Is this an investment of money?
1. No: Garbage isn’t worth much and is hard to convert to cash.
2. Yes: Seems garbage has some value
3. Maybe a better thing to look to is the motivation of the investors. Maybe in this case they just want to get rid of the garbage.
ii. Int’l Brotherhood of Teamsters v. Daniel, 439 U.S. 551 (1979): 
1. Facts: Int’l Brotherhood of Teamsters was a labor union.  Union managed the pension plan, not the individual trucking firms (because truckers switch firms frequently). Conditional on the fact that the pensioner has had 20 years of continuous service.  Noncontributory and compulsory plan. Daniel was laid off for a few months midway through his tenure and he could have contributed himself, but didn’t. Then after 20 years union said there was a break in his service and thus he couldn’t get the pension. Daniel sued union saying they fraudulently represented the terms of the plan.
2. Issue: Is this pension an investment contract and in particular is this an investment of money?
3. Holding [Powell]: No
4. Key reasoning:
a. Powell: “In every decision of this Court recognizing the presence of a ‘security’ under the Securities Acts, the person found to have been an investor chose to give up ... some tangible and definable consideration in return for an interest that had substantially the characteristics of a security.” An investment may include the transfer of goods or services in return for a security investment. 
b. Daniel’s contribution to pension is relatively small compared to the rest of the income.
c. Distinction between livelihood and investment.
i. His decision to accept and retain covered employment may have only an attenuated relationship, if any, to perceived investment possibilities of a future pension. 
ii. Looking at the economic realities, it seems clear that an employee is selling his labor primarily to obtain a livelihood, not making an investment.
d. Nor were the employers investing on behalf of Daniel.
i. Because the pension plan did not correspond directly to the employee’s time worked, so the contributions could not be earmarked as on behalf of any specific employee.
e. There are other regulatory schemes dealing with pensions: ERISA.
i. Congressional intent: Congress passed ERISA it thought there was a regulatory void. (another applicable regulatory regime: FDIC)
ii. No practical need for securities laws to cover pensions.
1. Note this argument is a safety valve and applied only narrowly to other federal regulatory regimes. (must be another federal regime)
iii. Notes:
1. How to determine whether transactions are sufficiently close to the capital market?
a. amount and type of consideration
b. decision-making process of the parties 
i. What are the alternatives?
c. other regulatory schemes.
Decision of judge or investors, rarely applied
c. Common Enterprise
i. SCOTUS hasn’t defined common enterprise. Circuit split—
1. horizontal commonality – return to a group of investors are pooled and are correlated with one another
a. The pooling of funds among multiple investors and an apportionment of profits from the enterprise to investors based on their pro rata investment in the pool.
b. all tied together; spokes on a wheel with everyone connected by rim with correlated returns
2. vertical commonality – promoter’s efforts impact the individual investors collectively
a. Investors do not necessarily receive the same return relative to their investment.
b. wheel with no rim, just hub
i. broad – promoter or manager does not share returns, and also not at risk
ii. narrow – promoter or manager does share return, and also take the risk
ii. SEC v. SG Ltd, 265 F.3d 42 (1st Cir. 2001) 
1. Facts: SG created virtual stock market (StockGeneration) with a “privileged company” shares of which are guaranteed to return 10%/month (215%/annually). SG claims they can maintain return because they’re using profits from operations. To encourage people they also provide a referral fee (20-30% of referred person’s investment). The SEC brought enforcement action to shut down, because this is a Ponzi scheme. 
(Ponzi scheme: a fraudulent investment operation where the operator pays returns to its investors from new capital paid to the operators by new investors.  Named after Charles K. Ponzi)
2. Issue: Is this a security or a game?  Which should be used, horizontal and vertical commonality, for the Howey test? And in particular is there horizontal commonality among investors?
3. Key reasoning:
a. Horizontal commonality applies, because naturally flows from Howey, and places ascertainable and predictable limits on what is security.
b. Pooling is established, since SG represented that participants' funds were pooled in a single account and used to settle participants' on-line transactions.
c. investors share profits and risks
i. SG’s Ponzi scheme dependent on a continuous influx of new money to remain in operation, inherently involving the sharing of profits and risks.
ii. SG’s promise to support the privileged company’s shares acted as a “bond” that tied together the collective fortune of all investors.
d. So, satisfy the common enterprise component of Howey test.
4. Policy: Posner, in another opinion endorsed horizontal: The Securities Act “requires promoters and issuers to make uniform disclosure to all investors, and this reqt makes sense only if the investors are obtaining the same thing, namely an undivided share in the same pool of assets and profits.” (Wals v. Fox Hills Development Corp., 24 F.3d 1016, 1019 (7th Cir. 1994))
a. But maybe not so convincing because all investors may want to know at least some of the same info.
5. Problem: How bright is the line?
a. Ultimately it seems like there’s not that much of a difference between vertical and horizontal commonality. Although vertical may depend on some idiosyncratic elements, what if overall there’s the same risk as most other investors are facing?
d. Expectation of Profits
i. Key Characteristics of Securities Transactions
1. Info asymmetries
2. Collective action problems
3. “Closeness” to public capital markets
4. Tendency of investors to get “greedy”
5. Lack of another, comparable regulatory scheme
ii. United Housing Foundation, Inc. v. Forman, 421 U.S. 837 (1975)
1. Facts: United Housing Foundation was responsible for initiating and sponsoring the development of Co-op City, a massive housing cooperate for people of low or moderate income.  UHF organized Riverbay Corporation to own and operate the land and buildings constituting Co-op City.  
Prospective tenants in Co-op City had to purchase shares in Riverbay at $25 per share. The number of shares required depended on the number of rooms in the desired apartment; tenants needed to purchase eighteen shares per room. The shares could only be sold back to Riverbay at the same price $25.  Such deposits were called “shares of stock.” Their votes were tied to the apartment. 
Co-op City once notified estimated rent for each room in its information bulletin, but Co-op City rent ends up being much higher than estimated rent. 
The tenants brought a federal securities laws claim for misrepresentation in bulletin.
2. Issue: Although called “stock,” are these deposits actually securities?
3. Holding: No, staying true to spirit of Howey test, need to look to substance over form: “form should be disregarded for substance and the emphasis should be on economic reality”
a. Key characteristics of stock are:
i. Dividends
ii. Voting Rights
iii. Transferability
iv. Appreciable value
b. The label stock is not dispositive. These agreements don’t have any of these characteristics. Just because it’s called stock doesn’t mean it’s regulated by securities laws.
c. “by profits, the court has meant either capital appreciation resulting from the development of the initial investment…or a participation in earnings resulting from the use of investors’ funds.” If the purchaser is motivated by the desire to consume the purchase, the securities laws do not apply.
4. The expectation of profits prong distinguishes consumption and investment. 
5. How does the expectation prong differ from the investment of money prong?
a. Daniel: the investment of money prong focuses on the motivation behind possible investors’ decisions. If the decisions implied capital market, it is security.
iii. After Forman, lower courts and commentators think that SCOTUS is moving toward a unified definition of what is a security—“economic realities” test, substance over form.
1. Problems with unified test: Leads to lots of uncertainty. Could be expensive to try to apply to every different instrument out there.
2. Howey test (consumption decision) 
3. Unifying definition what is security (Howey test)
Capital appreciation or participation in earning
iv. SEC v. Edwards, 540 U.S. 389 (2004) [Does fixed return qualify as expectation of profits? yes]
1. Facts: Edwards is CEO & sole shareholder of ETS Payphones. ETS sold payphones to the public, offered with package w/5-year leaseback, management agreement, and a buyback agreement.  The purchase price of this package was approximately $7,000.  Purchasers get fixed return (14% annually). Purchasers not involved with payphone operation/management. 
ETS went bankrupt.  SEC brought a civil enforcement action due to ETS’s violation of the registration requirement, and antifraud provision.  ETS argued not profits because not an appreciation of dividends (but a guaranteed return).
2. Issue: Does this meet profits prong of Howey?
3. Holding: Yes, “an investment scheme promising a fixed rate of return can be an ‘investment contract’…”
4. No distinction between fixed and variable returns was drawn in blue sky law cases that Howey used in formulating test
5. In Howey, “profits” used in the sense of “an income or return” and includes dividends or other periodic payments.
e. Efforts of Others
i. [bookmark: OLE_LINK37][bookmark: OLE_LINK38]Hypo: What if investors in Howey were required to pick one orange annually.  Is this still an investment contract?
1. On the spectrum of investment effort, where should we draw the line?
2. Things to consider:
a. quantity v. quality
b. “entrepreneurial”/managerial v. ministerial
c. if someone was picking thousands of oranges, then that person would be making a livelihood under Daniel (not making an investment)
3. The focus is whether the promoter or the investor provides essential managerial efforts.
ii. General partnership interests are ordinarily not investment contracts under the securities law. But Courts typically presume that limited liability partnership interests are investment contracts.
[image: Description: C:\Users\xiaoyi\AppData\Roaming\Tencent\Users\286165612\QQ\WinTemp\RichOle\FP~Z]EV}_2@GXHJ74N5%FFP.jpg]

iii. SEC v. Merchant Capital (11th Cir 2007): Merchant buys consumer debt. Forms many small RLLPs and sells interests in them to general public. Pools money from RLLPs to buy interests in debt pools. New Vision buying fractional interest in pools and Merchant getting investors and setting up pships.
1. Issue: Are these investment contracts insofar as the RLLP partners expect profits “solely from the efforts of others”?
2. Holding: Yes, this is investment contract bcz RLLPs have no real voting power or expectations of control, don’t know business of debt purchasing, and Merchant has control over all assets.
a. Williamson holds that partnership interest could qualify if:
i. lack of power
ii. inexperience
iii. lack of ability to replace mgr
b. If any one of these factors present, it’s an investment contract. Here all three are present.
3. Key reasoning:
a. A general partnership interest is presumed not to be an investment, but it may qualify as an investment contract if general partner in fact retains little ability to control the profitability of the investment, three situations:
i. lack of power in the hands of the partners (time to make investment, no much control)
ii. inexperience or lack knowledge of the partners in business affairs
iii. lack of ability to replace manager of the enterprise
                                                                   The presence of anyone can be an investment contract
b.  lack of power: 
i. where removal of MGP is only for cause, and the investors have no other ability to impact management, the interest is an investment contract
ii. We are not limited to the terms of the partnership agreement in assessing those expectations of control. Post-investment events can serve as evidence of how much power partners reserved at the inception.
c. Inexperience:  
i. Howey focused on the experience of investors in particular business, not general business.
d. lack of ability to replace: no realistic alternative to the manager.
4. Why does control matter in determining efforts of others?
a. Control is a proxy for getting over the info asymmetry: more info if you’re getting more control; in a good position to get the info
b. passive investor is touchstone of investment contracts
5. When does control matter?/when to measure the control?
a. “It is true that we are limited to assessing the expectations of control at the inception of the investment” 
b. certainty: people want to know at the time they sign whether this is investment contract
c. Merchant approach says actual incidence of control can be used as evidence of initial intent. Problem: uncertainty
iv. SEC v. Mutual Benefits Corp., 408 F.3d 707 (11th Cir. 2005) [outside factor determine returns]
1. Facts: MBC was a viatical settlement provider. MBC purchased policies from individual insureds and typically sold fractionalized interests in these policies to investors. The promised return depended on the life expectancy evaluation. The actual return depended on the date of the insured’s death. 
2. Issue: whether the investor’s expectation of profits is based on “solely on the efforts of the promoter or a third party.”
3. Holding: yes
4. Key reasoning:
a. Significant pre-purchase managerial activities undertaken to insure the success of the investment may also satisfy Howey.
b. The investors’ expectations of profits in this case relied heavily on the pre- and post-payment efforts of the promoters. 
c. Investment return, size of management control (big or small)
d. Effect of outside factors
e. Information disadvantage
v. SEC v. Life Partners, Inc. (D.C.Cir. 1996): Viatical settlement is investment contract where investor gets interest in life insurance policy of terminally ill person. LPI arranges transactions pre-purchase and performs some administrative services post-purchase. Rate of return depends on how long insured survives.
1. Issue: Does this satisfy the “solely through the efforts of others” prong of Howey?
2. Holding: No, even though investors are passive, the promoter LPI didn’t affect the investors’ return.
a. LPI’s assistance not adding value to investment contract.
b. Although they make some pre-purchase efforts, they don’t really have enduring effects on controlcts should not look to pre-purchase efforts.
c. Look post-purchase:
i. ministerial efforts by promoter
ii. third party impacts (luck)
d. The only way LPI is going to affect investment is through fraud or misappropriation: “such possibility provides no basis upon which to distinguish secs from non-secs”
i. This isn’t about making secs laws into anti-embezzlement machine.
ii. Fraud isn’t a way to distinguish secs from other types of agreements
f. Summary of Investment Contract:
i. 4 prong Howey test:
1. Investment decision must be at stake
2. Dispute over meaning of “common enterprise”
3. Profits, not consumption
4. Not too much investor effort or power to control
III. Securitization
a. Countrywide Financial makes loans with a teaser rate for first few years then a huge jump up. Each individual loan fairly risky, but believed that if pooled they can predict how many will default.
i. Key assumption: each loan is independent of the others. This is a bad assumption – the house prices are tied each other.
b. Tranched out loans to have junk stuff separated from the top stuff.
c. Last step: there weren’t enough home loans to go around. Due to great demand, credit default swaps form, manufactured instruments with same profile as AAA tranches. Analogy life insurance – could have one policy on one person, but instead get 50 policies on the same person.
IV. Stock
a. § 2(a)(1) of the 1933: “The term ‘security’ means any … stock, treasury stock, …”
b. Hypo: Take an asset purchase where investor intends to run business himself (sale of control). Is this an investment contract? 
i. No, not solely through the efforts of others.
c. Now say selling all stock to the investor. Investors taking over stock, electing self and friend to board of directors and also naming self as CEO. Is this an investment contract?
i. Sale of business doctrine – if you sell stock that results in a change of control, it’s not a security (substance over form)
d. Landreth Timber Co v. Landreth, 471 U.S. 681 (1985): 
i. Facts: Landreth family owned all stock of lumber business in WA state. Offered stock for sale through brokers. Before sale, mill damaged and disclosed to purchasers. Found purchaser and Landreth stayed on to manage business. Repairing mill cost more than expected and buyer brought suit under securities laws.
ii. Issue: Is the sale of all stock in a company a securities transaction subject to federal securities laws?
iii. Holding: Yes, in this case, stock has the traditional characteristics of stock and thus is properly regulated by Federal securities laws.
1. This has the characteristics listed in Forman: dividends, negotiability, transferability, voting rights, appreciation. And investors would reasonably expect the securities laws to apply.
2. Powell rejected the application of economic realities to determine whether stock is a security.
a. Distinguishing Forman: since this is traditional stock, there’s no reason to apply Howey test. In Forman and other cases, the instruments were unusual.
b. Howey was limited to determining whether an instrument is an investment contract, not the exclusive test for what is a security.
c. Stock is 100% security In context of corporation
3. Strong policy reasons for not employing sale of business doctrine:
a. Landreth still managing business, so purchasers are like passive investors. If you apply doctrine, you’ll have to apply it to cases where less than 100% of stock is sold, which lead to difficult questions of line-drawing.
b. Not only depend on the percentage of stock transferred, but also on such factors as the number of purchasers and provisions for voting and veto rights.
iv. Effectively Powell is reversing himself in Forman, where he said you need to look to substance over form. Now he’s saying that anything called stock is a security.
v. Creates greater predictability/certainty: now investors can presume when buying stock it’s governed by federal securities laws
vi. [Notes in book p147] member-managed LLCs likely to be aligned with general partnership; manager-managed LLCs lining up with limited partnerships.
V. Note
a. § 2(a)(1) of the 1933 Act and § 3(a)(10) of the 1934 Act: 
i. 1933 Act §2 (a)(1): “The term ‘security’ means any note…,”
ii. 1934 Act §3 (a)(10): “The term ‘security’ means any note…, … but shall not include currency or any note, draft, bill of exchange, or banker’s acceptance which has a maturity at the time of issuance of not exceeding nine months,…”
b. Key Characteristics
i. Fixed and Certain Interest Payment
ii. Higher Priority (relative to stock) in Liquidation
iii. No voting rights
iv. Fixed maturity date
v. Repayment of principal at maturity
c. Less than 9 months, short term, lower risk, less need to protect
d. When most lenders are banks, there is no need to protect
e. Investment v. Commercial: old test which focused on motivations of buyer. Examples: investment = buy factory; commercial = using debt to buy cans to stock store.
f. Family Resemblance Test – if debt is over 9 months in term, it is presumptively a security, unless it fits into a family of things that are not securities: working capital debt, home mortgages, etc. 
g. Reves v. Ernst & Young, 494 U.S. 56 (1990): 
i. Facts: Farmers coop of AK & OK issued demand notes (payable on demand). Wanted to raise money to support operations. Notes were uncollateralized, uninsured, paid variable interest rate. Advertised to members and also general public. Farmers coop went bankrupt and a class of noteholders filed suit against accounting firm, the auditor of coop’s financial statements.
ii. Issue: Are these notes under federal securites laws?  (Not under the 9 month exception)

iii. Holding: Yes, courts should presume anything called a “note” is a security, and apply the “family resemblance” to rebut.
1. Courts should balance the following factors (factors to determine whether a note resembled one of the list of notes, which fall outside of the definition of a security):
a. buyers’ and sellers’ motivations (buyer-profit, seller-consumption, consumer debt)
b. plan of distribution (capability of developing into “common trading”), 
c. reasonable expectations of investing public
d. other factors that would reduce risk (such as other regulatory schemes).
2. Howey test is only for investment contract. 
iv. Key reasoning
1. the scope of definition of security was “not bound by legal formalisms”. So rejected to apply Landreth in notes.
2. family resemblance approach: presumption, and then the four factors:
a. the motivation of the reasonable seller and buyer of the note, in particular whether the seller (or borrower) desires capital to fund consumption or a commercial purpose (in which case the instrument is not a security) or the purpose is to fund substantial investments or for general business purpose (a security).
b. the plan of distribution to determine whether there will be “common trading for speculation or investment”
c. Reasonable expectations of the investing public.
d. other factors that reduce the risk of the investment (e.g. another regulatory regime)
h. How much does the Howey test differ from the Reves test?
i. R: multifactor balancing test; H: requires all four be met.
Factors:
	Howey
	Reves

	Investment of money
	Motivations of Lender and Borrower

	Common enterprise
	Plan of Distribution

	Expectation of profits
	Expectation of Investing Public

	Efforts of another
	

	Alternative Regulatory Scheme
	Alternative Regulatory Scheme


ii. R: focuses on the motivation of the borrower; H: only focuses on the investment motivation of the investor
iii. R: presence of a common trading market; H: common enterprise, different
1. common trading implies that the instruments traded are identical in the returns they offer, making them fungible and thereby facilitating common trading. If so, satisfy horizontal commonality.
iv. may qualify R when H does not apply
v. H is not exclusive, not a security under H still may be a security under R
i. Is the Reves test exclusive?
i. Hypo: Say Best Buy arranges for consortium of banks to pool money to lend to tv buyer. You the consumer use $1000 drawn from the consortium. In Howey, you’re only looking at the investors’ motivations. And since the banks are the investors in this situation, this passes Howey’s four factors.
1. Reves language doesn’t foreclose this possibility either, but of course no court is going to apply that.

Disclosures and Accuracy
I. Secondary Markets
New York Stock Exchange, AMEX, NASDAQ, Regional Exchanges, Electronic Communication Networks, Negotiated Trades, etc
a. What is the purpose of secondary market?
i. Liquidity – more likely to find buyer on exchange, eliminates illiquidity discount
ii. Speed
iii. Price Transparency – an investor can see what prices others are willing to pay
b. Nasdaq Market Makers: institutions in business of providing liquidity (e.g. will connect two brokerage houses like E-Trade and Merrill)
II. Disclosure in the Secondary Market
a. Reasons for mandatory disclosure:
i. Standardization: can compare companies
ii. Agency costs: managers otherwise hesitant to disclose info that highlights how much they are taking from shareholders (i.e. compensation) (even if the company wants to disclose information, the management has its own interests and is reluctant to disclose certain types of information – this kind of conflict of interest is called “agency problem”)
iii. Economies of scale / duplicative info research: If information is already known, research expense would be duplicative and wasteful.
1. Stock price will also be more accurate
iv. Overcomes externality problem: firms would not otherwise create benefits to investors, competitors of releasing information
b. Important Issues with Mandatory Disclosure
i. Someone must determine what info must be disclosed
ii. Someone must ensure disclosed info is truthful
c. Voluntary disclosure: Such as investors meeting or conference call.  Without voluntary disclosure, market will not be attracted.  Problems: (i) To be made only there is something valuable to disclose, and (ii) there will be an intention to tell a lie to investors
III. What is a public company?
a. 3 independent ways to become a public company under securities laws:
i. §12(a) (Exchange Act)Listed on national securities exchange
1. registration permitted under §12(b)
ii. §12(g)(1)(A)(JOBS Act of 2012)Over the Counter Stocks
1. total assets exceeding $10m
2. class of equity securities held by at least 2,000 persons (or 500 persons who are not accredited investors)
a. (Private companies paying employees with stock or stock options i.e. Googleyou don’t need an IPO to become a public company.)
b. Section 12(g)(5) (JOBS Act of 2012)
For the purpose of determining whether an issuer is required to register a security with the Commission pursuant to paragraph (1), the definition of ‘held of record’ shall not include securities held by persons who received the securities pursuant to an employee compensation plan in transactions exempted from the registration requirements of section 5 of the Securities Act of 1933.
iii. §15(d) (Securities Act)File registration statement under Securities Act which has become “effective” for any security
1. makes private placement more attractive
2. periodic filings, but not subject to proxy solicitation, tender offer, or short-swing profit provisions of the Exchange Act
3. (Companies who have an IPO for debt or equity)
b. Public Company Requirements
i. §13: Reporting Requirements
1. Event-based 8-K
2. Annual 10-K
3. Quarterly 10-Q
ii. §14: Proxy / Tender Offer Rules
iii. §16: Short Swing Profit Rules
iv. Sarbanes-Oxley Provisions
c. Terminating Public Company Status
i. §12(a), (b)Delist
ii. Rule §12(g)(4)Certify
1. <300 shareholders OR
2. <500 shareholders AND <$10m in assets for 3 consecutive fiscal years (Rule 12g-4)
3. special rules for foreign issuers 
iii. §15(d)
1. <300 security holders AND
2. 1 year after offering (only suspended, but see Rule 12h-6 for foreign issuers) (Rule 12h-6 for foreign private issuers, below 5% shareholders resident in the US OR less than 300 shareholders in the US or in the worlds)
iv. You need to check all three routes

	§
	Trigger
	Requirements
	Termination

	12(a) and (b)
	Exchange Listing
	-Periodic filings
-Proxy rules + annual report
-Tender offer rules
-Insider stock transaction
-Sarbanes Oxley
	Delisting AND
<300 shrs OR
<500 shrs and <$10m in assets for 3 yrs

	12(g)
	>500 holders
>$10m in assets 
	-periodic filings
-proxy rules + annual report
-tender offer rules
-insider stock transactions
-Sarbanes Oxley Act
	Delisting AND
<300 shrs OR
<500 shrs and <$10m in assets for 3 yrs

	15(d)
	Registered public offering
	-periodic filings
-Sarbanes Oxley
	<300 security holders and 1 yr after offering (only suspended but see Rule 12h-6)


 
IV. When must a company disclose?
a. How do these requirements for disclosure match up with our intuitive assumptions about what people want to know?
b. [image: ]Integrated Disclosure
i. Ex ante decision by SEC that investors want this info
ii. Regulation S-K – nonfinancial info
1. Item 303: Management’s Discussion & Analysis of Financial Condition and Results of Operations: Narrative discussion of issuer’s financial condition
a. Company is required to disclose known trends or uncertainties that issuer reasonably expects to affect firms liquidity, capital resources, net sales, revenues or income in the future
iii. Regulation S-X – financial info 
c. Form 8-K: Event-focused disclosure
i. Unless otherwise specified, a report is to be filed or furnished with four business days after occurrence of the event.
ii. What’s the relationship between materiality and 8-K? 
1. Super material: not everything material is required to be disclosed in 8-K. This list represents the SEC’s ex ante interpretation of materiality, but there may be more things not required by 8-K that are material.
iii. Definitely need to disclose if: 
1. change in company’s auditors
2. departure of principal officer
3. conclusion or notice that security holders no longer should rely on company’s previously issued financial statements or related audit reports
	1. Registrant’s Business & Ops
	· Entry into, a material amendment to, or termination of a “material definitive agreement,” defined as contracts outside the ordinary course of business
· Filing of bankruptcy or receivership

	2. Financial Info
	· Completion of acquisition or disposition of assets constituting >10% of total assets
· Results of operations and financial condition (if disclosed by press release bf filing of 10-K or 10-Q)
· Creation or triggering of an off-balance sheet arrangement
· Costs associated with exit or disposal activities, including termination benefits for employees, contract termination costs and other associated costs
· Material impairments to assets such as goodwill

	3. Secs & Trading Mkts
	· Receipt of notice of delisting or transfer of listing
· Unregistered sale of equity secs
· Material modifications to rights of secs holders

	4. Matters Related to Accountants and Fin Statements
	· Changes in company’s outside auditor (and reason for change)
· Notice that previously issued financial statements or audit reports should no longer be relied upon

	5. Corp Governance & Mgt
	· Change in control
· Departure or election/appointment of directors or principal officers
· Amendments to articles of incorp or bylaws
· Changes in fiscal year
· -Temporary suspension of trading under employee benefit plans
· -Amendment to registrant’s code of ethics or waiver of reqs of code

	6. Asset-Backed Securities (ABS)
	· Reserved for later use

	7. Regulation FD
	· -Any disclosure req’d to comply with Regulation FD

	8. Other Events
	· -At issuer’s option, anything issuer thinks would be of interest to the security holders

	9. Financial Statements & Exhibits
	· -For businesses acquired by registrant



iv. In the matter of Hewlett-Packard Co. (Exchange Act Release No.55801 (2007))
1. Facts: There was a leak of info from the HP board. Perkins, one of directors, wasn’t the one leaking the info, but didn’t agree with the procedure the board used to investigate directors. In the press release & on their 8-K, HP disclosed that Perkins resigned, but did not disclose the reason of his resignation.
2. Issue: Does HP need to say more?
3. Yes, they should have disclosed the conflict. This kind of dispute is, according to this case, part of corporate governance and thus part of “operations, policies, or practices.” Item 5.02 deals with resignation of directors. 
v. Departure of Director 
Item 5.02(a)(1): “If a director has resigned or refuses to stand for re-election to the board of directors since the date of the last annual meeting of shareholders because of a disagreement with the registrant, known to an executive officer of the registrant…on any matter relating to the registrant’s operations, policies or practices, or if a director has been removed for cause from the board of directors, disclose the following information…a brief description of the circumstances representing the disagreement that the registrant believes caused, in whole or in part, the director’s resignation, refusal to stand for re-election or removal.”
Item 5.02(a)(2): “If the director has furnished the registrant with any written correspondence concerning the circumstances surrounding his or her resignation, refusal or removal, the registrant shall file a copy of the document as an exhibit to the report on Form 8-K.”
(Contrast the director’s departure where the reason should always be disclosed and the chief officer’s departure where no reason is required to disclose)
1. Must disclose a brief description of the circumstances representing the disagreement.
2. Provide the director with a copy no later than the filing date
3. The director may provide a response letter, to be filed by registrant within 2 business days of receipt.
vi. Departure of auditor
Item 4.01(a): “If an independent accountant who was previously engaged as the principal accountant to audit the registrant’s financial statements…resigns…or is dismissed, disclose the info required by Item 304(a)(1) of Regulation S-K”
Item 304(a)(1) S-K: 
1. resigned or was dismissed
2. adverse opinion
3. termination recommended or approved by audit committee
4. accounting disagreement (e.g. over internal controls)
vii. Departure of chief officers
Item 5.02(b): “If the registrant’s principal executive officer, president, principal financial officer, or any person performing similar functions, or any named executive officer, retires, resigns, or is terminated from that position … disclose the fact that the event has occurred and the date of the event.”
1. Question: Why the difference between the disclosure requirements for departure of an officer and departure of director?
viii. SEC Release No. 33-8400: Maybe it’s a bad thing to disclose this info about the departure of departing officers
1. concern about “unnecessary embarrassment” to departing officer on account of disclosure
2. worry that this could lead to defamation action by officer against company
3. requiring disclosure of disagreements over company policy/strategy may “usurp the typical corporate decision-making process”
4. “We believe these concerns are valid and have therefore eliminated this proposed requirement”
d. Form 10-K: business, properties, legal proceedings, market for common stock, MD&A (management discussion and analysis of financial condition and results of operation), directors and officers, executive compensation, security ownership of certain beneficial owners and management, certain relationships and related transactions, principal accounting fees and services
i. Item 3 of Form 10-K: “Furnish the information required by Item 103 of Regulation S-K”
1. Item 103 of Reg S-K: “Describe briefly any material pending legal proceedings, other than ordinary routine litigation incident to the business, to which the registrant of any of its subsidiaries is a party or of which any of their property is the subject. Include the name of the court or agency in which the proceedings are pending, the date instituted, the principal parties thereto, a description of the factual basis alleged to underlie the proceeding and the relief sought. Include similar information as to any such proceedings known to be contemplated by governmental authorities.”
e. Emerging Growth Company (optional)
i. Definition (JOBS Act of 2012)
Section 2(a)(19) of the Securities Act
The term ‘emerging growth company’ means an issuer that had total annual gross revenues of less than $1,000,000,000 (as such amount is indexed for inflation every 5 years by the ...) during its most recently completed fiscal year.
An issuer that is an emerging growth company as of the first day of that fiscal year shall continue to be deemed an emerging growth company until the earliest of—
(A)  the last day of the fiscal year of the issuer during which it had total annual gross revenues of $1,000,000,000 ... or more [indexed for inflation] 
(B)  The last day of the fiscal year of the issuer following the fifth anniversary of the date of the first sale of common equity securities of the issuer pursuant to an effective registration statement under this title. 
(C) [More than $1 billion in non-convertible debt sales in prior 3 year period]
(D) [Worldwide equity float of $700 million or more in hands of non- affiliates]
ii. Relief from certain disclosure requirements, special Provisions for Emerging Growth Companies
· Exempt from “say on pay” requirements 
· Exempt from CEO Pay Disparity disclosures 
· Reduced disclosures under Items 301 (selected financial data) and 303 (Management Analysis & Disclosure) of Regulation S-K 
· Exempt from Section 404 of the Sarbanes Oxley Act (External Auditor Attestation to Internal Controls) 
· Exempt from PCAOB rules on mandatory auditor rotation and supplemental information to the auditor’s report 
f. SEC Enforcement Issues
i. Problems for the SEC
1. SEC resources are limited. Most enforcement is private enforcement
2. In recent years the SEC has come under a lot of criticism
3. SEC is a black box; hard to get info on what they’re doing
ii. Typical SEC investigation
1. Starts with a tip (through the tip line)
2. Informal investigation
a. most cases end at this point with no formal penalties
3. Formal investigation
a. Wells NoticeInformed SEC will do something then company puts in response
b. Offer of Settlement (public disclosure happens simultaneously with settlement)
c. Most will settle so that private plaintiffs’ attorneys won’t bring private class action
d. If no settlement, formal proceedings (rare)
g. In practice, companies tend to disclose more info than necessary, as motivated by both the law and the market.

V. The Problem of Selective Disclosure – Regulation FD (fair disclosures)
a. Voluntary disclosures can provide info to investors. 
i. Companies were voluntarily providing material (but not mandatory) info to some investors before others
ii. SEC was also concerned that in exchange for info, analysts would rate companies less harshly
b. FD was promulgated in 2000, before which there was selective disclosure, where companies could selectively favor particular analysts and institutional investors
i. FD restricts selective disclosure by domestic Exchange Act reporting companies
ii. Restricts disclosures to entities and individuals likely to trade on the information
1. broker-dealers, securities analysts, investment advisors, institutional investors
iii. Exceptions if recipient of info owes a duty of trust and confidence
iv. Distinguishes intentional from inadvertent disclosures
c. Elements of violation:
i. Material info? 100(a)
ii. Eligible speaker? 101(b)
iii. Eligible recipients? 101(b)(i)-(iv)
iv. Public v. non-public? 100(a)
v. N.B. no private cause of action (only SEC can enforce)
d. Structure:
i. Rule 100: Operative Provision
1. 100(a) – Prohibition
2. 100(b)(1) – To whom prohibition applies
3. 100(b)(2) – Exceptions
ii. Rule 101: Definitions
1. 101(a) – “Intentional”
2. 101(b) – “Issuer”
3. 101(d) – “Promptly”
4. 101(e) – “Public Disclosure”
iii. Rule 102: No Effect on Antifraud Liability
iv. Rule 103: No Effect on Exchange Act Reporting Status
e. Rule 100(a): “Whenever an issuer, or any person acting on its behalf, discloses any material nonpublic information regarding that issuer or its securities to any person described in paragraph (b)(1) of this section, the issuer shall make public disclosure of that information as provided in Rule 101(e):
i. simultaneously in the case of an intentional disclosure
ii. [image: ]promptly in the case of a non-intentional disclosure
f. SEC v. Siebel Systems, 384 F. Supp 2d 694 (SDNY 2005): 
i. Facts: CFO of company at invite-only institutional investor conference. Said business is “good” and “better” pipeline is “growing.” Is this a violation?
ii. Was a different story earlier in the month on conf calls CEO said the economy was poor and some deals slipped from 1st to 2nd Q. 2nd Q results improving but conditional on economy. 
iii. SEC argued the total mix indicated Siebel performed poorly, but that CFO said that the company was doing some deals.
iv. Holding: Not a violation of FD. CFO and CEO’s statements were “equivalent in substance”
1. “Regulation FD does not require that corporate official only utter verbatim statements that were previously publicly made…To require a more demanding standard…could compel companies to discontinue any spontaneous communications.”
2. Could chill release of info, which is one of the main objectives of securities regulations
g. SEC List of “Higher Probability” Materiality:
i. Earnings info
ii. Mergers, Acquisitions, etc
iii. New products, discoveries
iv. Change of control
v. Change in auditor; Restatements
vi. Changes in issuer’s securities
vii. Bankruptcy
h. Policy Considerations: What is the effect of FD?
i. Specificity – periodic disclosure doesn’t require you to disclose everything
ii. Disclosure for certain types of info is all or nothing
iii. FD isn’t a slamdunk. Still have detection problems.
iv. Since FD there’s been an expansion of publicly available info

Securities Exchange Act Anti-Fraud Liability – Rule 10b-5
I. Economics of Securities Fraud and Private Right of Action
a. Why do companies commit fraud?
i. Temporarily boost share prices
ii. Executive compensation based on revenue
iii. If company in bad shape, lying may buy time (overstate revenues this year and understate by the same amount next year)
iv. Ward off hostile takeovers or become a stronger acquirer when doing stock exchange
b. Origin of the Private Cause of Action
i. There is no mention of a private cause of action or damages in Rule 10b-5. Courts have interpreted in the private cause of action
ii. Section 10: “It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange—
1. (b) To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered…any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.”
iii. Rule 10b-5: It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange—
1. (a) To employ any device, scheme or artifice to defraud
2. (b) 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, in the light of the circumstances under which they were made, not misleading
3. (c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person in connection with the purchase or sale of any security
(no mention of private action or compensation)
c. Securities Class Actions
i. Key policy determination: private deterrence v. stopping frivolous litigation
ii. Most of these cases settle:
1. Defendants have a huge incentive to settle because the cost of litigation is so expensive and tends to increase after the trial starts
2. There have been maybe 1000-2000 actions in the last 15 years, but only 2 trials
iii. Private Securities Litigation Reform Act of 1995 (Sections 21D & 21E of the Exchange Act)
1. Pleading with Particularity that D had required level of scienter (actual knowledge, recklessness)
2. Stay on Discovery until after Motion to Dismiss
3. Early Class Notice
4. Lead Plaintiff Presumption (largest shareholder lead plaintiff, ensures power to negotiate with attorney about fees)
5. Court Review for Reasonable Attorney’s Fees
6. Forward Looking Info Safe Harbor
7. Proportionate Liability
iv. PSLRA focuses on motion to dismiss
1. Intent is that fewer defendants will settle right away, since they have a chance to win early on (at motion to dismiss stage)
d. Elements of the 10b-5 action:
i. Jurisdictional nexus: “instrumentality of interstate commerce”
ii. Transactional nexus: “in connection with the purchase or sale of security”
iii. Elements:
1. Material
2. Misrepresentation or omission with duty to disclose
3. Scienter
4. Reliance
5. Causation: always have loss causation and sometimes need transactional causation
6. Damages
II. Who can sue?
a.  “in connection with”: [the fraud be “in connection with the purchase or sale of any security] Shareholders must have actually purchased or sold a security in order to recover under Rule 10b-5

i. Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723 (1975): 
1. Facts: BC, whose 90% stocks were owned by 9 retailers, wanted to merge with New BC. New BC offered substantial amount of stock to stores that had bought stamps in past, as consent decree for the antitrust action by DOJ. Respondents weren’t purchasers, but claimed they would have purchased if BC hadn’t intentionally “made the prospectus overly pessimistic in order to discourage” purchasing (BC wanted to offer shares to public later on at higher price).
2. Issue: Can a party who didn’t purchase any securities bring suit under Rule 10b-5? 
3. Holding: No. 2d Cir developed rule in Birnbaum v. Newport Steel Corp that “in connection w/purchase or sale” in Rule 10b-5 means it’s limited to actual purchasers and sellers. 
a. Lack of congressional action (not a strong indicator)
b. Statutory argument: Congress limited private right of action in §11; cf §17 which specified “offer for sale”
4. Plaintiffs who are barred by this rule:
a. Potential purchasers who didn’t buy due to gloomy predictions/omission of favorable material
b. Actual shareholders in the issuer who said they decided not to sell
c. Shareholders, creditors, and maybe others related to issuer who suffered loss in investment due to corporation or insider activities in connection w/purchase or sale of securities which violate Rule 10b-5
5. Policy: If you let potential purchasers bring suit, then anyone can bring this kind of suit. Puts extreme pressure on defendants to settle even meritless claims. Plaintiff controls the evidence about her own subjective intentCourt concerned with nuisance cases
a. But note that this rule still cuts out a class of meritorious claims, too. Doesn’t curtail all nuisance claims anyway.
6. Notes in book (p219): Neither the SEC nor the Justice Department need to show that an actual purchaser or seller was defrauded to bring suit for violation of Rule 10b-5.
7. Actual purchaser or seller rule (Blue Chip Stamps Rule)
ii. Other tests: 
1. Simple but-for causation (tort theory) is not enough
a. Would be overly broad. May not have anything to do with capital markets. Can make but-for chain out of almost anything
2. Foreseeability (deterrence notion)
a. if foreseeable to person committing fraud that investors would trade on that fraud
3. Intrinsic Value theory 
a. If fraud affect intrinsic value of stock “in connection with” requirement is met
4. Context – coincides with a securities transaction
5. Contractual privity – always counts but is not necessary
6. Hypo: Microsoft places an ad directed at consumers which contains material misrepresentation about a product
a. No privity, intrinsic value affected, foreseeability could go either way
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iii. SEC v. Zandford, 535 U.S. 813 (2002): 
1. Facts: Zandford was broker hired to open joint account worth $419,255 for elderly, sickly man and retarded daughter. Z invested money, then liquidated investments & stole proceeds [sold the securities in the man’s account and made personal use of the proceeds].
2. Issue: Is this behavior “in connection with the purchase or sale of any security” even though the theft happened after securities sold?
3. Analysis:
Contractual privity: no
Intrinsic value (possibly with foreseeability): no
4. Holding: Yes, securities sales and Z’s fraudulent practices weren’t independent events. 
a. This is not a case in which, after a lawful transaction had been consummated, a broker decided to steal the proceeds and did so. “Each sale was made to further respondent’s fraudulent scheme” and each was deceptive because it was neither authorized by, nor disclosed to, the man.
b. Nor is it a case in which a thief simply invested the proceeds or a routine conversion in the stock market. Rather, Z’s fraud coincided with the sales themselves. The securities transaction and the breach of duty thus coincide”. In this case, the securities did not have value for Z apart from their use in a securities transaction and the fraud was not complete before the sale of securities occurred.
i. if a man defrauded a bank for loan, and then use the loan to purchase securities, not violation of Rule 10b-5.
ii. Security transaction is needed to complete the fraud.
5. New test: Does the securities transaction coincide with the breach of duty/fraud?
6. Notes in book: p214
a. In lower court: Contractual privity meets the “in connection with” requirement but the requirement may be met without privity. So it extends to the corporate officers who made misrepresentations and also may extend to the statement made that affect the stock price of other companies.
 
b. Summary:
i. Plaintiffs can be a seller or purchaser
1. Compare w/§§ 11, 12(a)(1), 12(a)(2), where only the purchaser can sue
ii. Defendants include any person whose fraudulent activity is in connection with the purchase or sale of a security by plaintiff.
1. defendant does not have to be a buyer or seller of securities.
c. Lead Plaintiff in a Class Action (Section 21D)
i. Before 1995 PSLRA, there was a sense that plaintiff’s attorneys controlled class actions and class representative was just a puppet. Lead plaintiffs were often individuals and there was evidence that they were professional class representatives who held tons of small amounts of shares and got fees from large plaintiff’s law firms.
ii. Exchange Act Provisions added by PSLRA:
(1. Prevent frivolous lawsuits 2. Make the institutional investors more involved)
1. [bookmark: OLE_LINK39][bookmark: OLE_LINK40]§ 21D(a)(3)(A) – Early notice to the class
2. [bookmark: OLE_LINK41][bookmark: OLE_LINK42]§ 21D(a)(3)(B) (iii)(I)-Rebuttable presumption that most adequate lead plaintiff is the party that
a. Has filed a motion
b. Has the largest financial interest/greatest potential damages
c. Otherwise satisfies the requests of FRCP 23 (typical and adequate)

3. § 21D(a)(3)(B) (iii)(II)-evidence to rebut. Can be rebutted if
a. will not fairly and adequately protect class, or 
b. is subject to unique defenses that render incapable of representing the class. Issue is not if some other party would do a better job.
4. 21D(a)(3)(B)(v) Lead plaintiff selects lead counsel (subject to court approval) (see Cendant for factors to consider)
5. 21D(a)(3)(B)(iv): Limited discovery on issue of adequate plaintiff
a. Discovery related to adequacy of lead P can only be conducted if challenging P demonstrates a reasonable basis for finding inadequacy
6. Limits on plaintiff:
a. Restriction on professional plaintiffs: A party can’t be lead P in more than 5 securities fraud class actions during any 3 year period (21D(a)(3)(B)(vi)
b. Per share recovery of lead P can’t be greater than any other P, except for reasonable costs and expenses
7. 21D(a)(6) – Court review for “reasonable” attorney fees
iii. § 21D(a)(3)(B) of the 1934 Act: Subject to subclause (II), for purposes of clause (i), the court shall adopt a presumption that the most adequate plaintiff in any private action arising under this chapter is the person or group of persons that— 
1. (aa) has either filed the complaint or made a motion in response to a notice under subparagraph (A)(i); 
2. (bb) in the determination of the court, has the largest financial interest in the relief sought by the class;  and 
3. (cc) otherwise satisfies the requirements of Rule 23 of the Federal Rules of Civil Procedure.
iv. In re Cendant Corp. Litigation, 264 F.3d 201 (3d Cir. 2001): 
1. Facts: Cendant, owner of hotel franchises, announced retractment of several years worth of financials. Stock fell from $35 to $15. District Court appointed lead plaintiff (group of 3 pension funds) and then held auction to determine lead counsel. 
2. Issue: Was selection of lead plaintiff okay under PSLRA? Was the selection of the lead counsel for the class ok? Was the determination of attorney fees for the lead counsel ok?
3. [Lead plaintiff can be a group (can’t be more than 5, can’t be constructed by plaintiffs’ attorney)]
4. Key reasoning about the selection of lead plaintiff.
a. conflict of interest argument rejected: The simple fact that the lead plaintiff continued to hold huge amounts of Cendant stock during the settlement negotiations is not enough to prove the lead plaintiff was conflicted, based on PSLRA, the Congress intended to include such investors as lead plaintiff. “most capable of adequately representing the interests of class members.” 
(Despite the intention of the Congress, the statistics show that the amount of the private institution as lead plaintiff did not increase much rather the amount the public pension fund increased. The conflict of interest is still in play: private institutions do not want to sue their clients; politician behind public pension get donations from plaintiff attorneys (see slide 33).)
b. Two-step process for appointing a lead plaintiff:
i. The court identifies the presumptive lead plaintiff (21D(a)(3)(B)(iii)(I)), and then
ii. Determines whether any member of the putative class has rebutted the presumption (21D(a)(3)(B)(iii)(II)).
c. Legal standards for the two-step: § 21D(a)(3)(B)
i. Initial inquiry: whether the movant has made a prima facie showing of typicality and adequacy.
ii. typicality: should consider whether the movant with largest loss “are markedly different or the legal theory upon which the claims are based differ from that other members’”.
iii. adequacy: should consider whether it “ has the ability and incentive to represent the claims of the class vigorously, whether it has obtained adequate counsel, and whether there is a conflict between the movant’s claim and those asserted on behalf of the class.
iv. One way to prove adequacy: whether the movant has demonstrated a willingness and ability to select competent class counsel and to negotiate a reasonable retainer agreement with that counsel.
v. As to “group”
a) if the group created by lawyers hoping to ensure their employment, reject.
b) whether the group is too large to meet adequacy requirement. More than 5 is too large.
vi. Second step
a) only class members can rebut
b) once triggered, not a question of whether another movant can do better, but whether the presumptive lead plaintiff will not do a “fair and adequate” job.
c) BOP on opposing plaintiff.
d. Application of the standards. 
i. the lead plaintiff in this case satisfies adequacy and typicality.
ii. had not been rebutted.
a) may be rebutted when: substantially lower fee, more qualified counsel and no adequate explanation by the current lead plaintiff for choosing the lawyer.
b) may be rebutted when: proof of pay-to-play.  
5. Key reasoning about the auction to select counsel
a. lead plaintiff has the right to choose counsel, the court’s role is to deciding whether to “approve”. 
b. auction may limit the lead plaintiff’s right. so generally (not completely) impermissible.
c. the court’s inquiry is appropriately limited to whether the lead plaintiff’s selection and agreement with counsel are reasonable on their own terms. Factors to consider:
i. Quantum of legal experience and sophistication of lead P
ii. Manner in which lead P chose what firms to consider
iii. Process by which lead P selected
iv. Qualifications and experience of counsel
v. Evidence that retainer was product of serious negotiations
d. Auction may be used in certain circumstances. 

6. In this case, the lower court abused its discretion by conducting an auction (though it is harmless).
a. No need to “’simulate’ the market in cases where a properly-selected lead P conducts a good-faith counsel selection process” bcz theoretically should be mkt fee
b. PSLRA suggests that there’s a “strong presumption in favor of approving a properly-selected lead plaintiff’s decency as to counsel selection and counsel retention.” 
c. Just bcz there was allegation that money manager got money from counsel that is not enough to rebut the presumption. 
7. Key reasoning about fee
a. The court has an independent obligation to ensure the reasonableness of any fee request.
b. [bookmark: OLE_LINK45][bookmark: OLE_LINK46]Court should accord a presumption of reasonableness to any fee request. It could be overcome when: 1) unusual and unforeseeable changes; 2) a prima facie showing clearly excessive. Lodestar
c. Holding: the possibility of rebuttal of the presumption of reasonableness must be seriously considered
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d. Is the PSLRA working?
i. The statistics haven’t changed much from before the Act was passed:
1. Even after PSLRA, large mutual funds are not acting as lead Ps. Don’t want to hurt their relationships with large corps who may want to use their services.
ii. Generally individuals pay highest attorneys’ fees (they have the weakest monitoring/bargaining)
iii. State and local pension funds have the best bargaining and lowest fees
1. Though state funds that have pay-for-play tend not to bargain as hard when they are lead P

III. Elements of the cause of action
a. Overview
i. Plaintiff bears burden of showing
1. Misstatement of Material Facts
a. Deception (Santa Fe)
b. Misstatement of fact (Virginia Bankshares)
c. Omission – Duties to disclose
d. Forward-looking statement safe harbors
2. Scienter
3. Reliance
4. Loss Causation
5. Damages
ii. Statute of limitations
1. 2 years after discovery of facts constituting violation, runs from time of inquiry notice (plaintiff have discovered the facts constituting the violation or when a reasonably diligent P would have discovered the facts of violation)
2. 5 years after the violation
b. Misstatement of Material Facts
i. Materiality standard comes from Basic v. Levinson
ii. Deception: Santa Fe Industies, Inc. v. Green, 430 U.S. 462 (US 1977): 
1. Facts: SF acquired a 60% share in Kirby in 1934. By 1974, SF owned 95% and wanted to own the entire 100%. SF utilized Delaware’s short-form merger statute that allowed a parent corporation owning at least 90% of the stock to merge with the subsidiary and force the minority shareholders to sell their shares. The minority shareholders must be notified within ten days, and SF did so in this case. SF offered $150 per share after it was valued by Morgan Stanley at $125. However, Kirby’s assets were valued to be $640 per share. Delaware law allows a minority shareholder to petition the Delaware Court of Chancery if they believe the payout is unfair. Instead, the minority shareholders brought an action under federal law, claiming that the majority owed a fiduciary duty to the minority, and that breach violated Rule 10b-5. 
The trial court believed that fiduciary duty breaches were not covered under the federal law, but the Court of Appeals reversed, concluding that it was within the purview of the federal law (“[T]he Rule [10b-5] reached: ‘breaches of fiduciary duty by majority against minority shareholders without any charge of misrepresentation or lack of disclosure’”). 
(Fully disclosed fiduciary duty breach case)
2. Issue: Was the 2d Cir right to say that Rule 10b-5 action can be brought even though no material misstatement or omission?
3. Holding: No. The Supreme Court held that, absent some deception, the plaintiff had no actionable Rule 10b-5 claim. Abuse of shareholders is not actionable under Rule 10b-5 if you tell them that you are abusing them.
a. Remember distinction: State handles fairness while federal is about full and fair disclosure
b. Limited to deception, no disclosure problem
4. Reasoning (brief): The United States Supreme Court held that Rule 10b-5 will not govern breaches of fiduciary duty. The language used by the legislature in Section 10(b) refers to manipulation and deception and there is no evidence that the legislature meant to have an expansive reading of those terms. The Court did not want to open the door to more litigation by expanding the scope of the statute. The states traditionally regulated the behavior at issue, and the Court reasoned that it was up to the legislature to act if they felt there was a need to have uniformity across the states.
5. Comments: There is no disclosure problem. So it does not fall in the scope the securities law is designed to address. The fiduciary duty breach is the corporate law area.
iii. Whether Opinions are actionable misstatement: Virginia Bankshares v. Sandberg, 501 U.S. 1083 (1991): 
1. Facts:  First American Bankshares, Inc. (”FAB”) began a “freeze-out” merger in which the First American Bank of Virginia (“ABV”) merged into Virginia Bankshares, Inc. (”VBI”). VBI was a wholly owned subsidiary of FAB and owned 85% of ABV’s shares. The remaining 15% were owned by ABV’s minority shareholders. ABV’s executive committee and board approved the merger at $42.00 per share. The directors of the Bank solicited a shareholder vote on the merger, telling the majority shareholders that the merger offered them “high” value and “fair” price. A minority shareholder alleged that the directors did not believe it is “high” and “fair”.
2. Issue: Are opinions actionable?  “The questions before us are whether a statement couched in conclusory or qualitative terms purporting to explain directors’ reasons for recommending certain corporate action can be materially misleading....”
3. Holding: Sometimes yes.  “We hold that knowingly false statements of reasons may be actionable even though conculsory in form” “disbelief, or undisclosed motivation, standing alone [is] insufficient to satisfy the element of fact” but you can present evidence that opinions about historical facts or info about the company were wrong (can not allow the opinion spread everywhere).
4. Key reasoning:
a. The court distinguished the issues of materiality and whether there was an actionable misstatement. 
b. The court acknowledged that director opinions concerning a merger are likely material to investors.
c. As to whether false statement of opinion could be actionable, the Court split opinions into two parts: Attacks on the truth of directors’ statements of reasons or belief are factual in two senses:
i.  “as statements that the directors do act for the reasons given or hold the belief stated” and
ii. “as statements about the subject matter of the reason or belief expressed…”.
d. Allegation of mere disbelief alone would not qualify as an actionable statement.
e. The statements relating to reasons or beliefs are actionable if such reasons and beliefs are capable of being supported or attacked using “evidence of historical fact outside a p’s control”.
(** are there objective evidence to collaborate the statement in issue?)
5. [bookmark: OLE_LINK47][bookmark: OLE_LINK48]Choi’s Comments: 
a. Some statements that are prefaced with “I believe” are actually verifiable, like a statement specifying the company’s revenues last year.  Management is expected to have the correct information of the last year’s revenue and the amount of uncertainty is truly
i. These statements should be subject to liability
ii. But “the company is going great” is much mushier
iii. How about “my life is a peach”?
b. This may be an evidentiary problem:
i. In this situation, the director’s statement “was open to attack by garden-variety evidence, subject neither to a plaintiff’s control nor ready manufacture, and there was no risk of open-ended liability or uncontrollable litigation in allowing respondents the opportunity for recovery on the allegation that it was misleading to call $42 ‘high’”
ii. Can’t have litigation against merely an “unclean heart” too subjective, could lead to more vexatious litigation 
c. What if subject matter is false, or speaker is merely reckless, no showing of “knowingly”?  (Virginia Bankshares: showing of knowingly)  Is this actionable?  – this issue will be discussed in Chapter 11.
6. Old Outline: Scalia concurrence in part: These are facts a) about directors’ opinions and b) about the accuracy of facts upon which opinion was based.
iv. Duty to Update/Correct: Gallagher v. Abbott Labs, 269 F.3d 806 (7th Cir. 2001): 
1. Facts: Abbott was a pharmaceutical company.  Prior to March 1999, FDA had sent repeated warnings to Abbott.  On March 17, 1999, FDA sent compliance letter to Abbott, and in June 1999, Bloomberg revealed the letter to the financial world. 
On September 29, 1999, Abbott revealed that it was in settlement talks, and stock price dropped from $40 to $37.50.  On November 2, 1999, Abbott entered into a consent decree, and Abbott paid $100 million fine among other things, and Abbott’s stock price dropped again by $3.50.  The total loss exceeded $5 million.
Before FDA’s compliance letter, on March 9, 1999, Abbott filed its Form 10-K for 1998, stating: “Abbott is ‘subject to comprehensive government regulation,’” “government regulatory actions can result in… sunctions” 
Plaintiff content that Abbott committed fraud by deferring public revelation.


2. Holding: Companies are under no obligation to ensure that their public disclosures are kept continually up to date, outside the periodic disclosure event, such as 10-Q or 8-K.
3. Key points:
a. Item 7 of Form 10-K:  Management’s Discussion and Analysis
b. Item 303(a)(3)(iii) of Regulation S-K: Disclosure of “any known trends or uncertainties that have had or that the registrant reasonably expects will have a material favorable or unfavorable impact on net sales or revenues or income from continuing operations.”
c. FDA’s letter is too general: “subject to comprehensive government regulation…can result in…sanction”. And 8 days later than 10-K report.
d. The difference between duties to correct and to update.
i. DUTY TO CORRECT: a duty to put out new information to correct prior disclosed information that was incorrect at the time of the prior disclosure
Sienter, trying to cover-up the mistake, breach duty to correct.
ii. DUTY TO UPDATE: a duty to disclose information when previously disclosed (and correct at the time of initial disclosure) that turns out later to be misleading
Continuous disclosure regime, 7th Cir does not recognize it and 2nd Cir recognize in limited situation
e. Duty to update would create a continuous (and costy) duty to make sure all material information of the items on 10k is up to date. This should be on the congress to address.
v. Summary of duties
1. Duty to disclose if trading in securities (sometimes)  (issuers and insiders)
2. Duty to update, in some circuits, if prior disclosure has become materially misleading so long as “alive” or has forward intent and connection upon which parties may be expected to rely
3. Duty to correct in all circuits if statements were misleading at time they were made
4. Duty to avoid “half-truths” (built into Rule 10b-5)
5. Periodic disclosure requirements impose additional disclosures for specified categories
vi. Forward-Looking Statement Safe Harbor §21E 

	21E(a) – Applicability – Exchange Act reporting issuers; persons acting on behalf of issuers; outside reviews retained by such issuer; underwriter (for info provided by issuer)

	21E(b) – Exclusions – Among others, IPOs, Tender Offers, Financial Statements (GAAP), offering of securities for a blank check company, going private transaction

	21E(c) – Safe Harbor – Applies only to private actions. Two possible paths for written soft information (also covers oral). (A) identify as forward looking statement and give meaningful cautionary statements identifying important factors that could cause actual results to differ materially or the forward looking statement is simply immaterial; or (B) plaintiff fails to prove that person making disclosure had actual knowledge.

	21E(f) – Discovery Stay – Stay of discovery during pendency of motion to dismiss or summary judgment where complaint based on forward-looking statements and exemption under 21E may provide relief.

	21E(i) – Definitions – (A) financial projections; (B) plans and objectives of management for future operations; (C) statement of future economic performance; (D) any statement of assumptions underlying statements


Recklessness and mere negligence are not good enough
(note: in 21E(c), immaterial: if it is not material, there is no need for safe harbor; “actual knowledge”: if cannot prove actual knowledge (meaning it is only reckless or less), then safe harbor applies.)
1. Exchange Act §21E(c)(1)
a. [I]n any private action … a person shall not be liable with respect to any forward-looking statement, whether written or oral, if . . . 
i. (A)(i) identified as a forward-looking statement, and is accompanied by meaningful cautionary statements identifying important factors that could cause actual results to differ materially . . .; or
ii. (B) the plaintiff fails to prove that the forward looking statement…
a) (i) was made with actual knowledge by that person that the statement was false of misleading . . .

2. PSLRA 21E gives Ds a chance to win on motion to dismiss
a.  (note companion provision of §27A of Secs Act)
b. Burden: 
i. Normally party getting safe harbor has to prove burden.
ii. Here, however, plaintiff has burden of proving scienter.
c. Even if safe harbor applies, SEC can still bring an action
3. Statutory components:
a. (a) Applicability: Exchange Act reporting issuers (public companies) and those working on their behalf 
(Note: timely filing is not necessary to be qualified for this safe harbor.  Hypo 3)
b. (b) Exclusions
i. private company, IPOs, tender offers, offering securities for blank check co, going private transaction (Hypo 1, 2)
ii. financial statements prepared according to GAAP. (e.g. balance sheets, which often report projected cash flows) (Hypo 4)
c. (c) Safe Harbor: Applies only to private actions. 2 possible paths for written soft info (also covers oral). 
i. (A) identify as forward-looking statement and give meaningful cautionary statements identifying important factors that could cause actual results to differ materially or the forward looking statement is simply immaterial 
ii. (B) plaintiff fails to prove that person making disclosure had actual knowledge
d. (f) Discovery Stay: during pendency of motion to dismiss or summary judgment where complaint based on forward-looking statements
e. (i) Definitions
i. (A) Financial projections
ii. (B) Plans and objectives of management for future ops
iii. (C) Statement of future economic performance
iv. (D) Any statement of assumptions underlying statement
4. cautionary language, if not necessarily enforceable and thus not meaningful, will be liable.  (Hypo 5)
Even the issuer is willfully committing the fraud, he may still have safe harbor….But what cautionary language he should put out……to express that he is committing the fraud ?
5. Asher v. Baxter, 377 F.3d 727 (7th Cir. 2004): Beginning in November 2001, Baxter made a number of projections about revenue and earnings growth and cash flow for 2002. Baxter reiterated these projections until finally announcing in July 2002 that second quarter earnings would not meet expectations, which sent stock price down.
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a. Forward-looking statement must be “accompanied by meaningful cautionary statements identifying important factors that could cause actual results to differ materially from those in the forward-looking statement”
b. What is meaningful? This language is boilerplate. Does it count?


[bookmark: OLE_LINK55][bookmark: OLE_LINK56]Caveat Emptor			All Material Info

c. Meaningful cautionary statements don’t have to identify all the important factors. 
i. “It is enough to point to the important factors / principal contingencies that could cause actual results to depart from the projection.” 
ii. Also don’t need to identify the actual risk that results will differ. “the cautions need not identify what actually goes wrong”(comment: something that is probable but with high magnitude)
iii. Cautionary language doesn’t have to accompany every written or oral forward-looking statement, because presuming efficient market, the info will already be incorporated into the stock price 
d. The warnings must include those that the company deemed “important” at the time.
i. Baxter’s failure was that its “cautionary language remained fixed even as the risks changed.” Never changed the language
ii. The plaintiff alleged that during the period in which Baxter issued repeated forward-looking statements, B had experienced a sterility failure at a plant and other reverses, but “the forecasts and cautions continued without amendment.”
iii. Consequently, remand for discovery on whether B disclosed the most important risks facing the business at the time of disclosure
e. Consequence: You can’t get the safe harbor on motion to dismiss. This basically eliminates 21E’s ability to serve its function. You will just settle after motion to dismiss.
i. Or you can simply say that plaintiffs successfully showed that the risks disclosed may not have been the important ones and usually you don’t need discovery to know this
6. Summary:
a. Forward-looking safe harbor shields statements from liability under three circumstances:
i. if the statements are immaterial (Basic, total mix)
ii. if the statements are made without actual knowledge of their falsity; (Scienter, recklessness is not enough here) or 
iii. if the statements are made “accompanied by meaningful cautionary statements identifying important factors that could cause actual results to differ materially from those in the forward-looking statement.”
a) Even knowingly false cautionary statements are protected from liability, if they are meaningful.
c. Scienter
i. State of Mind:
1. Actual motive – intent to defraud (hard to prove)
2. Actual Knowledge – knowledge facts and appreciation of how market will be misled (evidentiary tool, knowledge is proxy for intent)
3. Recklessness – “so highly unreasonably and such an extreme departure from the standard of ordinary care as to present a danger of misleading the plaintiff to the extent…obvious that the defendant must have been aware of it” (based on the presence of red flags….very fact specific)
ii. Substantive standard: Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976): 
1. Facts: Brokerage firm president (Nay) had rule where only he opens all his own mail. He dealed directly with investors and stole money they sent.  
Investors sued E&E, the auditor (=outsiders and there is no intention of fraud). Idea is there were sufficient red flags that something was going on, but E&E overlooked that.
2. Holding: Negligence isn’t scienter
a. The argument that investors are harmed is too broad
b. The word “manipulative or deceptive” and “device or contrivance” in §10(b) suggested “intentional or willful conduct”.
c. Instead of negligence, the court concluded that §10(b) required scienter, “a mental state embracing intent to deceive, manipulate or defraud.”
3. The court didn’t decide whether recklessness is sufficient to satisfy “scienter”
a. by now all circuits say that can satisfy.
b. But it is hard to distinguish reckless and negligence – is item 3, 4 or 5 reckless?
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iii. [bookmark: OLE_LINK57][bookmark: OLE_LINK58][bookmark: OLE_LINK59][bookmark: OLE_LINK60]Pleading requirement under PSLRA: §21D(b): plaintiff’s complaints plead with particularity the facts giving rise to a strong inference of scienter. Earlier stage, pleading requirements.
1. §21D(b) (1) In any private [anti-fraud] action arising under th [e 1934 Act]…“the complaint shall specify each statement alleged to have been misleading, the reason or reasons why the statement is misleading…” (who, what, when, where, and how)
2. If based upon information and belief, complaint shall state with particularity the reasons for belief
3. [bookmark: OLE_LINK61][bookmark: OLE_LINK62]§21D(b)(2), State of Mind: “In any private action arising under this chapter in which the plaintiff may recover money damages only on proof that the defendant acted with a particular state of mind, the complaint shall, with respect to each act or omission alleged to violate this chapter, state with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind”
a. Supreme Ct Test for Strong Inference:
i. Do all facts give rise to a strong inference of scienter
ii. Reasonable person must deem inference of scienter cogent and at least as compelling as anyone could draw from the facts alleged (Tellabs)
4. §21D(b)(3)(B), Discovery Stay – until after motion to dismiss (“In any private action arising under this chapter, all discovery and other proceedings shall be stayed during the pendency of any motion to dismiss, unless the court finds upon the motion of any party that particularized discovery is necessary to preserve evidence or to prevent undue prejudice to that party”)
5. The pleading requirement is a very difficult screening mechanism to get by. Some ways to get by it:
a. Get info from disgruntled ex-employees
b. Large magnitude accounting restatements
c. SEC investigations
d. Insider trading (particularly if unusual volume, profits, timing)
e. Closeness in time of alleged misstatement/omission and later disclosure of inconsistent info
f. Evidence of bribery of top company officer
g. Divergence between internal reports and external statements on same subject
iv. What counts as a “strong inference”? : Tellabs, Inc. v. Makor Issues & Rights, 551 U.S. 308 (2007):
1. Facts: Tellabs was manufacturing fiber optic products, and Notebaert was the CEO and President of Tellabs.  Notebaert and Tellabs falsely represented to public investors: (i) the demand for its existing product continuously growing, (ii) its next generation product being ready for delivery, (iii) financial results (and in connection with this he accepted “channel stuffing”), and (iv) overstatement of revenue projections.  
Investors (who bought Tellabs’s shares) filed a class action under PSLRA, alleging that Tellabs and Notebaert had engaged in securities fraud in violation of Section 10(b) and Rule10b-5.
District Court dismissed the complaint on the ground that the investors did not sufficiently alleged Notebaert and Tellabs’s scienter.  However, 7th Circuit Court concluded that the investors proved Notebaert and Tellabs’s requisite mental state. (“[W]e will allow the complaint to survive if it alleges facts from which, if true, a reasonable person could infer that the defendant acted with the required intent….”)
2. Issue: Did the investors’ allegation satisfy statement “with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind” under § 21D(b)(2)?
3. Holding: No.  While the investors' allegations plausibly permitted an inference of the requisite scienter, further analysis was required to determine whether the inference of fraudulent intent was a powerful or cogent inference which was at least as compelling as any opposing inference of nonfraudulent intent.
4. Key points
a. The court interpreted strong to mean “powerful or cogent”.
b. Three tips adopted by the Supreme Court: (i) The court mus accept all factual allegations in the complaint as true.  (ii) The inquiry is whether all of the facts alleged, taken collectively, give rise to a strong inference of scienter.  (iii) The court must determine whether a reasonable person would deem the inference of scienter cogent and at least as compelling as any opposing inference (= inference must be more than merely “reasonable” or “permissible”).
c. Congress required plaintiffs to plead with particularity facts to give rise to a strong inference (= denial of 7th Circuit’s position).
d. Omissions and ambiguities count against inferring scienter.

v. Summary
1. state of mind:
a. Forward-looking: knowledge
b. history: recklessness
2. Pleading with Particularity Sources 
a. Insider trading (particularly if unusual volume, profits, and timing)
b. Divergence between internal reports and external statements on same subject
c. Closeness in time of an allegedly fraudulent statement or omission and the later disclosure of inconsistent information
d. Evidence of bribery of a top company official
e. Existence of an SEC Enforcement Action
f. Accounting Restatement
g. Sheer magnitude of a misstatement (i.e., how could a mistake so large occur without scienter)
h. Confidential Witnesses: will be discounted.
d. Reliance: the plaintiff entered into the allegedly fraudulent transaction because of the statement.
i. SEC needn’t prove reliance, only private plaintiff need.
ii. Sometimes called “transaction causation” because of flexible interpretation of reliance requirement
1. Considering the investor’s state of mind
2. Did the misstatement change the investor’s decision?
iii. Problem: Tension between Federal Rules of Civil Procedure (FRCP) 23 and Rule 10b-5 reliance requirement. 
1. FRCP requires that “questions of law or fact common to the members of the class predominate over any questions affecting only individual members”, proving individual reliance would overwhelm the common questions of fact.
2. Many class members will not have heard the misstatement before investing.
3. How to solve the tension? two cases below
iv. Omissions: Affiliated Ute v. US, 406 U.S. 128 (1972):  A case of fraudulent non-disclosure.
1. Facts: Ute Development Corp was organized to manage the tribal assets of mix-blood members of the Ute Indian Tribe. The corp issued shares to the mixed-blood members and hired First security bank of Utah to serve as the stock transfer agent for those shares. The corp’s articles provided for a right of first refusal, requiring tribe members who wished to sell their shares to first offer them to other tribe member. Only if no member was interested could the shares be sold to nonmembers of the tribe. This arrangement effectively created two markets for the shares, with the share prices generally higher in the nontribal market. Gale and Haslem, assistant bank managers, acquired some of the shares from tribe members both for themselves and for other nontribal members. They did not disclose to the selling tribe members the higher prices in the nontribal market.
2. Holding: Bankers owed fiduciary duty of disclosure to tribal members with whom they traded. Failure to disclose the higher price in the nontribal market was the omission of a material fact that violated the duty. The court waived reliance requirement.
a. In this case involving a primarily a failure to disclose, positive proof of reliance is not a prerequisite to recovery. All that is necessary is that the facts withheld be material in the sense that a reasonable investor might have considered them important in the making of decision. (In the case of omission of statement, it is not required to prove reliance. But there still exists argument)
3. For cases involving the breach of duty to disclose, reliance will be presumed if the omitted fact is material.
4. Suppose one member know the higher price, still wants to sell to the bankers, should apply reliance waiver here?
v. Presumption of Reliance: Basic v. Levinson, 485 U.S. 224 (1988): Officers denied merger negotiations, though they were in fact taking place. Ps sold shares before merger announcement. 
1. Fraud on the Market Theory:  informationally efficient markets rapidly incorporate all publicly available info about the asset being traded. Inaccurate info is likely to yield an inaccurate stock price.
Elements:
a. Defendant made a public misrepresentation 
b. Misrepresentations were material 
c. Shares were traded on an efficient market 
d. Plaintiff traded the shares between the time  the misrepresentation was made and the time the truth was revealed 
2. Fraud on the market presumption of reliance (FOTM presumption): procedural innovation of Basic court. (“In Basic v. Levinson, we held that investors could satisfy this reliance requirement by invoking a presumption that the price of stock traded in an efficient market reflects all public, material information—including material misstatements. In this case, we concluded, anyone who buys or sells the stock at the market price may be considered to have relied on those misstatements.” –Halliburton II (S.Ct. 2014))
a. Individual proof of reliance was unnecessary in an informationally efficient market because the misstatement was transmitted to the investor “in the processed form of market price”.
b. The court concluded “an investor who buys or sells stock at the price set by the market does so in reliance on the integrity of that price”.
c. [BUT J. White’s concurrence in part notes that some investors buy because they don’t think market price is accurate (short sellers or long investors) … Majority opinion of Basic does not focus on such investors.]
Efficient Market Hypo
	Weak
	Semi-Strong
	Strong

	All info concerning historical prices fully reflected in current price
	Current prices incorporate all historical info and current public info.
	Prices incorporate all info whether publicly available or not

	Implication: Prices change only in response to new info
	Implication: Investors can’t expect to profit from studying available info bcz mkt already incorporated it into price
	Implication: If true, no identifiable group can earn systematic positive abnormal returns from secs trading (i.e. Can’t beat the mkt)



3. To invoke this presumption of reliance, the plaintiff was required to plead:
a. Shares were traded on an efficient market
i. trading volume, liquid mkt, high trading, involvement of sophisticated analysts
ii. stocks on the NYSE or Nasdaq typically qualify for presumption, while OTC & debt usually don’t
b. Defendant made a public misrepresentation
c. Misrepresentations were materiality
d. Plaintiff traded shares between time of the misrepresentation were made and the time the truth was revealed.
*Note: (b),(c) & (d) overlap w/other elements of plaintiff’s cause of action, so (c) is the critical one.
4. Two presumptions
a. (a) efficient market, (b) public misrepresentation, (c) material misrepresentation -> Presumed that specific public, material misstatement impacted the price at the date of disclosure
b. (d) plaintiffs bought or sold after misstatement made and before revelation of the truth -> Presumed that the plaintiffs transacted securities in reliance on the misrepresentation
5. Rebutting the Presumption
a. Any showing that “severs” link between alleged misrepresentation and either 
i. Markets not efficient
ii. Markets not deceived: Market participants already knew about misstatement (it was in the total mix of info, so it is not material, no loss causation and no damage)
iii. Corrective statements (truth is out there)
iv. Specific plaintiffs would have bought or sold stock anyway, for reasons other than reliance on the market price, such as “antitrust concerns or political pressures.”
a) limited practical significance because not feasible to show for every member of class. 
b) sometimes invoked against short sellers
v. No specific price impact? (Halliburton – see below)
6. Implications
a. Because NYSE/Nasdaq stocks qualify for the presumption but other securities often do not, the securities most prone to fraud—thinly-traded shares of small companies—have the least exposure to class actions.
b. After fraud on the market theory, huge increase in securities class actions, which contributed to need to pass PSLRA
7. The relationship between reliance and loss causation
a. reliance, but no loss causation
i. Apple lies to you about the timing of new ipad, decide to buy its stock, after the lie come out, the price goes up
b. loss causation, but no reliance
i. Force to sell the shares, there is a lie, but you will buy the shares anyway. You loss the money but not because of the lie

	
	Face-to-Face
	Open Market

	Omission with Duty to Disclose
	No reliance req’t (Affiliated Ute)
	No reliance req’t (Affiliated Ute)

	Affirmative Misrepresentation
	Investor must show individual reliance
	Presumption of reliance (Basic)



vi. Price Impact: Halliburton Co. v. Erica P. John Fund (Halliburton II), 134 S. Ct. 2398 (2014) 
1. Facts: Halliburton made a series of misrepresentation about its potential liability in asbestos litigation, and after that, made many corrective disclosures.  Stock price drop down.  Erica P. John Fund, an investor, filed a putative class action, and moved to certify a class. 
Under FRCP 23(b):, to maintain a class action, in addition to satisfaction of Rule 23(a), “questions of law or fact common to class members” is required. 
a. Pre-trial stages:
i. Filing of Complaint
ii. Selection of Lead Plaintiff
iii. Motion to Dismiss
iv. Discovery
v. Motion for Class Certification … Halliburton II is a case for this stage
2. Issue: 
a. Is FOTM presumption still justifiable?
b. Can Halliburton rebut FOTM presumption showing that there was no specific price impact?
3. Holding:
a. The court refuted the arguments against the two premises the fraud on the market theory resting on and holding that the theory is still justifiable. 
i. Efficient market premise….
ii. The assumption of all the investors are trusting investors. Regarding the value investor, the court argues that eventually the market price will come to its true value and the value investors are relying on that to make money (comment: but does that mean they trust the value of the market price at that time.)
b. The court agreed that “no price impact” can rebut presumption
c. Comment: What does it mean by “no price impact” and does it really add much to the existing principles.
i. Show lack of impact by showing no price drop when truth comes out (this is the same for materiality and loss causation)
ii. No price inflation when the misleading information comes out, but it is hard to determine especially the information is released along with other information.
4. Difference with materiality 
a. Focus on specific time when the information disclosed, big drop, big inflation, no drop or tiny drop, no or tiny inflation
b. There is other ways to show materiality
c. Price impact is generally about price drop, materiality is about change of price
5. Allow defendant to rebut the presumption of reliance with evidence of a lack of price impact not only at the merits state, but also before class certification.
Materiality is a prerequisite for invoking the Basic presumption, the court held that it should be left to the merits stage.
6. Difficulties for defendant to follow the rule: 
a. No clear base line
b. Series of disclosure, misrepresentation embedded in other information 

e. Loss Causation: the fraud must have actually affected the plaintiffs before they will be allowed to recover


	Transaction Causation
	Loss Causation

	A broader term for reliance

But for the fraud, P would not have invested or sold
	Akin to proximate cause

Fraud cause the loss
e.g., mkt doesn’t believe misrepresentation, stock tanked due to decline


What is the situation where there is a transaction causation but no loss causation? – For example, a trader purchases the securities based on the information but later the trader sells the same securities at a higher price.

i. 21D(b)(4) In any private action arising under this title, the plaintiff shall have the burden of proving that the act or omission of the defendant alleged to violate this title caused the loss for which the plaintiff seeks to recover damages.
1. Prevents fraudsters from becoming insurers of the market because not every defendant is culpable but they may have to settle 
2. 
ii. Notes: an example about no causation
1. Coca cola, Loss: drop of 17.8%. But others drop too
a. What is the Causation? If u were defendant, what to say about the causation? Yes, Coca dropped, but it is due to the whole market's drop. The drop of the price of Coca is because of other factors. So there is a loss, but no causation in "loss causation".
iii. Why have loss causation?
1.  J. Posner in Bastian v. Petren Resources (1990): No social purpose would be served by encouraging everyone who suffers an investment loss because of an unanticipated change in market conditions to pick through offering memoranda with a fine-tooth comb in the hope of uncovering a misrepresentation. Defrauders are a bad lot and should be punished, but Rule 10b-5 does not make them insurers against national economic calamities.”
2. Although goal of disclosure is deterrence, “perfect accuracy is not cost justified” hb 139
3. Another way to check materiality. Without event studies, judge’s chance of error in making materiality judgment may be high.
a. Choi: This introduces another decision maker besides the judge: the market, which must react for there to be loss causation
iv. Plaintiff must show that misstatements proximately caused the losses. Not enough to prove price was inflated at time of purchase but have to show that actual price drop is related to fraud
v. Dura Pharmaceuticals v. Broudo, 544 U.S. 336 (2005): 
1. Facts: Dura made two major misrepresentation: (i) Dura’s drug sales would prove profitable, and (ii) FDA would soon grant its approval for Dura’s asthmatic spray device.  Feb 24, 1998, Dura announced that its earnings would lower than expected, and the next day Dura’s share price dropped by 50%. On the other hand, in Nov 1998, Dura announced that FDA would not grant its approval, but there was no significant share price drop.
Investors who bought Dura’s shares claimed securities fraud.
9th Circuit concluded there was loss causation, even if there was no price drop upon the correction disclosure about FDA approval, because the investors were forced to purchase shares at an inflated price.  This idea seems to be connected to the materiality of the false information (even if there is no price change before and after the false disclosure, “unless such false information the price should have fallen down earlier”)
2. Issue: whether the plaintiffs met their burden of proof to demonstrate loss causation with respect to regulatory approval process for the asthmatic spray device. Whether it is enough to just show there is price inflation because of the misrepresentation.
3. Holding: No.  Plaintiffs need to prove proximate causation and economic loss.  Plaintiffs failed adequately to allege these requirements.
4. Key reasoning.
a. The mere purchase of stock at an inflated price due to misrepresentation or omission is not sufficient to plead loss causation. Reasons:
i. At the moment the transaction occurs, no loss.
ii. The logical link between the inflated price and later loss is not invariably strong.
a) sells before the truth leaks out, the misrepresentation led to no loss
b) sells after the truth leaks out, lower price may because of changed economic circumstances
b. 9th Cir: “[P]laintiffs establish loss causation if they have shown that the price on the date of purchase was inflated because of the misrepresentation.”
c. Supreme Court (Breyer, J):
A person who “misrepresents the financial condition of a corporation in order to sell its stock” becomes liable to a relying purchase “for the loss” the purchaser sustains “when the facts … become generally known” and “as a result” share value “depreciate[s].” (citing Restatement of Torts §548A comment b)
vi. Proving loss causation usually depends on expert testimony, must account for extrinsic factors (did the whole market fail?)
vii. The court in Dura did not specify the pleading standard for loss causation.
IV. Rule 10b-5 Defendants
a. Who should be defendants?
i. Factors to be considered: level of control/access to information
1. Bedrock, Inc. Hypo: there was a securities fraud about risc factors and CEO’s biography.  Bedrock went bankrupt and the officers escaped to North Korea – who should be the defendants?
a. CNN or Comcast, who broadcasted Bedrock: has lots of money, has a big legal team
b. Barney’s: underwriter, who participated the sale of stock and preparation of documents
c. Betty’s LLP: attorney, who reviewed documents
d. Aider and Abettor: (i) underlying securities violation by a primary violator, (ii) intent to assist the primary violator or actual knowledge of the violation, (iii) assistance to the primary violator… should there be aiding and abetting liability under Rule 10b-5?
b. No Aiding and Abetting Liability: Central Bank of Denver v. First Interstate Bank of Denver, 511 U.S. 164 (1994):
i. “Congress knew how to impose aiding and abetting liability when it chose to do so. If, as respondents seem to say, Congress intended to impose aiding and abetting liability, we presume it would have used the words "aid" and "abet" in the statutory text. But it did not.
ii.  [W]e … conclude that the statute prohibits only the making of a material misstatement (or omission) or the commission of a manipulative act. The proscription does not include giving aid to a person who commits a manipulative or deceptive act….”
iii. “Our reasoning is confirmed by the fact that respondents’ argument would impose Rule 10b-5 aiding and abetting liability when at least one element critical for recovery under Rule 10b-5 is absent:  reliance”
c. Exchange Act §20(e) – response from Congress for Central Bank of Denver (comment: it is only for SEC. and before it is only “knowingly” and no “recklessly” before Stoneridge)
i. For purposes of any action brought by the Commission [for injunctive relief], any person that knowingly or recklessly provides substantial assistance to another person in violation of a provision of this title, or of any rule or regulation issued under this title, shall be deemed to be in violation of such provision to the same extent as the person to whom such assistance is provided.
Expend the definition of primary violator
d. Stoneridge Inv. Partners v. Scientific-Atlanta, 552 U.S. 148 (2008): 
i. Facts: Charter was a cable TV company, and Scientific-Atlanta and Motorola are its suppliers.  To make Charter’s operating cash flow number greater, Charter and suppliers made an arrangement where Charter overpays $20 for each set-top box sold by suppliers (recorded as capitalized expense) and suppliers pay $20 ad fee to charter (recorded as current income), without economic substance.
Investors alleged loses after purchasing common stock. They sought to impose liability on the suppliers, since they agreed to arrangements that allowed Charter to mislead its auditor and issue a misleading financial statement affecting the stock price (current income v. capitalized expense).
ii. Issue: Are suppliers liable under §10(b), though they had no role in preparing or disseminating Charter’s statements (they just signed backdated contracts for the arrangement above)?
iii. Holding: No liability for customer/supplier companies because the investors did not rely on their statements or representations.
iv. Key reasoning.
1.  Presumption of reliance does not apply - no duty to disclose, no communication to the public
2.  “The argument is that the financial statement Charter released to the public was a natural and expected consequence of [suppliers]’ deceptive acts; had [suppliers] not assisted Charter, Charter’s auditor would not have been fooled.... That causal link is sufficient [Stoneridge] argues, to apply Basic’s presumption of reliance to [suppliers]’acts.”
“In effect [Stoneridge] contends that in an efficient market investors rely not only upon the public statements relating to a security but also upon the transactions those statements reflect.”
3. “In all events we conclude [suppliers]’ deceptive acts, which were not disclosed to the investing public, are too remote to satisfy the requirement of reliance....
[N]othing [suppliers] did made it necessary or inevitable for Charter to record the transactions as it did.”
4. Others
a. No scheme liability here. Supplier’s deceptive acts were too remote from the purchase or sale of securities. 
b. The federal power cannot be used to ordinary business operation which is governed by state law.
c. Exchange 20(e), aiding and abetting liability is authorized in actions brought by SEC not the private parties.

v. The supreme court: leave the possibility for others to be liable: necessary or inevitable.---- “[N]othing [suppliers] did made it necessary or inevitable for Charter to record the transactions as it did.”
1. What is necessary and inevitable?: e.g. hiring somebody to make him speak
The left line is the Court’s understanding, and the right line is plaintiff’s argument
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e. Janus Capital Group, Inc., et al. v. First Derivative Traders, 564 U.S. 135 (2011)
i. Facts: Janus Mercury Fund’s Prospectus dated February 25, 2002 stated that the fund was “not intended for market timing or excessive trading” and represented that it “may reject any purchase request … if it believes that any combination of trading activity is attributable to market timing….”  Investors in JMF filed a private action against Janus Capital Group, alleging that JCG and its wholly owned subsidiary JCM made false statements in the prospectus above, since JCM was the investment adviser and administrator of JMF.
JGC created JMF, but JMF was a separate legal entity owned entirely by mutual fund investors.
1. Market timing (which was a huge issue in early 2000s)
a. NAV set daily at 4pm (= share price is set once a day only after 4pm)
b. Hedge fund rapidly buys and sells taking advantage of how NAV is calculated (There is a time difference in trading time of Tokyo Stock Exchange and New York Stock Exchange –reflects public information to the NAV (slide 15))
c. Increased transactions raises fund costs for all investors
[image: ]
ii. Issue: whether a mutual fund investment adviser can be held liable in a private action under Rule 10b-5 for false statement included in its client mutual funds’ prospectuses.  
iii. Held: not liable because it did not make the statements in the prospectus.
iv. Key reasoning:
1. The maker of a statement is the person or entity with ultimate authority over the statement: the content, and whether and how to communicate it. Without such authority, it is not “necessary or inevitable” that any falsehood will be contained in the statement.
2. “make” is not “create”.
v. Dissenting
1. In his dissent, Justice Breyer states that the "possibility of guilty management and innocent board is the 13th stroke of the new rule’s clock.”
vi. Notes: 
1. Who can be liable? ultimate authority
a. Directors have ultimate authority, but the director must have scienter to be liable
b. Is a CEO agent or principle? It is agent, so even if it is willful intent, but no ultimate authority
c. So no one is liable other than the corporation itself
d. the authority can be delegated to CEO (maybe the CEO will be deemed to have ultimate authority if the board delegates to him)
f. §20(a) of Exchange Act: Control Person Liability (optional): Any person who, directly or indirectly, controls any person liable under any provision of this chapter or any rule or regulation thereunder shall also be liable jointly and severally and to the same extent as such controlled person to any person to whom such controlled person is liable, unless the controlling person acted in good faith and did not directly or indirectly induce the act or acts constituting the violation or cause of action.
V. Damages under 10b-5
a. Open Market Damages – Rule in class actions for actively traded securities
i. Out-of-Pocket Measure: Difference between the contract price and value of security at time of transaction.
1. For purchasers: difference between the purchase price of the security and its true value at time of transaction.
2. For sellers: difference between the sales price of the security and its true value at time of transaction.
3. expert witness 
a. will create a “value line”: when the fraud was first publicly revealed to the marketplace
b. Also have to consider trading volume, sorting out who is entitled to collect damages (excluding the in-and-out investors)
4. 21D(e)(1) (optional): “[T]he award of damages to the plaintiff shall not exceed the difference between the purchase or sale price paid or received, as appropriate, by the plaintiff for the subject security and the mean trading price of that security during the 90-day period beginning on the date on which the information correcting the misstatement or omission that is the basis for the action is disseminated into the market.”
5. Downside: the deterrence effect is not strong because the issuer only returns the illegal money.
ii. The measure in secondary market: the damages to particular investors are much larger than the gain by the company or its managers. They are in much sense disconnected.
iii. Exchange Act Limitations (optional):
1. §28(a): “[N]o person permitted to maintain a suit for damages under the provision of this title shall recover, through satisfaction of judgment in one or more actions, a total amount in excess of his actual damages on account of the act complained of.”
iv. Policy: Don’t want crush-out liability for secondary market transactions because it will ultimately harm investors by encouraging frivolous suits and creating disincentives to disclose.  “’Crushing out’ fraud through disproportionately large damages creates risk of frivolous lawsuits and disincentives to disclose.  In secondary market public trading fraud cases, harm done to investors exceeds benefits to the defendant, with little correlation with the probability of detection. Diversified investors who regularly buy and sell stock will, on average, be benefited as much as harmed by fraud.”
b. Face-to-Face Damages: In face-to-face transactions, the court isn’t limited to out-of-pocked measures, but can apply the usual remedies available at law and equity: rescission, restitution. 
i. Restitution (aka disgorgement) requires defendant to give plaintiff whatever profits she made. (typically in insider trading cases)
ii. Rescission: (sometimes used when fraud does not go to the underlying value of a security)
1. If purchaser defrauded plaintiff, return the securities
2. If seller defrauded plaintiff, return the purchase price or the difference between the original sale price and the subsequent sale by the defendant.
iii. Punitive damages are not available (§28(a))
iv. Pidcock v. Sunnyland America, Inc., 854 F.2d 443  (11th Cir 1988):
1. Facts:  Pidcock asked Harvard Family if there was a 3rd party buyer who would pay more, but they said no and he sold cheap. The problem for damages is that the 3rd party disappears. Later on there is another 3rd party who paid a lot more money but they didn’t know how much the original buyer was going to pay.
2. Holding: When defending purchaser receives more than seller’s actual loss, then plaintiff can disgorge profits (so long as the proximate causal chain not broken)
a. Plaintiff is entitled to presumption that damages he suffered are equal to profits realized upon sale of shrs to 3rd party.
3. Limits on disgorgement: 
a. Plaintiff may not recover any portion of profits attributable to defendant’s special or unique efforts (other than those for which defendant is duly compensated)
i. e.g.: aggressive and enterprising management. Not price rises, increased efficiency.
v. Garnatz v. Stifel, Nicolaus & Co., Inc., 559 F.2d 1357 (8th Cir 1977): 
1. Facts: Broker told Garnatz (average investor) to give money and he’d invest using margin loans and leverage, invest in safe bonds. These turned out to be junk bonds and G lost a lot of money.
2. Key points.
a. Normally, out-of-pocket rule applies. Recovery is also allowed for any consequential damages proximately resulting from the fraud.
b. In this case, the difference between the purchase price and the true value is 0. But the court said “the plaintiff got what he paid for does not mean he did not suffer any legally cognizable injury from fraud”. 
i. Absent defendant’s fraud, plaintiff would not buy. 
ii. Losses were natural, proximate and foreseeable consequences of fraud, sufficient causation.
iii. So rescission damage measure is appropriate.
3. [What’s the problem with out-of-pocket damages here?]
4. [The damages are $0.  He paid $1m but the value of junk bonds is also $1m. There is more risk, but the market price should reflect that risk. ]
c. What’s the problem with the damages regime?
i. From the damages perspective, fraud may be worth committing. 
ii. Because of the out-of-pocket measure, say 1 out of 10 times fraud will be found out. This still means that 9 out of 10 times fraudster gets to keep the money.
d. What alternatives exist?:
i. Imposing fines on defendants, to both the fraud benefit and probability of its detection.
ii. Cap on secondary market damages.
e. Notes
i. The theory behind out-of-pocket
1. IPO: Issuer sells 10m shares, misleading, 10 dollars, but sell for 11, 100 damages, the issuer got 100 benefits, remove the benefit from the issuer. Not all fraudsters are called
2. Secondary market: 1000m shares, $10 is too much, what is the benefit for issuer? The seller is the beneficial person. If there is no insider trading, no loss. The damage here is not related to the benefit of the issuer.
f. Proportionate Liability (optional)
1. “You will be asked to determine the percentage of responsibility of each person, whether or not such person is a defendant at this trial, for any loss that the class has shown was caused by a violation of the Securities Act or Exchange Act, measured as a percentage of the total fault of all persons, including persons who are not defendants at this trial, who caused or contributed to the loss suffered by the class.” – Judge Denise Cote Order Dated March 24, 2005.
2. Portion of responsibility, do not tell jury why doing this

Public Offerings

I. Economics of Public Offerings
a. Costs of going public:
i. Restructuring corp to prepare for public cap mkts
ii. Actual out-of-pocket and imputed costs (bw $600k and $1m, typically 9% of offering amt)
iii. Dilution effect on shrs
1. Basically only saying that investors pay more than founders, not that useful info
iv. Risk of takeover
v. Ongoing costs of public filing
1. sharply increased post-Sarbanes-Oxley
b. Underwriters
i. §2(a)(11): “The term ‘underwriter’ means any person who has purchased from an issuer with a view to, or offers or sells for an issuer in connection with, the distribution of any security, or participates or has a direct or indirect participation in any such undertaking, or participates or has a participation in the direct or indirect underwriting of any such undertaking; but such term shall not include a person whose interest is limited to a commission from an underwriter or dealer not in excess of the usual and customary distributors’ or sellers’ commission.”
ii. Role of underwriters (an investment bank)
1. Initial starting point for a public offering (especially IPOs)
2. Source of advice on structuring the corporation for public investors, pricing, etc. (one simple corporation with one simple class of stock for most of the time)
3. Source of contacts with large institutional investors
4. Source of financing (e.g., firm commitment offerings)
iii. Types of offerings:
1. firm commitment underwriting: issuer will sell all shares to underwriters. Issuer gets all the money up front and then underwriter will sell either to investors or to other investment banks (playing role as dealers).
a. Most common type of underwriting by far (approximately 90% of the total)
b. Underwriters serve as “screeners” and bring only “good offerings” to investors  
c. Underwriters with a good reputation can charger issuers higher rates, giving underwriters a financial incentive to screen  
d. If investors fail to distinguish underwriters based on reputation, then “free riding” occurs and underwriters lose the incentive to screen  
e. Issuers get enough money to do what they planned to (issuers get insurance)
f. Reputation, certifier, increase investor’s confidence
g. Underwriters paid by underwriter’s discount (spread between the price at which they buy and price at which they sell) (e.g. Ebay)
h. How to reduce risk? Use a syndicate to spread risk.
Lead underwriter, join others’ syndicate. Usually only the lead underwriter gives advice to the issuer. (e.g. Newstar IPO)
2. Best efforts underwriting: Investment bank doesn’t buy any securities but in effect acts as agent paid by commission on every security sold. 
a. Issuer bears the risk of the offering not selling. 
b. Investors worry about companies that don’t raise as much as they need to make the investment worthwhile
3. Dutch Auction: Potential investors submit bids with the number of shares they’d buy at the price they’d buy at (before the underwriter announces the price). Then the lowest price at which the offering would sell out is the price for all bidders who bid high enough.
a. Google popularized this kind of offering, but since then no other big IPO has done a Dutch auction.
4. Underpricing: Underwriters are leaving money on the table by price the shareholders lower than the market price. (On the first day of trading price jumps up, which implies that underwriter could have offered it for more – e.g. theglobe.com). Why?
a. Avoid lawsuits (damages based on offer price)
b. Decrease risk (a kind of agency problem – too high price lead to underwriter’s risk that nobody purchase securities; risk from low prices is borne by the issuer)
c. Market exuberance
d. Kickbacks
c. Disclosure for Public Offerings
i. Registration Statement (S-1 or S-3):
1. S-3 Requirements:
a. US Corporation
b. Reporting corporation and filed in timely manner for past 1 year
c. Transactional requirements: 
1) Any security offered for cash if aggregate market value of the voting and non-voting common equity held by non-affiliates (control, control by, co-control) of the registrant is $75m or more
2) Investment grade debt securities
3) Any secondary offering if securities of same class are listed on national exchange
4) Rights offerings or conversions of convertible secs
5) Investment-grade asset-backed secs
(2-5 are optional)
2. S-1: Anyone who doesn’t qualify for S-3 (almost always this form is used)
ii. Parts of Form S-1:
1. Prospectus
a. Cover page (item 1 of Form S-1/item 501 of Reg S-K): name(s) of lead underwriter(s)
b. Risk factors (item 3 of Form S-1/item 503 of Reg S-K) (mostly boilerplate)
c. Use of proceeds (item 4 of Form S-1/item 504 of Reg S-K) (“general corporate purposes”)
d. Description of securities to be registered (item 9 of Form S-1/item 202 of Reg S-K)
e. Dilution (item 6 of Form S-1/item 506 of Reg S-K): not really saying more than the obvious (shrs pay more than founders)
f. About the company … Business description that is not boilerplate is not informative for companies that are already publicly traded
g. MD&A (item 11(h) of Form S-1/item 303 of Reg S-K): mostly qualitative not quantitative.  
· chance to explain past trends with an eye towards projecting into the future. 
· But investors want an earnings projection/estimate, and there is nothing like that here. This is maybe the most important info and it’s missing.
h. Financials (item 11(e) of Form S-1/item 301 of Reg S-K): historical data not projection. (policy: what’s the presumption towards the investors)
i. Why the information is general on Prospectus: stricter liability and there are other outlets for details information, e.g. roadshow (for institutional investors).
j. But the stakes are very high. Face liability if you tell a half-truth
2. Exhibits
a. Articles of incorporation
b. Expert reports & other materials
iii. Integrated disclosure:
1. Form S-1:
a. Incorporation by reference only for eligible reporting issuers with one annual report
b. Only backward incorporation by reference
2. Form S-3: 
a. Can incorporation by reference any periodic report
b. Must include material changes to periodic filing
Useless information, some useful information, omitted information (retailor consumers may be confused, view of SEC about investors, assumption of immature investors) 
II. Gun-Jumping Rules
[image: ]
a. 3 broad goals of gun-jumping rules:
i. Mandatory Disclosure
ii. Distribution of Prospectus
iii. Restrict Information Not in Prospectus
b. Exchange Act Reporting Issuer 
1. Listing on a national exchange (§ 12(a)) 
2. Over the counter stocks (§ 12(g)(1)(A)—JOBS Act of 2012) 
i. “total assets” exceeding $10 million 
ii. class of equity securities held by at least 2,000 persons (or 500 non-accredited investors) 
3. Filing a registration statement under the Securities Act (§ 15(d)) 
c. Issuer Categories
i. Non-reporting issuer: no periodic reports

ii. Unseasoned Issuer: Exchange Act reporting issuers not eligible to file Form S-3 (need to file Form S-1)

iii. Seasoned Issuer: Eligible to file Form S-3 but not WKSI
[bookmark: OLE_LINK3][bookmark: OLE_LINK4]
iv. Well-Known Seasoned Issuer (WKSI)
1. S-3 eligible for primary offerings plus $700m n equity in the hands of non-affiliates.
2. $1b equity in non-convertible securities (non-common equity) offerings over last three years—but only for registered offerings of non-convertible securities. Must offer only non-convertible securities (other than common equity) unless meets the $75 million float requirement of Form S-3. (OPTIONAL)
3. Majority owned sub offerings (on parent’s registration statement) of non-convertible securities (non-common equity) that have a full and unconditional guarantee from parent WKSI issuer [shelf registration offering] (e.g. countrywide trust 1) (OPTIONAL)
d. §5 of the 1933 Act (starting point for public offering and private placement) 
i. [bookmark: OLE_LINK1][bookmark: OLE_LINK2]§5(a) “Unless a registration statement is in effect as to a security, it shall be unlawful for any person, directly or indirectly
1. to … sell [a] security through the use or medium of any prospectus or otherwise; or
2. to carry … in interstate commerce … any … security for the purpose of sale or for delivery after sale.
In practice, registration statement comes to effect when SEC gives green light, issuer usually waive the period.
ii. §5(c) “It shall be unlawful for any person … to offer to sell or offer to buy … any security, unless a registration statement has been filed as to such security…
iii. FN 1: Get started by going in registration” (at the latest by signing letter of intent with lead underwriter)
Sec Release No. 5009. “In registration” is used herein to refer to the entire process of registration, at least from the time an issuer reaches an understanding with the broker-dealer which is to act as managing underwriter ....”
iv. § 4 provides exception, § 5provides broad prohibition, § 2 is definition, liability section §12(a)(1) (crush out liability) (§5 is the key provision, and §2 (definition) and §4 (exemption) are also important)
III. Pre-Filing Period (Quiet Period) 
a. §5(a) prohibits all sales until registration statement becomes effective
i. [bookmark: OLE_LINK5][bookmark: OLE_LINK6]§4(1) provides exemption to §5 for all transactions in secondary markets
ii. §4(4) exempts unsolicited broker’s transactions.
b. §5(c) prohibits all offers prior to filing of registration statement. Only applies until statement is filed.
c. What is an offer?
i. Statutory language doesn’t tell us much, but SEC provides guidance.
1. §2(a)(3) offer = “every attempt to offer to dispose of, or solicitation of an offer to buy, a security, for value.”
ii. In re Carl M. Loeb, Rhoades & Co., SEC said: 
1. “Publicity efforts which, even though not couched in terms of an express offer, conditionthe public mind or arouse public interest in the securities”
2. “[w]hip up a ‘speculative frenzy’”
3. (the assumption of the investors)
iii. SEC Release No. 3844: Does the issuer’s communication condition the market?
1. Motivation of the communication 
a. arranged after a financing decision is more likely an offer
changing of behavior, intended audiences
2. Type of information
a. Soft, forward-looking info is more likely an offer (investors tend to be easily led to be frenzy)
3. Breadth of distribution
a. broader means more likely an offer
4. Form of the communication
a. Written (if via electronic form but not real time communications, it is written), easily reproduced and distributed communications are more likely an offer
5. Mentioning facts about the offering
a. naming the underwriter is more likely an offer
Comments:-
1. where is the fine line….the issuer may also have advertisements to sell products.
2. Uncertainty itself has big effect, issuers choose to keep quiet
3. 
iv. SEC Release No. 5180: 
All communications from issuer or other offering participant that may condition the market:
1. Issuers can answer factual inquiries but should avoid issuing predictions or forecasts or publish opinions concerning values.
2. Issuers should continue to announce factual developments, answer unsolicited inquiries concerning factual info and comply with reporting requirements
v. Graphic Communications & Hyperlinks:
1. Rule 405: Includes all electronic communications as written communications; excludes “real time” communications.
2. Rule 433(e): Hyperlinks can be an offer
vi. The main thing to take away from figuring out what is an offer? Uncertainty. 
1. If you stay quiet, you risk losing advertising opportunity, but if you say something you could be subject to crush-out liability
d. SEC Release No. 5180: Did they issuer intends to condition the market?
i. Purpose: initiating publicity when in registration
ii. Soft Information: Soft, forward-looking info
e. Remember in Basic v. Levinson the assumption was that investors can figure stuff out on their own. Here you have the SEC saying that investors will go into a speculative frenzy. What are we assuming about investors?
f. Safe Harbors
[image: ]
i. Rule 135: Tombstone (optional Rule 134 & 135)
1. Issuers, selling securities holders, and their agents may publish a notice on public offering.
2. Exempt from the definition of an offer for purposes of §5
3. 135(a): Legend requirement
4. 135(a)(2): Permissible items in notice including issuer’s name, security’s title, amount & basic terms, amount of offering made by selling holders, brief statement of manner & purpose of offering; cannot name underwriters
ii. Policy: Around 2000 the argument that investors can handle this info started gaining some traction in the SEC. Most investment dollars coming from institutional investors. In 2005, SEC promulgated a new set of rules with the goal of opening up communication in the pre-filing period by implementing a bunch of safe harbors.
iii. New (2005) Safe Harbors:
For pulling out from prohibition for talk and for certainty
Designed to open up communication during the pre-filling
Important rules:
Rule 163A – prior to 30 days before the filing of the registration statement (may not reference the offering)
Rule 168 – regularly released factual and forward-looking information by reporting issuers (may not reference the
offering)
Rule 169 – regularly released factual information by nonreporting issuers given only to persons other than in their capacities as investors or potential investors (may not reference the offering)
Rule 163 – communications prior to the filing of the registration statement by well-known seasoned issuers
iv. Rule 163A: 30-day cool down rule, general safe harbor – §5(c) not applied to communications by issuer (not underwriter) prior to 30 days before filings; these communications are not an offer.
1. SEC: “[W]e believe that the 30-day timeframe adequately assures that these communications will not condition the market for a securities offering by providing a sufficient time period to cool any interest in the offering that might arise from the communication.”
2. Conditions:
a. Can’t refer to the offer (some signals will be ok), 163A(a)
b. Issuer must take reasonable steps to prevent further distribution, 163A(a)
c. Excluded communications
d. Underwriters and dealers excluded, 163A(c)
e. Regulation FD applies / Rule 100(b)(2)(iii) of regulation FD exemption does not apply
1) Prohibition is under Rule 100(a) (note definition of issuer in Rule 101(b))
2) Exemption for public offerings – Rule 100(b)(iii)
3) Exception to the exemption – Rules 163A(d) & 163(e)
4) *tricky thing is you don’t even really need exception to the exemption because it doesn’t even really apply to 163 (because doesn’t apply to pre-filing period)
v. Rule 163: Safe harbor for WKSIs– designed to allow offers- exempts oral and written communications, including offers, by or on behalf of a WKSI during pre-filing period from the definition of an offer under §5(c)
1. Written communication is a “free writing prospectus,”(Rule 405, definition of FWP) 163(a)subject to antifraud liability
2. Conditions:
a. (b)(1) legend requirement (if written)
The issuer may file a registration statement (including a prospectus) with the SEC for the offering to which this communication relates. Before you invest, you should read the prospectus in that registration statement and other documents the issuer has filed with the SEC for more complete information about the issuer and this offering. You may get these documents for free by visiting EDGAR on the SEC Web site at www.sec.gov. Alternatively, the company will arrange to send you the prospectus after filing if you request it by calling toll-free 1-800-BUYNOW.
b. (b)(2) filing requirement (if written) (must “promptly” after filing of registration statement)
1) if forget to file, can cure (if immaterial and unintentional). Have to show good faith and reasonable effort, and amend w/legend asap ractionable
c. (c) Underwriters and dealers excluded
d. (e) Rule 100(b)(2)(iii) of Regulation FD exemption does not apply
Just for§5(c) pre-filling period
Testing the waters, private unknown issuers cannot get the information
Balance between issuers and investors
Forgiveness, allowing people who do not comply to cure
3. Can include soft, forward-looking info
vi. Rule 168: Reporting issuer safe harbor – allows most Exchange Act reporting issuers to continue regular release of factual business info and forward-looking statements (may not refer to the offering)
1. (a) exemption for purposes of §2(a)(10) (prospectus) and 5(c); For Exchange Act reporting issuers only.  
Escaping the prospectus definition also leads to: (i). exemption of §5(b)(1) in waiting and post-effective period; (ii) exemption of §12(a)(2).
2. Meant to add certainty for Exchange Act reporting issuers who want to continue advertising during the offering process
3. Conditions:
a. Only factual business or forward-looking info permitted:
b. (b)(1) Factual business info definition: 
1) “Factual info about the issuer, its business, or financial developments or other aspects of its business;
2) Advertisements of, or other info about, the issuer’s products and services; and
3) Dividend notices.”
c. (b)(2) Forward-looking info definition:
1) “Projections of the issuer’s revenues, income (loss), earnings (loss) per share, capital expenditures, dividends, capital structure, or other financial items;
2) Statements about the issuer management’s plans and objectives for future ops, including plans or objectives relating to the products or services of the issuer;
3) Statements about the issuer’s future economic performance, including statements of the type contemplated by the mgt’s discussion and anal of financial condition and results of operation…; and
4) Assumptions underlying or relating to any of the info described in paras b(2)(i), (b)(2)(ii) and (b)(2)(iii).
d. (b)(3) Underwriters and dealers excluded
e. (c) Can’t be info about offering or “part of offering activities” 
f. (d)(1) regularly released, and must have previously released or disseminated the same type of info in the ordinary course of business
g. (d)(2) the  “timing, manner, and form” of the info must be consistent in material aspects with similar past releases 
Regular con call with investors about earnings projection of next quarter by apple- written, broad, allowed under 168
Provide certainty, limit usefulness of safe harbor
4. Reg FD applies
vii. Rule 169: all issuers safe harbor – Analogous to Rule 168 but for non-reporting issuers (reporting issuers prefer 168); Regularly released factual information by non-reporting issuers given only to the intended persons other than in their capacities as investors or potential investors (may not reference offering) – for consumers (while Rule 168 focus on both investors and consumers)
1. (a) Exemption for purposes of §2(a)(10) and 5(c). 
Escaping the prospectus definition leads to: (i) exemption of §5(b)(1) in waiting and post-effective period; (ii) exemption of §12(a)(2).
2. Conditions:
a. Only applies to factual business info (**does not include forward looking info)
b. (b)(1) Factual business info definition:
1) “Factual info about the issuer, its business or financial developments, or other aspects of its business; and
2) Advertisements of, or other info about, the issuer’s products or services.”(**Rule 168 includes “iii dividend notice”)
c. (b)(2) Underwriters and dealers excluded
d. (c) Can’t contain info about offering & can’t be “part of offering activities”
e. (a) Must be regularly released or disseminated info
f. (d)(1) issuer must have previously released or disseminated same type of info in ordinary course of business
g. (d)(2) Consistent “timing, manner, and form” in material aspects with similar past releases
h. (d)(3) Employees or agents of the issuer who have historically provided such info must release or disseminate to persons other than in their capacities as investors (more restrictive than 168)
3. Regulation FD potentially appliesbut doesn’t apply to non-Exchange Act reporting issuers, who are the only ones that will use 169 (reporting issuers will use 168)
Concern: already public companies have investors basis, existing investors demanding info and future investors, continue regular con calls
Do not allow the private company, no demand of public info
g. Checklist: Remember §5 is the starting point
i. Are we “in registration”?
ii. Is the communication an “offer” under §2(a)(3)?
iii. Does a safe harbor or exemption apply? (Rules 135, 163, 163A, 168, 169, §4)
iv. What does the safe harbor get us?
	Safe harbor
	Exemption
	Type of Issuer (but see excl. issuers)
	Type of Information Allowed
	Mand. Info
	Other Restrictions

	Rule 163A 
	§ 5(c) 
	All
	--May not reference offering
--Reg FD applies (163A(d)) 
	None
	>30-days prior to filing of registration statement (issuer take reasonable steps to control further distribution) (163A(a)) 
--Not for U/W or Dealer participating in offering (163A(c)) 
--Excluded issuers (163A(b)(3), (4)) 

	Rule 163 
	§ 5(c) 
	WKSI (163(a)(1))
	--Offers OK 
--Reg FD applies (163(e)) 
	Legend if written (163(b)(1))
	--Must file written communication as free writing prospectus after filing of registration statement (163(b)(2)) 
--Not for U/W or Dealer participating in offering (163(c)) 
--Excluded issuers (163(b)(3)) 

	Rule 168 
	§ 5(c) and 2(a)(10) 
	Exchange Act Reporting Issuer
	Factual Info + Ads + Div. notice Certain Forward-Looking Info (168(b)(1),(2)) 
--May not be part of offering activities (168(c)) 
--Reg FD applies (see Reg FD)
	None
	--Not for U/W or Dealer participating in offering (168(b)(3)) 
--Prev. Released/Ordinary course of business (168(d)(1)) 
--Consistent timing, manner, form (168(d)(2)) 
--Not inv. co. or Bus. Dev. Co. (168(d)(3)) 

	Rule 169 
	§§ 5(c) and 2(a)(10)
	All
	Factual Info + Ads (169(b)(1)) 
--May not be part of offering activities (169(c)) 
--Reg FD does not apply 
	None
	-- Not for U/W or Dealer participating in offering (169(b)(2)) 
--Ordinary course of business (169(d)(1)) 
--Consistent timing, manner, form (169(d)(2)) 
--Non-Investor recipients/issuer’s agents historically provided such info (169(d)(3)) 
--Not inv. co. or Bus. Dev. Co. (169(d)(4)) 


h. Putting together the offering - Sale § 2(a)(3) 
The term "sale" or "sell" shall include every contract of sale or disposition of a security or interest in a security, for value. The term "offer to sell", "offer for sale", or "offer" shall include every attempt or offer to dispose of, or solicitation of an offer to buy, a security or interest in a security, for value. The terms defined in this paragraph and the term "offer to buy" as used in subsection (c) of section 5 shall not include preliminary negotiations or agreements between an issuer ... and any underwriter or among underwriters who are or are to be in privity of contract with an issuer ... 
Dealers are not covered, moving forward and leaks of info
i. Emerging Growth Companies [optional] allow testing the waters
New §5(d): [A]n emerging growth company or any person authorized to act on behalf of an emerging growth company may engage in oral or written communications with potential investors that are qualified institutional buyers or institutions that are accredited investors, as such terms are respectively defined in [Rule 144A] and [Rule 501(a)] … to determine whether such investors might have an interest in a contemplated securities offering, either prior to or following the date of filing of a registration statement with respect to such securities with the Commission, subject to the requirement of subsection (b)(2)
Does this system make sense? Assumption is (investors will go crazy) correct or not?
IV. Waiting Period 
a. Begins with filing of the registration statement with SEC
b. §5(a) still applies (no sales) but §5(c) does not apply. Offers may begin!
c. §5(b)(1): It shall be unlawful for any person to transmit any prospectus relating to any security with respect to which a registration statement has been filed (only applies after filing of registration statement) under this title, unless such prospectus meets the requirements of §10.
i. §10 prospectus 
1. §10(b) prospectus: SEC defines what it is
2. §10(a) prospectus: final, statutory prospectus with price information
3. Rule 430 preliminary 10(b) prospectus is only used up to the effective date (draft of the final), do not have to contain price or info related to price
4. Rule 433 §10(b) prospectus, free writing prospectus
ii. What is a prospectus? 
1. §2(a)(10) definition: “any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television (broadcast), which offers any security for sale or confirm the sale …” (oral communications are excluded)
2. Oral communications (road shows) are not prospectuses 
3. Rule 405, Written communications:
a. “[A]ny communication that is written, printed, a radio or television broadcast, or a graphic communication”
b. Graphic communication…shall include all forms of electronic media, including, but not limited to, audiotapes, videotapes, facsimiles, CD-ROM, electronic mail, Internet web sites…”
c. Graphic communication shall not include a communication that, at the time of the communication, originates live, in real-time to a live audience and does not originate in recorded form… 
(Providing opportunity to ask question and get answer; As long as the publishing of the oral communications are not done by a paid agent, then it is okay)
4. Rule 433 allows pre-recorded road show which is otherwise prohibited. Rule 433 expends info retail investors get, electronic road show (2005 reform)
5. [image: ]Remember not every written communication is a prospectus. If it’s a brochure that says it’s great to live in California, it’s probably not a prospectus. But if it’s about the offer it probably is.
iii. Escaping §5(b)(1)
1. Be outside §2(a)(10) (not a prospectus)
a. oral communication (road show, phone calls)
b. Rules 168, 169
2. Be a valid §10 prospectus
a. 433 makes FWP a §10(b) prospectus
 (433 will still put companies under 12(a)(2) liability)
d. [image: ]How to make offers: 
i. Preliminary prospectus (§10(b))
ii. Road show (oral)
iii. Waiting Period Tombstones (optional) (tombstone – mere announcement that securities are available for sale, placed by underwriters)
1. Rule 134: Issuers may issue notices announcing public offering. If applicable, removes communication from §2(a)(10) or FWP status
a. (a) permissible factual info (issuer info, security info, price, use of proceeds
b. (b) mandatory info (legend, contact person to obtain prospectus)
c. (c) exceptions to 134(b)
d. (d) solicitations of interest
2. Rule 135 (see above)
3. §2(a)(10)(b) : “shall not be deemed to be a prospectus if it … does no more than identify the security, state the price thereof, state by whom orders will be executed … ”
4. Used after offer
iv. Free Writing Prospectus
Prospectus delivery 
1. § 2(a)(10)(a), traditional FWP
[A] communication sent or given after the effective date of the registration statement ... shall not be deemed a prospectus if it is proved that prior to or at the same time with such communication a written prospectus meeting the requirements of subsection (a) of section 10 at the time of such communication was sent or given to the person to whom the communication was made
(“shall not be deemed a prospectus…” = 2(a)(10) does not apply  Does 2(10)(a) apply to Hypo 5? No. “after the effective date”)
2. Rule 405 definition: defines FWP expansively to include written communications that offer security for sale, even if they don’t qualify as §10(b) prospectus
“Except as otherwise specifically provided or the context otherwise requires, a free writing prospectus is any written communication as defined in this section that constitutes an offer to sell or a solicitation of an offer to buy the securities relating to a registered offering that is used after the registration statement in respect of the offering is filed (or, in the case of a well-known seasoned issuer, whether or not such registration statement is filed) and is made by means other than: 
(1) A prospectus satisfying the requirements of section 10(a) of the Act, Rule 430, Rule 430A, Rule 430B, Rule 430C, Rule 430D, or Rule 431 [e.g. statutory prospectuses]; 
(2) A written communication used in reliance on Rule 167 and Rule 426 [relating to certain asset-backed securities offerings]; or 
(3) A written communication that constitutes an offer to sell or solicitation of an offer to buy such securities that falls within the exception from the definition of prospectus in clause (a) of section 2(a)(10) of the Act. [traditional free writing]”
a. Thus Rules 164 and 433 allow issuers to use FWPs without worry about §5
3. Rule 164: provides a set of forgiveness provisions
a. An immaterial or unintentional failure to file or delay in filing a free writing prospectus, no violation of 5(b)(1) if:
1) [bookmark: b_1]A good faith and reasonable effort was made to comply with the filing condition; and
2) The free writing prospectus is filed as soon as practicable after discovery of the failure to file.
b. [bookmark: c]An immaterial or unintentional failure to include the specified legend in a free writing prospectus will not result in a violation of section 5(b)(1) of the Act so long as:
1) [bookmark: c_1]A good faith and reasonable effort was made to comply with the legend condition;
2) [bookmark: c_2]The free writing prospectus is amended to include the specified legend as soon as practicable after discovery of the omitted or incorrect legend; and
3) [bookmark: c_3]If the free writing prospectus has been transmitted without the specified legend, the free writing prospectus must be retransmitted with the legend by substantially the same means as, and directed to substantially the same prospective purchasers to whom, the free writing prospectus was originally transmitted.
4. Rule 433: Makes this communication a prospectus under §10(b) for purposes of §5(b)(1)
Rule 433(a): “...Such a free writing prospectus that satisfies the conditions of this section will be a prospectus permitted under section 10(b) of the Act for purposes of sections 2(a)(10), 5(b)(1), and 5(b)(2) of the Act and will, for purposes of considering it a prospectus, be deemed to be public....”
· N.B. The mechanism that 433 uses is opposite of 134. While 134 takes the communication out of the definition of a prospectus, 433 puts the communication into the category of a 10(b) prospectus
1) Mechanism is important because §12(a)(2) antifraud liability only applies for communications “by means of a prospectus” and thus applies to 433 prospectuses
Rule 433 Requirements:
a. (b)(1) for all type of issuers, applies only after registration statement filed w/SEC (WKSI may use rule 163 in Pre-Filing period)
i. (b)(2) IPO issuer must include price range for offering
b. (b)(2) prospectus delivery requirement for certain issuers
i. WKSIs and seasoned issuers qualifying for S-3 have no delivery requirement
ii. Non-reporting and unseasoned issuers must ensure that §10 prospectus precedes or accompanies FWP, 433(b)(2)(i)
1. (b)(2)(i) Exception: if §10 prospectus already provided and no material difference from the current §10 prospectus, no delivery requirement
2. (b)(2)(i) §10(b) prospectus only okay in waiting period; once §10(a) available, must use that
3. (b)(2)(i) For electronic communications, SEC permit the delivery of §10 prospectus through active hyperlink delivery 
c. (c) Restricts info that may appear in FWP
i. can’t conflict w/any info  in registration statement,  §10 prospectus(or any supplement),  or any periodic and current reports, (c)(1) 
(Note: if it is not consistent, it will be violate 5(b)(1), subject to crash out liability under 12(a)(1), in addition to 12(a)(2) anti fraud)
ii. legend requirement and e-mail address for obtaining statutory prospectus or web site address. C(2)
d.  (d) filing requirement – no later than date of first use (forgiveness under 164)
i. Issuer has heaviest filing requirement: 
1. must file all “issuer FWPs”, including those “prepared by or on behalf of the issuer or used or referred to by an issuer”(any FWP issuer itself sends out to investors qualifies as an issuer FWP) iA
2. must file any issuer info that is contained in the FWP prepared by or on behalf of any other offering participant (e.g. underwriter) (exception: the info generated on the issuer-supplied info, e.g. underwriter develops its own financial projection based on the financial numbers provided by the issuer) iB
3. also must file FWP describing final terms of issue’s securities in offering (one of the most common uses of FWPs now) iC
ii. offering participants (e.g. underwriter) only have to file their FWP if distributed “in a manner reasonably designed to lead to its broad unrestricted dissemination”(if not broad, no need to file, but need retention of 3 years)
1. What counts? A underwriter sent to all MDs in CA would count. But sent to all existing brokerage clients would not count, even if this is thousands of people. (Release No. 8591). May also look at whether the targets are those who need the protection, e.g. nursing home)
2. If it is an issuer information (rule 433(h)(2)), then it will be filed by the issuer (irrespective of whether it is in a broad unrestricted dissemination)
iii. When FWP doesn’t contain “substantive changes” from a FWP previously filed, no need to file. (Same for issuer info, needn’t to file when the info was previously filed) 433(d)(3)/(4)

e. (g) record retention requirement: must retain all non-filed FWPs for 3 years after initial offering of securities
f. (f) media FWPs: 
i. applies only if info is provided, authorized, or approved by an issuer or other offering participant for use by media source. 
ii. Issuer or offering participant must file the media source written comm within 4 business days after learning of publication. 
iii. Exempt the media FWP from prospectus delivery, legend and filing requirement.
iv. To be exempt, media can’t receive payment or other consideration from issuer or other participant (if issuer paid, it will become issuer FWP)
v. Section 4(a)(1) protects the media
vi. Summary:
1. No payment + filed by issuer within 4 days of becoming aware, then exemption
433 (b)(2)(i): prospectus delivery
433(c)(2): the requirement of legend
433(d): file upon the date of first use.
(questions: what is payment….putting advertisement counts?)
2. If there is payment, it will be offering participant and will comply with as an offering participant 
But note Rule 433(d)(3), Rule 433(d)(4)


	Rule 164/433 Requirement
	Non-reporting & Unseasoned
	Seasoned & WKSI

	Eligibility
	Only after filing of reg statement
	Only after filing of reg statement (WKSI may use 163 in Pre-Filing Period)

	§ 10 Prospectus (Rule 433(b))
	Must have filed; must accompany or precede
	Must have filed

	Info (Rule164(c)/433(c))
	-No info conflicting with reg statement + periodic reports
-Legend
	-No info conflicting with reg statement + periodic reports
-Legend

	Filing (Form FWP) (Rule 164(b)/433(d))
	FWP must be filed with SEC no later than first use
	FWP must be filed with SEC no later than first use

	Record Retention (Rule 164(d)/433(g))
	-Three years (if not filed)
	-Three years (if not filed)



[image: ]
(In-class discussion using the chart above)
· Underwriter’s analyst report has a lot of information (issuer information) … past three years financial information etc
· Issuer has to disclose two types: in their own prospectus and issuer information
· Underwriter’s analysis (including underwriter’s information): broad unrestricted dissemination must be subject to offering participant filing requirement.  Broad unrestricted dissemination will be satisfied if the information was sent to its existing customers.
· If you are an issuer and contact an internet media to ask it to write an article about your success story, is this media your agent, or independent media?  If you directly pay to the media, the media is an agent.  If you give information to a media source (i) without payment and (ii) filed by either or issuer or offering participant within 4 days becoming aware of that media article, 433(b)(2)(i) and Rules 433(c)(2), 433(d) (filing) deemed met – exemption from filing requirement by filing (puzzle!) – but, the timing is delayed.  You have 4 days.
e. Electronic Road Shows
i. Special filing rules for electronic road show. Default: no need to file
1. If non-Exchange Act reporting issuer offering common equity or convertible equity securities (especially, IPO (as opposed to Microsoft’s equity offering or private company’s debt offering)), then must file unless bona fide electronic road show is available without restriction.(e.g. on the internet)(d)(8)(ii)
2. A bona fide electronic road show “contains a presentation by one or more officers of an issuer or other persons in an issuer’s management” (433(h)(5))
3. If more than one road show that is a written confirmation is being used” then it must include “discussion of the same general areas of info…as such other issuer road show or shows for the same offering that are written communication.” (433(h)(5))
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f. The Process of Going Effective 
i. §8(a): Reg statement becomes effective on “the 20th day after the filing thereof or such earlier date as the Commission may determine.”
1. Seems like issuer would just go effective after 20 days.
2. But they voluntarily wait for the SEC to give approval.
3. [SEC selective comment and review] under Rule 473, IPO everyone
ii. Rule 473 file delaying amendment with reg statementensures reg statement doesn’t go effective until SEC approves 
iii. In practice, issuer and underwriters file an acceleration request w/SEC a few days prior to the desired effective date. Give SEC the power, you may get acceleration
iv. Why would an issuer want to delay effective date? Why wait for SEC approval? 
1. “Statutory structure conflicts with market realities”
a. Amendment to the reg. statement resets the filing date, which means reset the 20 day clock. Issuers don’t want to set the price until right before offering, so they wait for the SEC to give green light.
2. Free legal advice from the SEC. Better for the SEC to find problems before sales commence than for plaintiff’s attorneys to find problems after the offering.
3. Don’t want to send a red flag to SEC. SEC’s formal powers:
a. §8(b) refusal order (used pretty infrequently) prior to effective date if reg statement is “on its face incomplete or inaccurate in any material respect” [notice no later than 10 days after the filing and opportunity for hearing]
b. §8(d) stop order much more frequently used than refusal order. Suspends effectiveness of reg statement. (notice and opportunity for hearing)
c. §8(e) SEC investigatory powers related to §8(d). Even if stop order hasn’t been issued yet, but SEC is investigating, extreme negative effect if word gets into the market, enough to kill a public offering
v. Rule 430A, allowing the registration statement go effective and omitting Go effective without 10(a) prospectus, but should update under 424(b)(1)
vi. Rule 424(b)(1): update the prospective by incorporating the updated information by the second business day following the earlier of the date of determination of the offering price or the date it is first used after effectiveness in connection with a public offering or sales, or transmitted by a means reasonably calculated to result in filing with the Commission by that date.
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V. Post-Effective Period – not so simple.  We must be careful about (1) prospectus delivery and (2) updating.
a. Background
i. Begins when SEC says registration is effective
ii. §5(a) prohibition on sales disappears 
iii. §5(b)(1) continues to apply (note that §5(b)(1) is applicable “any person,” not only issuers)
iv. §5(b)(2) starts to apply (generally in practice it does not apply to delivery of equity security)
b. Forms of the Prospectus:
i. Issuers can’t use 430 preliminary prospectus anymore.
ii. Must use final §10(a) prospectus (= final prospectus)
1. But there are timing concerns because issuers don’t want to set price info too early. 
2. Rule 430A fixes this timing problemfinal prospectus may omit price-related info
a. Eventually have to file prospectus with price info under Rule 424(b)(1) or as an amendment to the reg statement
b. available only for all-cash offerings
there are still two puzzles – when and where can we get prospectus?
	Statutory Prospectus Requirement
	Forms of the Prospectus (Non-Shelf)

	§5(b)(1)
	Rule 430A Prospectus
Rule 431 Summary Prospectus
Rule 433 Free Writing Prospectus

	§5(b)(2)
Prospectus Delivery
	§10(a) Final Prospectus

	§2(a)(10)(a) 
Traditional Free Writing
	§10(a) Final Prospectus

	Rule 433(b)(2) 
Prospectus Delivery
	§10(a) Final Prospectus

	Rule 172
Access-Equals-Delivery
	§10(a) Final Prospectus


c. Prospectus Delivery
i. Where does the delivery obligation come from? §5(b)(1) and 5(b)(2)
1. §5(b): It shall be unlawful for any person (2) to carry . . . any such security for the purpose of sale or for delivery after sale, unless accompanied or preceded by a prospectus that meets the requirements of subsection (a) of section 10.
§5(b)(2) says you can’t sell securities unless accompanied or preceded by a §10(a) prospectus. Thus you need prospectus delivery.
a. But this is primarily limited in its use to debt securities offering, because they are transmitted in the sale.
b. For equity securities, potentially may get certificate, but must pay the broker fee. so generally, no certificate.
2. §5(b)(1) prohibits prospectus that not satisfy §10. 
a. [bookmark: OLE_LINK14][bookmark: OLE_LINK15]§2(a)(10) definition of prospectus includes written confirmation of sale. (“The term ‘prospectus’ means … communication …, which … confirms the sale of any security”)
b. [bookmark: OLE_LINK10][bookmark: OLE_LINK11][bookmark: OLE_LINK12][bookmark: OLE_LINK13][bookmark: OLE_LINK16][bookmark: OLE_LINK17][bookmark: OLE_LINK20][bookmark: OLE_LINK21]investors who purchase or sell securities always receive only a written sales confirmation, and the confirmation itself is prospectus, which does not satisfy §10 and therefore is prohibited by §5(b)(1). 
c. [bookmark: OLE_LINK22][bookmark: OLE_LINK23]§2(a)(10)(a) creates traditional free writing exception. when a §10(a) prospectus accompanies or precedes the transmissions of the written sales confirmation, then the written sales confirmation (prospectus delivery) is not a prospectus, and thus not prohibited under §5(b)(1).
d. So, prospectus delivery is required to exempt the delivery of a sales confirmation.
3. Timing problem: you don’t get the disclosure docs until after you already bought. Why require this? Idea was that doc got out to relevant populations after one purchaser received them.
4. Rule 15c2-8(a) & (b) [optional]
5. 433 FWP also applies in post-effective period.
ii. How long does the obligation last? When can get an exemption from §5? – see §4(a)(3)
1. Background
a. No expiration date for §5 itself and applies to any person, so §5 is very broad.
b. It will last until get an exemption. §4 is the exemption for §5
2. Exemptions:
a. §4(a)(1): transactions not involving an issuer, underwriter, or dealer.
1) Wall Street Journal once write a newspaper article about the offering, maybe it is a written offer, exempt from 4(a)(1), as long as the journal is not a participating in the offering.
2) Now say that Merrill sells some Microsoft securities to an investor. It can’t use §4(1) because it is a dealer. It must then send out a statutory prospectus with a confirmation of sales even though the IPO took place 24 years ago. How long does prospectus delivery last? There’s no stopping point. You just get exemptions.
· Exemptions are important because §12(a)(1) creates crush-out liability for violations of §5. And it applies to the whole transaction. So if you forget to deliver 1 out of 1000 prospectuses, anyone who bought could sue.
b. §4(a)(3) & Rule 174: Limited exemption for dealers (not those acting as underwriters) (note the definition of “dealers”; dealers include dealers and brokers); not available for dealers selling unsold allotment.  §4(3) has some exceptions – exceptions for exemption (= the obligation under 5(b)(1) and 5(b)(2) will be applied)
c. §4(4): exempt brokers participating in an unsolicited broker’s transaction.
d. §2(a)(10)(A) Safe Harbor – If a formal statutory prospectus is included then communication is no longer deemed to be a prospectus and no §5(b)(1) violation
(to simplify, for the purpose of the final exam, offering price date, offering date and effective date are the same day)
iii. Prospectus delivery requirement is not only broad across individuals, but also broad across time. When do we see a stop in time? 4(a)(3) and Rule 174
1. [bookmark: OLE_LINK24][bookmark: OLE_LINK25]The obligation comes from 4(a)(3) – provisions of §5 don’t apply to transactions by a dealer (including brokers and dealers (buy and sale on its own account)) including an underwriter no longer acting as an underwriter except (= for investment banks acting as an underwriter, the obligation applies indefinitely)
a. (B) transactions in a security as to which a registration statement has been filed taking place prior to the expiration of 40 days after the effective date (assuming it is the first day of public offering) of such registration statement … or such shorter period as the Commission may specify…and
b.  (C) transactions as to securities constituting the whole or part of an unsold allotment to or subscription by such dealer as a participant in the distribution
With respect to transactions referred to in clause 4(3)(B), if securities of the issuer have not previously been sold pursuant to an earlier effective registration statement the applicable period, instead of forty days, shall be ninety days, or such shorter period as the Commission may specify ... (an IPO that is not listed on national securities exchange)
2. Rule 174:
a. (b) No prospectus need be delivered if the issuer is subject, immediately prior to the time of filing the registration statement, [to 1934 Act reporting requirements];… (applies to reporting issuer)
b. (d) If (1) “the registration statement relates to the security of an issuer that is not subject [to Exchange Act reporting], immediately prior to the time of filing the registration statement…, and (2) as of the offering date the sec is listed on [an exchange], no prospectus need be delivered after the expiration of 25 calendar days after the offering date. (applies to non-reporting issues to be listed on national security exchange)
3. Step 1, the obligation, is like rain falling. Step 2 is an umbrella, but it has a hole in it. The obligation can fall on you through the umbrella if you’re within that time window.
* the obligation - §5(b)(1) applies to any person, not limited to dealers
a. The starting point is the effective date or the first date on which securities were bona fide offered to public, whichever is later
b. 0 days for Exchange Act Reporting Issuer (174(b))
c. 25 days if not Exchange Act Reporting Issuer but will be listed (174(d))[first 25 days, all persons must deliver statutory prospectus with written confirmation of sales]
most of the company will be listed
d. 40 days if seasoned offering and not in Rule 174 (§4(3))
e. 90 days if IPO and not in Rule 173 (§4(3)), pink sheet
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	Exchange act reporting issuer
	Seasoned or IPO
	National security exchange or not
	x

	0 day
	Yes
	N/A
	N/A
	Rule 174(b), subject to reporting requirements

	25 days
	No
	N/A
	Yes
	Rule 174(d)
not subject to the reporting requirements, but on registered national securities exchange 

	40 days
	No
	Seasoned 
	No
	4(a)(3)(B)
if there is an offering pursuant to an earlier effective registration statement

	90 days
	No
	IPO
	No
	4(a)(3)(B)
if there is no offering pursuant to an earlier effective registration statement





d. step 3: Access Equals Delivery 
i. Rule 172 (a) & (b)
a. Sending confirmations and notices of allocations. After the effective date of a registration statement, the following are exempt from ... section 5(b)(1) of the Act if the conditions set forth in paragraph (c) ... are satisfied: 
1. Written confirmations of sales of securities in an offering pursuant to a registration statement ... 
b. Transfer of the security. Any obligation under section 5(b)(2) of the Act to have a prospectus that satisfies the requirements of section 10(a) of the Act precede or accompany the carrying or delivery of a security in a registered offering is satisfied if the conditions in paragraph (c) ... are met. 
ii. Rule 172 does not apply to all prospectus
1. Applies to (exempts) written confirmation of sales for §5(b)(1) and delivery of securities for §5(b)(2) 
2. Does not apply to analyst report, glossy brochure, electronic road shows and others.
iii. When 172 applies, no need to deliver prospectus.
iv. Rule 172(c) Conditions:
1. (c)(1) Reg statement is effective
a. and not subject to any proceeding or investigation under §8(d)/(e)
2. (c)(2) None of the issuers, underwriters, or participating dealers subject to §8A proceedings
3. (c)(3) Issuer must file a §10(a) statutory prospectus with the SEC or make a “good faith and reasonable” effort to file within the time period specified in Rule 424 (no later than the second business day …) or “as soon as practicable” thereafter
4. (c)(4) (c)(3) doesn’t apply for dealers in transactions requiring 4(3)/174 delivery (time window is still open, that means, if you are a dealer, need not to worry about (c)(3))
* The statute says “requiring delivery of a final prospectus pursuant to section 4(a)(3)…” but it’s not correct.  The provision requires delivery of a prospectus is 5(b)
e. Step 4: Rule 173 – Notice Delivery Requirement 
1. Rule 173 provides an obligation, not an exemption: applies to underwriters or issuer if no underwriter and dealer to whom the time period applies.
a. (a) – during the prospectus delivery time periods (as defined by 4(3)/174 exclusion) , the underwriters and dealers selling in transactions representing a sale by the issuer or an underwriter must send a notice “to the effect that the sale was made pursuant to a registration statement or in a transaction in which a final prospectus would have been required to have been delivered in the absence of Rule 172.” 
b. (b) – if no underwriter or dealer is involved in the transaction, then issuer has to send the notice
2. Failure to comply with the notice requirement does not undermine the ability to rely on the Rule 172. 
3. Violating Rule 173 does not give rise to §12(a)(1) liability for violating §5, because Rule 173 is a separate obligation.
4. So we basically swapped out one delivery requirement to get another delivery requirement? Why require notice at all?
a. By creating a separate obligation, gets rid of private enforcement/crush-out liability for this kind of violation.
b. The provision of notice provides prospective plaintiff proof sufficient to meet this tracing requirement.
5. Investors prefer notice, since (a) cost of copying would be lower (typical prospectus is over 100 pages but notice is only one page); and (b) there is no risk of crush-out liability (Rule 172 is an exemption for §5(b)(1), but Rule 173 is an obligation – if you violate 5(b)(1) or (2), you will face crush-out liability under 12(a)(1).  On the other hand, Rule 173 has no civil cause of action)


	
	Free Writing
	Free Writing Prosp.

	Prospectus Delivery
	10(a)
	10(a) for non-reporting or unseasoned

	Legend
	None
	433(c)(2)

	Filling
	None
	433(d)

	Record Retention
	None
	433(g) if not filed

	Status as Prospectus?
	Excluded (2(a)(10)(a))
	10(b) prospectus


6. §4(a)(4) of Sec Reg 1933
Section 5 does not apply to: “brokers' transactions executed upon customers' orders on any exchange or in the- counter market but not the solicitation of such orders.”
(“brokers’ transactions” – assisting someone else buying securities)
f. Summary:
i. [bookmark: OLE_LINK26][bookmark: OLE_LINK27][bookmark: OLE_LINK28]Written sales confirmation is prospectus (§2(a)(10))
ii. §5(b)(1) prohibits transmission of written sales confirmation because it’s a prospectus that doesn’t meet requirements of §10
iii. §2(a)(10)(a) excludes written sales confirmation from definition of prospectus if preceded or accompanied by §10(a) prospectus (prospectus delivery)
iv. There are various §5 exemptions, removing prospectus delivery requirement. §4(3) exempts dealers not acting as underwriters for unsold allotments after a specified time period (prospectus delivery period)
v. Rule 172 allows access equals delivery, which eliminates physical delivery. Instead, Rule 173 imposes a notice delivery requirement during prospectus delivery period. Failure to comply with Rule 173 doesn’t violate §5.
g. Non-Shelf Updating of Prospectus and Registration Statement 
i. Updating is not an issue in practice. 
1. The SEC has taken position that non-shelf offering that’s taken over 30 days is presumptively fraudulent. Basically, SEC saying that you are representing that your offering will sell out in 30 days. If not, they’ll put a stop order on it. So there’s not really a chance to update.
2. “book building”, the offering will be completed the same day it is declared effective by the SEC.
ii. Background
1. At the effective date, the prospectus is part of the registration statement. But after that, they can have separate lives:
a. Registration statement must be accurate only as of the effective date of the offering; the statutory prospectus must be accurate each time it is delivered.
b. Updating the prospectus does not necessarily entail amending registration statement; only when the issuer files the prospectus with the SEC (pursuant to Rule 424(b)), need to update the registration statement, which will results in a new effective date for the registration statement.
2. Need to ask 2 things:
a. Do I need to update the prospectus?
· if need, put a sticker, the prospectus will differ from the prosp filed with SEC.
b. If prospectus updated, do I also need to update reg statement?
· Whether it is substantive changes?
iii. Updating of prospectus
1. Sources of updating duty for prospectus:
a. 10(a)(3) never applies in non-shelf context. 9 months after effective date, if prospectus has info older than 16 months, must update. [known to user or by such issuer without unreasonable effort or expenses]
b. The threat of antifraud liability. If the prospectus is inaccurate at the time of its use, may cause Rule 10b-5 or 12(a)(2) antifraud liability.
c. Manor Nursing – if prospectus is materially omission/incomplete, not a statutory prospectus at all. Can get crush out liability under 12(a)(1) for violating §5. But be careful. Only in 2d Cir and old opinion. Maybe doesn’t apply.
2. How to update prospectus?
a. Stickering: literally sticking info on the prospectus. Doesn’t involve SEC. Once you sticker, your prospectus is updated.
iv. Updating of registration statement
1. So now ask, if we updated prospectus, do we also need to update registration statement?
a. The reason people care: §11 is much powerful from plaintiff’s perspective than §12(a)(2) or 10(b)(5). Doesn’t require causation, reliance, or scienter. It only applies to the reg. statement, the accuracy of which is measured as of the effective date. So issuers would rather avoid updating the reg. statement.
b. §11 itself has no updating duty, but it’s a consequence of updating.
2. There are 3 ways to update the registration statement (S-1 or S-3):
a. File an registration statement amendment
b. File updated prospectus under Rule 424. Once filed, deemed as being reincorporated into registration statement.
c. Incorporation by reference. Registration statement for shelf is under Form S-3. From future form 10-Ks, 10-Qs, and so on.
d. They are important because they have slightly different methods of calculating effective date. But on exam will not be asked to calculate effective date (will be given).
3. Main updating duty: Rule 424(b)(3) – if you are using a prospectus which differs from (substantive change (more than material) from or addition to) the prospectus on file w/SEC. In other words, if you have a 10(a) prospectus that is out of date, don’t need a new one unless 424(b)(3) requires it.
a. This triggers a new effective date with possible §11
b. What counts as substantive?
1) Unclear. means something more than merely material. But it’s unclear how much more.
2)  Examples: a change in control, a change in CEO, or a restatement of past financials (require an 8-k).
4. Thoughts: §28 “The Commission, by rule or regulation, may conditionally or unconditionally exempt any person, security, or transaction, or any class of persons, securities, or transactions, from any provision or provisions of this title or of any rule or regulation issued under this title, to the extent that such exemption is necessary or appropriate in the public interest, and is consistent with the protection of investors.”
SEC may exempt any person, security or transaction.
VI. Shelf Registration
a. Background theoretical question: what should the focus of regulation be?
i. Securities
ii. Transactions (most of what we’ve looked at so far, e.g. §5)
iii. Companies
iv. Investors
b. Motivations for shelf:
i. Move toward company registration. (2005)
1. Business objective: basically you are permanently registered for sale
2. How do these rules get us to the business objective? 
3. What is the difference between the business person’s perspective and the lawyer’s perspective? The complications come in on the lawyer’s side.
ii. Convertible bonds  can be converted into common stock in the future. §2(a)(3) tells us how to deal with this: issue or transfer of stock will be deemed as a sale of stock upon the conversion. The holder controls when to convert, which is the issue.
“The issue or transfer of a right or privilege, when originally issued or transferred with a security, giving the holder of such security the right to convert such security into another security...which right cannot be exercised until some future date, shall not be deemed to be an offer or sale of such other security; but the issue or transfer of such other security upon the exercise of such right of conversion or subscription shall be deemed a sale of such other security”
c. Rule 415 exemption: allows issuer to sell beyond 30 day period
i. 415(a)(1)
The registration statement pertains only to: 
(i) Securities which are to be offered or sold solely by or on behalf of a person or persons other than the registrant ... ; 
(iv) Securities which are to be issued upon conversion of other outstanding securities; 
(viii) Securities which are to be issued in connection with business combination transactions; 
(ix) Securities the offering of which will be commenced promptly, will be made on a continuous basis and may continue for a period in excess of 30 days. ... 
(x) Securities registered (or qualified to be registered) on Form S-3 ... which are to be offered and sold on an immediate, continuous or delayed basis by or on behalf of the registrant 
ii. Only Rule 415(a)(1)(x) for purposes on the exam
1. (a)(1)(x) offering is used by a company using a form S-3, a public company with over $75m market held by non-affiliates. Can sell “on an immediate, continuously, or delayed basis.”
a. Non-shelf – you have to sell right away once you go effective.
b. Rule 405: The term automatic shelf registration statement means a registration statement filed on Form S-3 ... by a well-known seasoned issuer....
2. Rationale for (a)(1)(x)
a. analysts can provide info for investors.
b. extensive history of SEC filings
c. public available info is incorporated in the price
3. Distinction between form S-3 WKSI and Form S-3 Non-WKSI
a. WKSI issuer: automatic shelf registration statement
1) Note that WKSI is $700m market cap (companies with more than $700m have more analysts)
2) WKSI’s subsidiary may be also WKSI, subject to the parent WKSI’s guarantee and only for non-convertible securities
Rule 405(1)(ii)(A): [WKSI] is an issuer that …. [i]s a majority-owned subsidiary of a parent that is a [WKSI] and, as to the subsidiaries' securities that are being or may be offered on that parent's registration statement … [t]he parent has provided a full and unconditional guarantee … of the payment obligations on the subsidiary's securities and the securities are non-convertible securities, other than common equity
b. non-WKSI: non-automatic shelf
4. Requirements:
a. (a)(2) (two years limit) does not apply to (a)(1)(x) (apply to (a)(1)(viii) or (a)(1)(ix)) (“Securities in paragraph (a)(1)(viii) of this section and securities in paragraph (a)(1)(ix) of this section that are not registered on Form S-3 … may only be registered in an amount which, at the time the registration statement becomes effective, is reasonably expected to be offered and sold within two years from the initial effective date of the registration.”)
b. (a)(3) Issuer must voluntarily agree to undertake updating requirements under 512(a) of Regulation S-K (“The registrant furnishes the undertakings required by item 512(a) of Regulation S-K…”)
c. (a)(4) “at the market” offerings of equity securities only can be made under (a)(1)(x) (as opposed to fixed price). (“In the case of a registration statement pertaining to an at the market offering of equity securities by or on behalf of the registrant, the offering must come within paragraph (a)(1)(x) of this section. As used in this paragraph, the term “at the market offering” means an offering of equity securities into an existing trading market for outstanding shares of the same class at other than a fixed price.”)
d. (a)(5) Time Limit: 3 year time period (3-year re-registration)
· to continue sales under (a)(1)(x), the issuer must file a new reg. statement on Form S-3
· for WKSI, newly filed reg. statement automatically effective under 462(e) (plus it can still offer to sell before new registration under 163 + less complicated contents of reg. statement through incorporation by reference, which makes it less burdensome); for non-WKSI, if non-continuous offering, may continue sell or offer until effective or 180 days after the three years limitation, whichever comes first
· the new registration statement may only include transaction-related info because the issuer may simply refer to info in prior filed documents.( most transaction-related info can be omitted, 430B)
e. (a)(6) Can carry forward unsold securities and filing fees to new registration statement (for non-WKSI) [filing fees are equal to $115.90 per $1 million offering amount]; WKSI: pay-as-you-go basis when actually sell from the shelf, 456(b)
f. **(a)(5) and (a)(6) are different for WKSIWKSI can sell for 3 years, file a new registration statement, then continue selling
5. Hypo: Form S-1 issuer sells equity intermittently over the next year.
a. Rule 415 not applicable because it only applies to Form S-3
6. Hypo: Non-WKSI Form S-3 issuer sells continuously for 4 years. 
a. We’re in (a)(1)(x).  Worry about the 3-year time limit. 
b. So if you are at 2.5 years, you start to prepare the new registration statement. If you time it correctly, then you don’t have to interrupt your sales.
c. 180-day grace period for new registration statement. If it goes beyond 180 days, you have to stop selling.
7. Hypo: WKSI sells intermittently over the next 4 years.
a. We’re in (a)(1)(x). And an automatic shelf registration statement. The WKSI can include a new class of securities even if not listed in original registration statement through an amendment.  Rule 413(b), giving rise to a universal shelf registration statement. An automatic shelf registration statement gets filed and basically says “we the issuer can sell something sometime and will let you know”—the rest is blank.
1) Rule 462(e) Effective date is immediate. As long as your attorney files the new reg statement, no waiting period. You’re in post-effective right away.

	
	Non-Automatic Shelf
	Automatic Shelf (WKSI – Rule 405)

	New Classes of Securities
	
	Include new classes through post-effective amendment (automatically effective) (Rule 413(b))

	Re-Registration
	Every 3 years (Rule 415(a)(5))
	Every 3 years (Rule 415(a)(5))

	Effective Date
	Not immediate from filling
Rule 415(a)(5)(iii) – For non-continuous offering: securities covered by a prior registration statement may continue to be offered and sold until earlier of effective date of new registration statement or 180 days
	Effective upon filing (Rule 462(e): Rule 415(a)(5)) [Note interaction w/Rule 163 – no waiting period so only care about Pre-Filling Period]

	Filing Fees + Unsold Sec (Rule 415(a)(6))
	Carry forward of unsold secs and filing fees
	Carry fwd of unsold sec: pay-as-you-go filing fee (Rule 456(b))



d. Base Prospectus, 430B
i. General requirement
1. 430B(a), may omit “unknown or not reasonably available to the issuer pursuant to 409. 
2. For WKSI and non-WKSI, both can omit: price and plan of distribution are not known
3. For WKSI, may further omit details, such as specific securities will sell, another affiliated issuer, even if it knows.
4. Not transaction related info, but company info
ii. 430B(c): Base prospectus under 430B qualifies as a §10 prospectus for purpose of §5(b)(1).
iii. 430B(c): But: it does not satisfy §5(b)(2) or §2(a)(10)(a)(traditional free writing). So when engage in traditional free writing, must add the previously omitted info to the 430B prospectus (by supplement) to qualify as a §10a prosp. (It triggers Rule 424(b)(2)) - 424(b)(2) is a key provision

e. Shelf Updating
i. Note: there’s a difference between non-shelf registration statement and shelf registration statement. 
1. Non-Shelf: this is like our prospectus drafting exercise/WebSale
2. Shelf: Gets a lot more complicated. The registration statement is no longer 1 document.  The registration statement is an abstract concept. It’s an aggregate of several different documents.
a. Ex: Countrywide. With a ton of subsidiaries. Countrywide guarantees the debt of each of its subs. So each is a WKSI.
1) Form S-3 incorporates info by reference.
2) 424(b)(5) prospectus supplement covers Countrywide Capital 5 and Countrywide Financial Corp
1. When you actually sell has all transaction-related info: price, underwriter, securities
ii. How does shelf updating matter?
1. It’s much more crucial than non-shelf because shelf can be going on for years.
iii. 3 ways to update the registration statement:
1. Amendment to registration statement
2. Rule 424(b) filing
3. Incorporation by reference from SEC filing (Form 10-K) (if Form S-3)
4. But we don’t have to distinguish, the effective date is different but will not be tested.
iv. Item 512(a)(1) (first source for updating Registration Statements obligation)
1. You have to update the registration statement if:
a. (a)(1)(i) if you update a §10(a)(3) prospectus, you also have to update registration statement, filing that prospectus as the amendment. (§10(a)(3): after 9 months from the effective date the issuer must update any info more than 16 months)
b. (a)(1)(ii) updating both prospectus and registration statement any changes which gives rise, individually are in the aggregate, which represent a fundamental change
1) fundamental > material
2) But no guidance of what is fundamental. In late ‘90s proposed Form 8-K factors but wasn’t adopted.
c. (a)(1)(iii) any material info with respect to the plan of distribution not previously disclosed in reg. statement (like change in underwriter, underwriter’s discount)(whether such info previously omitted or materially changed)
d. This is on top of the background updating duties of 424(b)(3)
v. Rule 424(b)(2), (second source for updating Reg. Statements obligation)
1. Rule 424(b)(2), a form of prospectus that is used in connection with a primary offering of securities pursuant to Rule 415(a)(1)(x) [and] disclosed information previously omitted from the prospectus filed as part of an effective registration statement in reliance on Rule 430B, shall be filed no later than the second business day following the earlier of the date of the determination of the offering price or the date it is first used after effectiveness in connection with a public offering or sales. 
2. Why it will be used: 430B prospectus satisfies §5(b)(1), but does not satisfy §5(b)(2) (delivery of security, especially for debt) or §2(a)(10)(a)(traditional free writing) (Rule 430B(c)). So when engage in traditional free writing, must add the previously omitted info to the 430B prospectus (by supplement) to qualify as a §10(a) prospectus Or when delivering securities, omitted information must be used.
3. Why it will be used: still required, Interaction with Rule 172, access = delivery?
a. Initially file in Feb 2010.  Have a base prospectus that leaves out transactional info. Say lead underwriter starts sales in Sep 2010. And lead underwriter sends a written confirmation of sales, or a prospectus. You have a Rule 430B base prospectus. Can I use 172 and who makes use of 172?
1) The written confirmation of sales is a prospectus.
2) What’s the prospectus delivery time period for a WKSI?
1. 174(b) says that for Exch Act reporting issuer then the time period is 0 days. But that’s only for those no longer participating as an underwriter in an unsold allotment.
3) because 172(c)(3) requires a 10(a) prospectus and rule 430B is not a 10(a) prospectus, either comply with 172(c)(3) or, issuer can make a good faith and reasonable effort under Rule 424.
vi. The last updating thing is the 430B base prospectus
1. How is this different from 512(a) fundamental change?
a. 512(a) deals with info in the prospectus that was true at one point but is no longer true.
b. This is about omitted information.
1) Why would you omit? You’re omitting transaction-specific information—price, amount, security, underwriter, underwriter’s discount, etc.
2) You want to omit because the market price may change
3) Once you have found the underwriter you have 2 duties:
1. 512(a)(1)(iii) duty.
2. You also have a 424(b)(3) duty.(substantive)
4) But they aren’t always overlapping. Say you switch from Goldman Sachs to Morgan Stanley.
1. Then you only have 512(a)(1)(iii) duty.
2. It gets even better for a WKSI (Automatic Shelf). Of course you can also omit stuff that is not known.  But for a WKSI even if it is known, you may omit certain information. 
a. whether it’s primary offering or on behalf of insiders or private placement owners, plan of distribution, description of securities.
b. Only thing you need to disclose is if you know the name of the class.
c. [other company]
3. So 430B is much broader than 430A.
4. Interaction with Rule 172, access = delivery?
a. What gives rise to the need to update the base prospectus? If I’m updating the prospectus, I know I need to update the reg statement.
b. Why would I update the prospectus? Why would I use something other than the base prospectus?
1) 430B(c): Meets the requirements of §10 for purposes of 5(b)(1).
2) Why do we care? Bc then when the underwriter mails out the prospectus then it is a prospectus.
3) So 430B tells us that it is a 5(b)(1) prospectus. So I can transmit the base prospectus itself not with anything else.
4) So for 5(a)(2) and 2(a)(10)(a) [traditional free writing], then the base prospectus doesn’t count as a form of the 10(a). If you want to be under 172, you need a 10(a).
c. What does this mean? Go back to updating. 
1) If you’ve updated under 10(a)(3). Prospectus contains old info and you’ve updated. (i) says you also have to update reg statement.
2) If there’s a fundamental change in prospectus, you need to update the reg statement.
3) Now what about omitted info? I want to transmit a glossy brochure 1 week into the takedown. Can I staple a 430B to the brochure? No bc I need a 10a.
5. Rule 174 (c)
“Where a registration statement relates to offerings to be made from time to time no prospectus need be delivered after the expiration of the initial prospectus delivery period specified in section 4(3) of the Act following the first bona fide offering of securities under such registration statement.” 
- Recall that Rule 174 only modifies the 40- and 90-day prospectus delivery time periods as determined using Section 4(a)(3). Rule 174 does not help underwriters still acting as underwriters or dealers still selling an unsold allotment. 

	Statutory Prospectus Requirement
	Forms of the Prospectus (discussed in our class)

	§5(b)(1)
	Rule 430A Prospectus
Rule 430B Prospectus
Rule 431 Summary Prospectus
Rule 433 Free Writing Prospectus
§ule 433 Free Wri

	§5(b)(2)
Prospectus Delivery
	§10(a) Final Prospectus

	§2(a)(10)(a) 
Traditional Free Writing
	§10(a) Final Prospectus


	Rule 172
Access-Equals-Delivery
	§10(a) Final Prospectus (but see Rule 172(3)’s reference to Rule 424 and good faith and reasonable effort)
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Secs Act §11 and §12 Anti-Fraud Liability
I. Basics:
a. § 11 focuses on accuracy in registration statement
b. § 12(a)(2) focuses on accuracy in prospectus
c. § 12(a)(1) focuses on process (violation of §5 gives crush-out liability)
II. Section 11 Liability
a. Basics:
i. §11(a) In case any part of the registration statement, when such part became effective, contained an untrue statement of a material fact or omitted to state a material fact required to be stated therein or necessary to make the statement therein misleading, any person acquiring such security (unless it is proved that at the time of such acquisition he knew of such untruth or omission) may, either at law or in equity, in any court of competent jurisdiction sue …
1. Only for the part of registration statement (different part may have different effective date) in question
2. Specific security of specific registration statement
3. Powerful when applies but limited application (due to its tracing concept: IPO of shares/debts)
4. Limit to just initial buyers? No, any person, flip immediately, first investor zero damages (strong policy argument) 
5. How long does it go for? Tracing (see below: pcOrder)
ii. Registration statement liability “when such part became effective, contained an untrue statement of material fact or omitted to state a material fact”
1. Rule 10b-5 liability is also available for fraud in registration statement, but not as powerful as §11
iii. Assess registration at effective date of registration (but remember the effective date can change with amendments!)
1. One consideration with amending the registration statement is increased antifraud liability exposure
a. [bookmark: OLE_LINK8][bookmark: OLE_LINK9]Information is included in the registration statement and comes under §11 
b. Resets the effective date. Info that was accurate at an earlier effective date may face §11 liability if no longer accurate as of the new effective date
2. Rule10b-5 is broader, the info can be across the time, not limited to the effective date.
iv. Extremely powerful cause of action because it will survive a motion to dismiss relatively easily.
1. Unlike Rule 10b-5 where you had to plead state of mind with particularity (see below: Omnicare)
v. Limited by tracing requirement
1. Curtails liability for WKSI or companies already in secondary market doing seasoned public offering
vi. Defenses
1. Due diligence (§11(b)(3)); Whistle blower (§11(b)(1))
2. Demonstrate the P has actual knowledge of misstatement or fraud
a. Market knew the fraud so it was incorporated into the price
b. Gives defendant incentive to disclose problems
vii. Must file suit within S/L imposed by §13: 1 yr from when plaintiff discovered or should have discovered the fraud and not more than 3 years from public sale
viii. No pleading w/particularity but other PSLRA does apply (including forward-looking safe harbors but not for IPOs
ix. There’s very little law on what is a reasonable investigation and what are reasonable and actual beliefs. Typically all these cases settle bf a judge can say anything (before summary judgment stage)
b. Tracing Requirement
i. Only “any person acquiring” securities may sueTracing Requirement
1. Rule 10b-5 available for purchaser and seller, no seller under §11
ii. Krim v. pcOrder.com, 402 F.3d 489 (5th Cir 2005): 
1. Facts: pcOrder did an IPO and later on had secondary public offering. 2 vintages of shares. Burke and another investor bought securities through secondary market transaction (broker who got it form market maker). They didn’t have share certificates, because those are in Depository Trust Corp. He owned 3000 shares but didn’t know which vintages they’re from. The registration statement in question was the one from the secondary public offering.
2. Tracing Doctrine says that only those purchasers who have shares that can be traced to the registration statement that is fraudulent have standing to sue.
a. Burke’s experts showed that there was almost a 100% chance that at least one of his shares came close to the IPO.
b. Still, court said that you can’t rely on “mere probability” to show tracing. 
c. Hard to trace after some other non-public offering
iii. As a result of tracing doctrine, §11 is less useful than it would otherwise be. It is applicable to:
1. Debt securities (because they are typically transmitted upon sale)
2. IPO (only been one issuing)
a. note: for resales of private placement stock, tracing maybe an issue.
b. Insiders not to sell immediately after IPO
3. Initial buyers, Investors buying directly from underwriter in seasoned public offering (underwriter has to send notice under 173, the notice to prove that the sale was made pursuant to a registration statement)
4. But of course the most important is the IPO, target of §11
iv. Does tracing make sense?
1. Fraud affects all investors, no matter which registration statement it’s in. 
2. But one justification is that IPOs pose the greatest dangers to investors. 
a. Makes sense for §11, which is so powerful, to be contained
b. Rule 10b-5 is always available when §11 is not
v. §11(g): in no case shall the amount recoverable under this section exceed the price at which the security was offered to the public
c. Opinion
i. Under §11, defendants cannot seek dismissal based on state of mind related of pleadings or lack thereof.  (Unlike Rule 10b-5 where you had to plead state of mind with particularity)
What must a plaintiff plead under §11 with respect to an opinion?
ii. Omnicare, Inc. v. Laborers Dist. Council Constr. Indus. Pension Fund, 135 S. Ct. 1318 (2015)
1. Facts: Omnicare filed a registration statement in connection with a public offering of common stock.  In that registration statement, O’s opinion that it was in compliance with federal and state laws.  Later, the government alleged that O was receiving illegal kickbacks.
Investor (pension fund) who purchased O’s stock sued O under §11, alleging that O’s legal compliance statements constituted “untrue statement[s] of . . . material fact” and that O “omitted to state [material] facts necessary” to make those statements not misleading.
2. Issue: What should be pled under §11 with respect to an opinion?
3. Holding: A statement of opinion does not constitute an “untrue statement of . . . fact” even if the stated opinion ultimately proves incorrect.  
An issuer's opinion may fairly imply facts about the inquiry the issuer conducted or the knowledge it had. And if the real facts are otherwise, but not provided, the opinion statement will mislead by omission.
4. Comments: compare this case with Virginia Bankshares, which is also about opinion but the claim was made under Rule 10b-5.  
a. 
d. Defendants
i. Listed as potential defendants:
1. Those who signed registration statement (§11(a)(1)), including the issuer, CEO, CFO, and others (§6(a))
2. Directors (§11(a)(2),(3))
a. directors at the time of filing, and
b. those named in the registration statement as being or about to become directors
c. no distinction between inside and outside directors, and also independent directors
d. no distinction based on the length of time as a director
3. Experts who prepared or certified part of the registration statement (§11(a)(4) (auditors)
a. liable only for the part they certify
4. Underwriters (§11(a)(5)) (non-expert)
a. broad definition, including investment banks and also small broker-dealers.
b. here, mainly focus on investment banks.
5. Controlling persons of any of the above (§15)
a. Normally parent-sub
b. defense special for controlling person: no knowledge or…
ii. Escott v. BarChris Construction Corp., 283 F.Supp. 643 (SDNY 1968): 
1. Insiders:
	Name
	Position
	Liability

	Russo
	CEO, Director
	11(a)(1)&(2); 6(a)

	Vitolo
	Officer & Director
	11(a)(1)&(2); 6(a)

	Pugliese
	Officer & Director
	11(a)(1)&(2); 6(a)

	Kircher
	Treasurer, CFO, Director
	11(a)(1)&(2); 6(a)

	Birnbaum
	Secretary, Inside Counsel & Director
	11(a)(2)



2. Outsiders:
	Name
	Position
	Liability

	Auslander (bank customer)
	Outside Director
	11(a)(1)&(2), 6(a)

	Grant
	Outside Counsel & Director
	11(a)(1)&(2), 6(a)

	Drexel Birnbaum
	Managing Underwriters
	11(a)(5)

	Coleman
	Underwriter & Director
	11(a)(2)

	Peat Marwick
	Auditors
	11(a)(4)



iii. Who is missing from this list of defendants?
1. The issuer. But remember §6 requires the issuer to sign, which is usually the CEO on the issuer’s behalf
iv. Experts (§11(a)(4)):
1. Attorneys (e.g Grant) aren’t experts in regards to the entire registration statement. But they are in regards to attorney’s statement that these shares are authorized under state law. 
v. Aiding and Abetting (for underwriter)
1. Although Central Bank of Denver rejected aiding and abetting for Rule 10b-5 liability partially on the basis of the fact that §11 didn’t include it, it does kind of include the idea in the list of defendants: There’s no requirement that the defendant made a statement. 
2. An underwriter is clearly liable under §11(a)(5), although underwriter’s liability is tenuous under Rule 10b-5. (test under Rule 10b-5: who has the ultimate authority)
vi. Problems:
1. Take a large company like GM, in which there are a ton of executives. §11 is problematic because it doesn’t distinguish liability among employees based on the type of company. The CEO, CFO, COO can’t control everything in a very large company like this. 
2. If the company is larger, maybe we should go lower in the hierarchy for liability (for example, if GM Asia-Pacific overstates its income, the head of GM Asia-Pacific has more power to avoid this situation than CEO, but the head will not be sued based on §11)
3. Anyone should be liable for the business union? Limited ability to avoid liability, lack of control. Only the very top
e. Elements of the cause of action:
i. Elements
1. plaintiffs’ only burden of proof is to show a material misstatement or omission
a. regarding what is in the registration statement as of the effective date
2. NO scienter (strict liability) (but the defendants have the due diligence defense)
3. NO reliance (until 1 year earning statement)
a. If issuer makes a public earnings statement covering a period of at least 12 months beginning after the effective date of the registration statement, plaintiff must demonstrate reliance §11(a)[without proof of the reading of registration statement][in practice, difficult to prove standing after 12 months]
4. damages limited to offering price
ii. [bookmark: OLE_LINK29][bookmark: OLE_LINK30]NO loss causation (but it is an affirmative defense to show no causation §11(e)[defendant to show defense, plaintiff to rebut] comparing to §10b-5
1. scienter requirement of Rule 10b-5: particularity info.
2. reliance requirement of Rule 10b-5: difficult to prove particularity. Even if under fraud on the market theory, IPO issuers may not have sufficient liquidity market to justify this theory.
3. So §11 is more powerful. Easier to survive motion to dismiss and have a settlement (Rule 10b-5 easily gets into the court but it does not easily survive)
iii. Private Securities Litigation Reform Act (PSLRA)
1. Key provision that does not apply:
a. Pleading scienter with particularity
2. Key provisions that do apply:
a. discovery stay 
b. forward-looking safe harbor (but not for IPOs) 
c. lead plaintiff provision 
d. proportionate liability for outside directors only 
e. mandatory sanctions for frivolous suits
f. judicial review of attorney fees for reasonableness 
f. Due Diligence Defense
i. § 11(b): “[N]o person, other than the issuer, shall be liable as provided therein who shall sustain the burden of proof – 
(3) that (A) as regards any [non-expertised] part of the registration statement…, he had, after reasonable investigation, reasonable ground to believe and did believe, at the time such part of the registration statement became effective, that statements therein were true and that there was no omission to state a material fact required to be stated therein or necessary to make the statements therein not misleading…”
ii. Three characters of the defense:
1. Reasonable investigation
2. Reasonable ground to believe (objective)
3. Actually believed (subjective)
iii. How to distinguish expertised v. non-expertised? 
1. Expertised: audited financial statements, exhibits such as geologist’s report, attorney’s statement that these shares are authorized under state law.
2. Everything else is non-expertised.

	
	Expertised
	Non-Expertised

	Experts
	-Reasonable investigation
-Reasonable and actual belief in statements
-§11(b)(3)(B)
	N/A
11(a)(4)

	Non-Experts
	-No investigation
-Reasonable and actual belief in statements
-§11(b)(3)(C)
	-Reasonable investigation
-Reasonable and actual belief in statements
-§11(b)(3)(A)


If attorneys are expert, others do not need to investigate
iv. Two forms:
· Issuer is excluded from due diligence defense!
· Expert to non-expertised part, no liability.
1. Expert and expertised sections §11(b)(3)(B)
Non-experts w/respect to non-expertised section §11(b)(3)(A)
a. Reasonable investigation 
b. Reasonable belief 
c. Actual belief
2. Non-Experts w/respect to expertised section (“reliance defense”). §11(b)(3)(C)
a. Reasonable belief in truth
b.  actual belief
i. Non-expert is entitled to rely on investigation of expert
ii. But see WorldCom
v. Standard for determining “reasonable investigation and reasonable belief” is the standard of reasonableness required of a prudent man in the management of his own property (§11(c))
1. Not clear enough.
vi. Escott v. Barchris Construction Corp., 283 F.Supp. 643 (SDNY 1968): 
1. Facts: Barchris builds bowling alleys and sells them. Purchasers don’t buy for cash, but give Barchris an IOU (promissory note). Barchris sells the notes to Talcott (the factor) for a discount and guarantees the value of note. They made material misstatements in their registration statements (said they sold alleys that weren’t sold (overstate their sale), said they guaranteed 25% of note, but guaranteed 100%, etc).
2. Issue: Reliance defense as to audited financials? Due diligence defense with regard to stuff outside the audited financials?
3. Insiders:
	
	Due Diligence?
	Reliance?

	Russo, CEO & Dir
	NO
	NO

	Vitolo, Officer & Dir
	NO
	NO

	Pugliese, Officer & Dir
	NO
	NO

	Kircher, CFO & Dir
	NO
	NO

	Birnbaum, Secr, Inside Counsel & Dir
	NO
	YES



4. Outsiders:
	
	Due Diligence?
	Reliance?

	Auslander, Outside Dir
	NO
	YES

	Grant, Outside Counsel & Dir
	NO
	YES

	Drexel Birnbaum, Managing Underwriters
	NO
	YES

	Peat Marwick, Auditors
	NO
	



5. Much of the value of this case in the court’s tone and attitude toward the defendants.
a. Russo & Kircher: The court didn’t assess reasonable investigation or reasonable belief. There’s a credibility issuer here because if you are the CEO or CFO how could you say you didn’t know? Do not meet “actual knowledge” requirement.
b. Birnbaum: Unlike Russo & Kircher, not at the center. The court treats him differently. It’s probably he has no actual knowledge so he’s entitled to rely.
i. Notice the court didn’t devote much to the reliance defense. Seems to be that as long as you’re not one of the core employees, you can get the reliance defense.
c. Grant: Outside counsel and director. Maybe he has to do more than others since he drafted the registration statement.
6. What’s the requirement for reliance? 
a. Not to re-audit the firm. 
b. But an oral representation is not enough.
c. Must verify the info that company gave you using written documentation.
d. Unclear what’s required so err on the side of doing more.
7. Several important lessons from this case
a. top executive officers will have a particularly hard time showing reasonable belief given their central position, making it difficult for them to meet either of the two types of DD defense. 
b. simply relying on the oral representation of top officers is not a reasonable investigation.
c. defendant need not perform a full audit to meet the DD defense.
d. at a minimum, reasonable investigation requires looking at easily verifiable information found in written documents (minutes, contracts and so on).
e. whether the director read reg. statement or not, or whether he understood it or not is irrelevant.
f. a prudent man would not act in an important matter without any knowledge of the relevant facts, in sole reliance on representations of others. (the outside director Auslander signed the reg. statement without knowing it is registration statement)
vii. Rule 176
1. In determining whether or not the conduct of a person constitutes a reasonable investigation or a reasonable ground for belief ..., relevant circumstances include ...
a. (c) – (e) [Identity of the defendant]....  
b. (f) Reasonable reliance on officers, employees, and others ...;  
c. (g) When the person is an underwriter, the type of underwriting arrangement, the role of the particular person as an underwriter and the availability of information with respect to the registration; and  
d. (h) Whether, with respect to a fact or document incorporated by reference, the particular person had any responsibility for the fact or document at the time of the filing from which it was incorporated.
2. Rule 176 is not what you need to do, but when you should do more.
viii. After Escott v. Barchris there’s an industry best practice of continuous due diligence for large companies that release lots of info into the market place.
1. Problem for shelf registration issuer
a. For shelf takedowns info is disaggregated and the takedown can occur rapidly, there’s much more time pressure. 
b. Typically, the underwriters are brought in after competitive bidding relatively close to the actual shelf takedown. So due diligence is difficult for underwriters.
2. Pre-Worldcom industry solution: Continuous due diligence, relied on some assumptions:
a. Shelf is special – time crunch
b. typically WKSI type issuers, issuer is “investment grade”
c. Reliance on auditor comfort letter
d. Reliance on CFO oral representations
e. Underwriter’s counsel staying the same for a particular issuer (designated underwriter’s counsel)
f. Periodic due diligence sessions (conference calls w/management)
g. Long-term relationship between underwriter and issuer across multiple deals
h. Review of public SEC filings of issuer
i. Consultation w/internal analysts within underwriter
3. Create a “reservoir of knowledge” so that due diligence won’t take so much time.
ix. In re WorldCom Inc. Securities Litigation, 346 F.Supp. 2d 628 (SDNY 2004): 
1. Facts: Shelf-registered debenture offerings. Misrepresentations inside the financials—line expenses, which are cost that WorldCom has to pay to gain access to other co’s phone lines. Accounting fraud – divided $3.8b cost from 2001 over time (capitalized line expense). You can’t capitalize anything that doesn’t have value beyond this year. The issue in this particular case isn’t the CEO or CFO but the underwriters. Alleged damages something like $16b.
2. Holding: Although Barchris says that you can rely on expertised section, reliance must be reasonable. If there is a “red flag” it’s not reasonable to rely. where “red flag” regarding the reliability of an audited financial statement emerge, mere reliance on an audit will not be sufficient to ward off liability”.  
3. Red flag: any info that “strips a defendant of his confidence in the accuracy of those potions of a registration statement premised on audited financial statements is a red flag, whether or not it relates to accounting fraud or an audit failure….”
4. The red flag here is the E/R ratio, line costs to revenue of WorldCom compared to that of other companies. Ct says that WorldCom’s low E/R ratio is a red flag.
a. But actually it doesn’t look that suspicious: WorldCom – 43%, AT&T – 46.8%, Sprint 54.2%. This doesn’t seem so suspiciously low.
b. Note that no one in the marketplace saw this as a red flag at all!
c. Maybe the court is basically just trying to get past summary judgment stage and on to trial.
d. Another thing going on in the background is that underwriters had some knowledge
5. WorldCom changes the way everyone looks at the reliance defense, which made people think you need a hugely obvious smoking gun red flag.
a. Court didn’t just accept industry practice
b. Basically, court saying you should slow down the process.
c. Problem is there is a business cost to slowing down the process
6. What should underwriters do to satisfy the due diligence defense for non-expertised sections of the registration statement?
a. Unclear. But the following things are not enough:
i. Relying on a comfort letter alone (comfort letter is non-expertised)
ii. Limited number of conversations with the issuer or its auditor
iii. Cursory nature of the inquiries
iv. Failure to go behind any of the almost formulaic answers given to questions
v. Failure to inquire into issues of particular prominence in the underwriter defendants’ own internal evaluations of the financial condition of the issuer or in the financial press.
7. Reasoning in WorldCom
a. For expertised part
i. red flags give rise to a duty to investigate, so reliance on the auditors was insufficient.
ii. public availability of E/R ratio does not negate the red flag.
b. For non-expertised part
i. in assessing the reasonableness of the investigation, the receipt of the comfort letters will be important evidence, but it is insufficient by itself to establish the defense.
ii. an underwriter must conduct a reasonable investigation to prevail on the due diligence defense, even if it appears that such an investigation would have proven futile in uncovering the fraud.
iii. underwriters perform different function from auditors, they have special access to info about an issuer.
iv. if red flags arise from a reasonable investigation, underwriters will have to make sufficient inquiry to satisfy themselves as to the accuracy of the financial statements, and if unsatisfied, they must demand disclosure, withdraw or bear the risk of liability.
v. 
x. Summary of Due Diligence: 
1. Are we talking about an expertised or non-expertised section?
2. Is the defendant an expert or non-expert?
3. Key components:
a. reasonable expectation
b. reasonable belief
c. actual belief
4. WorldCom: “reservoir of knowledge” from continuous due diligence is not enough.
5. What is enough? Unclear. You have to do more. How much more? Uncertain. You just have to do more.
g. Damages under §11
i. § 11(e) provides measure of damages (see the ppt) and gives a formula: “Provided, that if the defendant proves that any portion or all of such damages represents other than the depreciation in value of such security resulting from such part of the registration statement, with respect to which his liability is asserted, … such portion of or all such damages shall not be recoverable.”
ii. Offer price capped by actual damages (11(g))
1. In no case shall the amount recoverable under this section exceed the price at which the security was offered to the public
2. [image: ](if offer price is $90 and you paid $100, you only get $90)
3. Note:
a. value at suit filing: typically is the market price of the company. May argue the market price is undervalued because of panic selling.  In Hypo 4, Rosita’s damage is also 1000, since aftermarket transaction between Bird and Rosita is not relevant to the wrongdoing of the company
b. as to the resale after suit filing, it should be before judgment.
c. “no lower than value at suit filing”, e.g. hypo 5, s4, Bird 100 shares, offering price $20, value at suit filing is $10m sold after filing for $5, Bird’s damage is (20-10)X100=1000 We cannot increase damages after the filing of lawsuit (since market price reflects the effect of the lawsuit itself and the price goes down), but the decrease of damages is justified since 
iii. 11(f)(optional): Joint and several liability, with caps for some defendants:
1. 11(e): underwriter’s liability is capped at the total price they underwritten and distributed 
2. 11(f)(2) references 21D(f). Outside directors are proportionately liable if they did not know of violation
iv. 11(e) also provides affirmative “negative causation” defense
1. Allows defendant to reduce their liability if they can prove that the depreciation of the stock’s value resulted from factors other than the misstatement in their registration statement. e.g. when the price goes up after filing suit, the total damages may exceed the difference between offering price and market value
h. Loss Causation under §11(e)
i. Comes in 2 ways:
1. Damages formula
2. Loss causation defense.
ii. “Value” 
1. **On exam, SC will tell us value. Just be aware that it’s arguable. 
a. And “panic selling” is often used as argument.
2. Beecher v. Able (SDNY 1975): Court found that Douglas Aircraft Co sold convertible debt under materially false prospectus. How should the court determine the value of the shares?
a. The shares were actually undervalued on the day the complaint was filed. 
i. panic selling
ii. backlog of unfilled orders which would generate future profits
iii. continuing credit from banks
b. As a defendant, you want the line to be smaller.
c. Remember that as a plaintiff, you can make the line bigger than the formula, but want to make as much as possible due to the fraud.
d. [image: ]asymmetry
i. Summary: 
i. Critical issue for plaintiff class:
1. Tracing (standing)
2. Litigation points for issuer:
a. Materiality
b. Loss Causation
3. For secondary defendants:
a. Due Diligence
b. Proportional Liability
Bring 11 and 10b5 at the same time.
Rule 10b-5, no tracing, damage calculation
III. § 12 (a)(1) Crush Out Liability
a. Any person who—
(1) offers or sells a security in violation of §5…
shall be liable to the person purchasing such security from him … to recover the consideration paid for such security with interest thereon, less the amount of any income received thereon, upon the tender of such security, or for any damages if he no longer owns the security. 
i. Only need to prove violation of §5, no requirement for misstatement or omission, scienter, reliance and causation.
ii. Remedy: rescission or rescissionary damages
iii. Thus the questions of who has standing to sue and who can be defendants are interconnected: 
1. Standing: you purchased a security offered or sold in violation of §5
2. Defendant: you offered or sold to the purchaser 
b. Defendants: 
i. Any person who offers and sells in violation of §5
ii. Pinter v. Dahl, 486 U.S. 622 (1988): 
1. Facts: Pinter, an oil and gas producer, sold unregistered securities to Dahl. Dahl not only invested but told other investors about the venture and assisted the investors in completing the subscription-agreement form. Dahl received no commission from Pinter for assisting these sales of securities. Pinter’s business failed. As the other investors claimed against Pinter, Pinter counterclaimed against Dahl, contending that Dahl was a statutory seller under §12(a)(1) and thus liable in contribution to Pinter for the claims of other investors.
2. Issue: Who is a “seller” for purposes of §12(a)(1)? Specifically, is Dahl a statutory seller?
3. Holding: Anyone who sells (passes title) or successfully solicits purchasers is a seller. Specifically, the statutory seller include: 1) those who are in contractual privity and pass title or other interest of security to the purchaser, and 2) those who solicit offers to buy for value.
a. buy for value means “at least in part by a desire to serve his own financial interests or those of the securities owners”
4. Reasoning: 
a. the language of 12(a)(1): impose liability on the owner who passed the title, or other interest in the security, to the buyer for value. Dahl is not a seller in this sense.
b. §2(a)(3) defines “sell” and “offer.” “Offer” includes “solicitation of an offer to buy”. Thus, brings an individual who engages in solicitation within the scope of §12.
c. However, §12(a)(1) provides that only a defendant “from” whom the plaintiff “purchased” securities may be liable. This requirement does not exclude solicitation.
i. A “natural reading” of statute thus includes “at least some persons who urged the buyer to purchase”
1. Serves statute’s purpose, because “the solicitation of a buyer is the most critical stage of the selling transaction. It is the first stage of a traditional securities sale to involve the buyer, and it is directed at producing the sale”
2. Brokers and solicitors “are well positioned to control the flow of info to a potential purchaser”
3. So we may infer that Congress intended solicitation to fall under §12(a)(1).
d. But the liability only limited to the person who successfully solicits the purchase, motivated at least in part by a desire to serve his own financial interests or those of the securities owner.
i. those who “gratuitously urge[]” sale aren’t liable
e. Rejects substantial factor test used by some circuits because not grounded in statutory language, could be over-inclusive (the test: participation is a substantial factor in causing the transaction to take place)
f. Here remands because no knowing whether Dahl’s solicitations is in order to further some financial interest of his own or of Pinter.
iii. Hypo 7, class 16, Kermit cannot sue Interphone because he does not privity (provided interphone did not solicit Kermit)
iv. The footprint of liability:
Example: if the issuer sold to underwriter who sold to an investor 1, and investor 1 sold to investor 2, and investor 3 sold to investor 3. Only Investor 1 can sue the underwriter in privity.  (As violation of §5(b) triggers this §12(a)(1) liability, and §5 is exempted for secondary market, investors 2 and 3 are not covered) Cannot generally sue the issuer (unless Item 512(a)(6) or Rule 159A applies (where there is undertaking under shelf registration)) 
(On the other hand, in case of §11 liability, assuming tracing, all three investors are potentially plaintiffs)
v. Hypo 8, class 16:
1. if the price goes up, Bird has remedy but she may not want to do that. She may want to do so when the price goes down.
2. Rosita can bring the suit because she is in the same transaction. 
3. Kermit (assuming he was not solicited) cannot bring lawsuit. (4(a)(1)) Bird may bring the lawsuit against Sparrow and she can get rescissionary damages (10 = 20-10). Sparrow (though it is their fault) can get rescissionary damages (18.6- 10 (he returns 10 back))
vi. Compare to Rule 10b-5?
1. secondary liability comparison
	Rule 10b-5
	§11
	§12(a)(1)

	Central Bank; Stoneridge
	11a 
	Pinter

	Focus on “primary violator”
	list of defendants
- Issuer
- Top officers
- Directors
- Experts (Auditor)
- Underwriters
	Privity; solicitations

	aiding and abetting only for SEC
	
	Rule 159A
Item 512a6



2. In Central Bank, J. Kennedy said that there’s no aiding and abetting in §11 or §12(a)(2). And although the phrase isn’t in §11, underwriters are listed defendants and here in §12(a)(2) solicitations are listed. 
3. So the concept of secondary liability is really still involved.
c. Standing: 
i. §12(a)(1) cuts off secondary market purchasers!
1. Hypo: Bert sold Interphone stock to Kermit. Bert can sue Interphone. 
a. Kermit can sue no one
i. Cannot sue underwriter or issuer since not in privity (and assuming no solicitations).
ii. Cannot sue other secondary market investors because there’s no issuer, underwriter, or dealer in this transaction, so §4(a)(1) exempts it from §5.
b. Bert can sue the underwriter in privity. Cannot generally sue the issuer (unless Item 512(a)(6) or Rule 159A applies)
2. Compare to §11, where every investor in the secondary market can sue, so long as there is tracing.
3. Generally, for §12(a)(1), only the first investor can sue
d. NO DEFENSES
i. §13 imposes S/L  of 1 year from discovery and 3 years from sale
1. no defense even if price drop due to other reasons
e. Damages
i. Rescission (upon tender of the security)
1. Consideration (+interest) – Income Received
2. Generally rescission means you get your money back.
3. You also get opportunity cost of your money (interest), but we’re not focusing on adjustments.
ii. Rescissionary Measure (if sold security)
1. [bookmark: OLE_LINK33][bookmark: OLE_LINK34]Consideration (+interest) – Amount Realized – Income Received
iii. No loss causation defense.
1. Rationale: Fewer court errors because there’s a bright line between whether there was a §5 violation or not, as opposed to determining materiality under §11.
2. But this rationale is flawed because there is still uncertainty here: figuring out who is a “seller” can be difficult
iv. Hypos:
1. During an IPO, issuer forgets to send a §10 prospectus with §2(a)(10)(a) free writing to one of many investors. Can one of the investors who did get the §10 prospectus sue?
a. Yes. Integration because §5 is about regulating the transaction (integration doctrine – underwriters in firm commitment offering  Even if violation of §5 occurs as to one of the investors, all investors may sue).
b. (This is why access equals delivery is a safe harbor—can’t control a mail room problem.)
c. Rule 172(c)(3) forgivenessreasonable, good faith effort to include.
2. Interphone did firm commitment with Sparrow. Bird bought from Sparrow in the public offering for $20. Kermit bought from Bird for $10.
a. Can Kermit sue?
i. Assuming so solicitation of K by Sparrow, then NO. The only person K could have sued is B, but B’s another investor so excluded.
ii. B can get rescissionary damages.
iii. Sparrow pays B $10 + $10 she got from K = made whole
iv. Then Sparrow brings separate suit against Interphone: S bought at 18.60 and sold at 20, but had to pay $10 back. They get 8.60 from I.
f. Summary
i. Any violation of §5 actionable
ii. Strict liability
iii. No loss causation defense
iv. Defendant must be a “seller”
1. Passing title
2. Soliciting investment for defendant’s or issuer’s benefit
IV. § 12 (a)(2) Liability (optional)
a. Focuses on material misstatement or omissions in prospectuses and oral communications (that relate to prospectus). 
i. Whenever sales are being used (prospectus time delivery window). then you are exposed to §12(a)(2) updating liability
ii. “Any person who …
offers or sells a security…by means of a prospectus or oral communication, which contains an untrue statement of material fact…(the purchaser not knowing the untruth or omission)
b. Standing: Plaintiff must have purchased from statutory defendant
i. Rule 159A: if issuer sells through a firm commitment public offering, buyers can sue issuer, even though not in privity with issuer (bought from underwriter)
1. Restricted to purchasers of “initial distribution”
c. Elements: 
i. About material misstatement or omission in the prospectus
ii. No scienter requirement
1. Defenses:
a. Reasonable care – most courts define the same as due diligence
b. Loss Causation
iii. No need to show reliance
iv. Causation:
1. Sanders – concept of weak causation. Not that you caused the loss, but that mkt would have collapsed or securities wouldn’t have been bought at all.
a. need to show some kind of causal link bw the prospectus and the investors’ lossesorigin is “by means of” language
v. Damages are Rescission
d. Defenses:
i. Loss Causation: §12(b) – defendants have the burden of proving that all or a part of the loss isn’t due to the material misstatement or omission in question in the prospectus. (“In… Subsection (a)(2), if the person who offered or sold such security proves that any portion … of the amount recoverable … represents other than the depreciation in value … from such part of the prospectus or oral communication, with respect to which the liability … is asserted … , … such portion … shall not be recoverable”)
ii. Reasonable Care: Defendant must prove it did not know nor, in the exercise of reasonable care, could have known of the untruth or omission. 
1. Basically the same as the due diligence defense from § 11.
e. Limiting the Scope of §12(a)(2): Gustafson v. Alloyd Co. (US 1995)[Kennedy], 552: G is controlling shr in Alloyd and decides to sell to Wind Point. Wind Point does “extensive analysis” of Alloyd, relying on KPMG report, Execute a contract of sale of stock. Year-end earnings are less than projections. They want rescission.
i. Issue: Does the right of rescission under §12(a)(2) apply to private, secondary market transactions? (turns on whether or not the agreement is a prospectus)
ii. Holding: No, the contract here isn’t a prospectus.
1. Looks first to §10 which defines statutory prospectus (does not go to §2(a)(10) first).  Once J. Kennedy goes to 2(a)(10), says there can only be one consistent meaning of prospectus in the statute.
2. This is just not true: §2(a)(10) ≠ §10. §5(b)(1) makes clear that §10 prospectuses are a subset of §2(a)(10)! If you see them as the same, then that implies that §5(b)(1) is irrelevant.
iii. [image: ]After Gustafson, §2(a)(10)’s reach basically cut off.
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Exempt Offerings 
I. Overview: Policy
a. We could make everyone go through a registered public offering. Why exempt private placements?
i. Public offerings are very expensive.
ii. A small business may only need to raise $50k but a public offering could cost $2m. Making them register would discourage small businesses from raising capital this way.
iii. Benefit of the public offering regime is questionable when all the investors are sophisticated
b. These considerations should be balanced against the need for regulatory protection.
c. The goal of the private placement transactions is to avoid §5 liability
i. § 3 of the Securities Act exempts various types of securities from the registration requirements (e.g. US treasury bills)
ii. § 4 of the Securities Act exempts specific transactions
iii. § 5 of the Securities Act must be complied with if no exemption for security or transaction
1. Violation leads to rescission under § 12(a)(1)
d. Exemption from § 5:
i. Mandatory disclosure (e.g. registration statement and periodic filings)
ii. Gun-Jumping Rules
1. Restrictions on info disclosure
2. Distribution of prospectus
3. Prospectus (registration statement) updating
iii. Heightened Antifraud Liability (§§11 and 12 (a)(2))
II. § 4(2) offerings
a. Text: “The provisions of §5 shall not apply to –
 	(2) transactions by an issuer not involving any public offering”
b. How to define public?
i. Could just look to dictionary definition, but it has to be more than that bcz you could basically say that any offering was restricted in some way
c. SEC General Counsel’s 4(2) Factors for Determining “Public”: [not clear]
i. The number of offerees (rumor 35)
ii. The relationship of the offerees to each other and to the issuer
iii. The number of units offered 
iv. The size of the offering (rumor 15M, generally do absolute, do not consider the capital market of the company)
v. The manner of the offering (if use public solicitation, send multiple offerings to the public)
Info, relationship may be more important than size
Investor protection rationale
Encourage small business rationale
Relationship prong is not enough, does not mean do not need protection, someone does not need protection even there is no relationship
Either overly broad or too narrow 
d. SEC v. Ralston Purina Co., 346 U.S. 119 (1953): RP sold stock to employees without registering. Employees of various levels buy, including artist, bakeshop foreman, clerical assistant, stock clerk, vet, etc. Estimated 500 employees were made offers.
i. SEC factors aren’t dispositive.
ii. Instead should think about the purpose of §5 requirementsprotect investors who need it.
1. Test: If the investors can fend for themselves, it’s a transaction “not involving any public offering.”
2. E.g. “Executive personnel who bc of their position have access to the same kind of info that the act would make available in the form of a registration statement”
iii. The burden of proof lies with the party seeking an exemption from §5.
iv. Open questions:
1. Can investors other than executive officers of the issuer fend for themselves?
2. What role does information play in determining whether they can fend for themselves?
3. What’s the role of the 1935 factors?
v. Because of these uncertainties, few offers rely exclusively on 4(2), since issuers can use Reg D safe harbors.
e. Doran v. Petroleum Mgt Corp., 545 F. 2d 893 (5th Cir 1977): Doran is sophisticated but not an executive officer
i. Can he bring a suit if he himself is sophisticated but some of the other offerees can’t fend for themselves?
1. Yes. “We must look beyond Doran’s interests to those of all his fellow offerees. Even the offeree-plaintiff’s 20-20 vision with respect to the facts underlying the security would not save the exemption if any one of his fellow offerees was in a blind.”
ii. Test: If the transaction as a whole fails to qualify for § 4(2) because some of the offerees are unable to “fend for themselves”, then even sophisticated purchasers may sue for violation of §5. [Even if the unsophisticated offeree didn’t buy]
iii. You need 2 things:
1. Sophistication of the offerees.
a. sophistication alone is not enough, need info to exercise the skill.
2. Information access/disclosure 
a. Access can be fulfilled by relationship—employment, family, bargaining power
b. If information reqt fulfilled through access, then relationship of offerees to issuer and sophistication become more important
f. Problem: It’s difficult in this situation to come up with a workable rule that creates certainty for issuers ex ante.
i. Sophistication may turn on – whether investor can verify the info, amount of wealth, education, time.
ii. Might argue that private placements are undemocratic, paternalistic, and unfair. Takes away investment opportunities from other investors
1. Or requires them to have a chaperone (and thus pay a fee)
iii. But maybe investors need protection from themselves bc not every investment is the next Google.
g. Summary
i. Offerees, not purchasers, matter
ii. Must have disclosure of access to information
1. Rel’p to issuer more important if no disclosure
iii. Investor sophistication an important factor
1. Investing experience
2. Wealth?
3. Increased importance if no disclosure
III. REGULATION D: SEC’s response for uncertainty of “public”
a. Overview:
i. 500 Notes
ii. 501 provides definitions
iii. 502 provides common requirements
1. (a) Integration – 6 month safe harbor
2. (b) Information
a. (2)(i) Non-reporting Companies
b. (2)(ii) Reporting Companies
3. (c) Limit on Manner of Offering
4. (d) Resale Restrictions
iv. 508 provides forgiveness (excuse provision)
b. The Rules – 504, 505, 506 – provide 3 types of offerings:
i. Rule 504 for small, non-reporting issuers (not available for reporting issuers
1. Promulgated under §3(b)
2. Aggregate offering price capped at $1m 504(b)(2)
3. No limit on number of purchasers
4. Excludes investment companies, blank check companies (=a development stage company that has no specific business plan or purpose or has indicated its business plan is to engage in a merger or acquisition with an unidentified company or companies, other entity, or person) and Exchange Act reporting issuers
ii. Rule 505
1. Promulgated under §3(b)
2. Aggregate offering price up to $5m 505(b)(2)(i)
3. Limit on number of purchasers – 35 505(b)(2)(ii)
4. Excludes investment companies and Rule 262 companies (= disqualified companies, due to, such as criminal offense etc)
iii. Rule 506 
1. Promulgated under §4(a)(2)
2. No monetary limit
3. 35 or fewer purchasers 506(b)(2)(i)
a. Note: 505 and 506 provide that issuer must have “reasonable belief” that there are 35 purchasers (protects issuer if someone is lying)
4. Sophistication requirement for non-accredited investors 506(b)(2)(ii)
5. Excludes disqualified companies per Dodd-Frank Act
SAFE HARBOR REQUIREMENTS:
c. Aggregate Offering Price
i. Basics:
1. Rule 504 limited to $1m 504(b)(2)
2. Rule 505 limited to $5m 505(b)(2)(i)
3. Rule 506 no limit 
ii. Limits were set in the early 80s, when $1m was worth a lot more. Not inflation adjusted.  As the years go on, Rules 504 and 505 are becoming increasingly less important. And someday will be completely unimportant.
iii. 12 Month Look-Back Rule: Reduce the cap by the amount of securities sold in the 12 months preceding the offering pursuant to either (1) offering under §3(b) (Rule 504 or 505) or (2) offering made in violation of §5
505(b)(2)(i): aggregate offering price can’t exceed $5m “less the aggregate offering price of all securities sold within the twelve months before the start of and during the offering of securities under this section in reliance on any exemption under section 3(b) of the Act or in violation of section 5(a) of the Act.”
1. Why is this look-back rule necessary?
a. If no look-back, can artificially break up one big offering into lots of little offerings.
d. Number of Purchasers
i. Note that this bright line rule focuses not on offerees, but on purchasers 
ii. Rule 504: At first glance, no limit on number of purchasers looks great, but in practice the $1m aggregate price (504(b)(2)) limits the number of investors.
iii. Rule 505: 35 or fewer 505(b)(2)(ii)
iv. Rule 506: 35 or fewer 506(b)(2)(i)
1. Sophistication requirement – “knowledge and experience to assess the merits and risks” 506(b)(2)(ii)
v. Calculating the Number of Purchasers 501(e)(1) [for both 505&506]
1. 501(e)(1)(i) Any relative or spouse of the purchaser who lives in the same residence as purchaser doesn’t count as separate purchaser 
2. 501(e)(1)(iv) Accredited investor doesn’t count 
3. 501(e)(2) entities that aren’t accredited normally seen as a single purchaser. If, however, that entity is organized for the specific purpose of acquiring the securities offered and is not an accredited investor ..., then each beneficial owner of equity securities or equity interests in the entity shall count as a separate purchaser ... 
4. 501(i) Purchaser Representative – can rely on investment advisor’s sophistication to meet the requirement
vi. Definition of accredited investor in 501(a): 
1. banks, broker-dealers, insurance companies
2. Any corp, Massachusetts or similar business trust with at least $5m total assets. Can’t be formed with intention of investing Rule 501(a)(3)
3. Any director, executive officer, or general partner of the issuer. Rule 501(a)(4)
a. Executive officer: the president, any vice president in charge of a principal business unit, division or function (such as sales, administration or finance), any other officer who performs a policy making function, or any other person who performs similar policy making functions for the issuer… Rule 501(f) (= “vice president in charge of photocopying” does not fall into this definition)
4. Anyone whose net worth, or worth with spouse, at the time of purchase is more than $1m 501(a)(5)
5. Anyone whose income exceeded $200k in each of the most recent 2 years or whose income with spouse exceeded $300k in those years and has reasonable expectation of same income this year 501(a)(6)
6. Dodd-Frank: 
a. 501(a)(5) (i) Except as provided in paragraph (a)(5)(ii) of this section, for purposes of calculating net worth under this paragraph (a)(5): 
(A) The person's primary residence shall not be included as an asset; 
(B) Indebtedness that is secured by the person's primary residence, up to the estimated fair market value of the primary residence at the time of the sale of securities, shall not be included as a liability.... 
(C) Indebtedness that is secured by the person's primary residence in excess of the estimated fair market value of the primary residence at the time of the sale of securities shall be included as a liability 
b. Purpose: excludes the value of investor’s primary residence from calculation of net worth.
i. Accredited investor is proxy for sophistication. Having a home’s value appreciate over time would frustrate the proxy.
ii. Could also be a proxy for ability to handle the loss – house is an illiquid asset
c. Starting in 2014, SEC has to review accredited investor std for natural persons every 4 years
7. Note that back in 1982 the kind of people qualifying for the net worth test was much more restricted than it is today.
a. It may be a good thing to expand the definition of accredited investor because we like private placements and think public offerings are too costly.
8. Looking through the entity to the underlying investors (based on the real purpose of the entity)
vii. Summary on natural person: Need to meet net worth, income, or be a director/executive of the issuer.
e. Purchaser Sophistication – If selling to non-accredited, how to assess?
i. It is very difficult to tell if someone meets the sophistication requirement when they are non-accredited.
ii. Get certainty by hiring a purchaser representative 501(i)
1. Even then have to make sure that:
a. Not an “affiliate, director, officer, or other employee of the issuer” or someone who owns more than 10% equity in issuer. 501(i)(1)
b. But it’s okay if the person is affiliated with issuer if:
i. relative of purchaser representative “by blood, marriage or adoption and not more remote than a first cousin” 501(i)(1)(i)
c. 501(i)(2) Also have to make sure that the purchaser representative “has such knowledge and experience in financial and business matters that he is capable of evaluating…the merits and risks of the prospective investment”
d. 501(i)(3) must acknowledge relationship with purchaser in writing during the course of the transaction
e. 501(i)(4) Must disclose to purchaser in writing any “material relationship” between himself or his affiliates and the issuer or its affiliates…”
2. So even by hiring a purchaser representative, can still be uncertainty. Issuers tend to avoid this altogether by just selling to accredited investors.
a. Winner’s Curse: This system makes investing in private placements a kind of winner’s curse for non-accredited investors.
i. Most issuers don’t want to bother with non-accredited investors because of the uncertainty.
ii. Only issuers who can’t attract enough accredited investors are going to bother with non-accredited.
iii. Presumably these are the not-so-great investments.
f. Limitation on General Solicitation 502(c)
i. Applies primarily for 505 & 506 (504(b)(1)(ii) says if registered under state law regime, no need to comply with 502(c))
ii. Regulation D’s restrictions on number and sophistication of purchasers doesn’t address §4(2)’s concern about offereesbroad offerings may create a frenzy.
1. Regulation D addresses “offerees” separately from purchasers 
2. 502(c): “Neither the issuer nor any person acting on its behalf shall offer or sell securities in any form of general solicitation or general advertising, including, but not limited to, the following:
(1) Any advertisement, article, notice or other communication published in any newspaper, magazine, or similar media or broadcast over television or radio; and 
(2) Any seminar or meeting whose attendees have been invited by any general solicitation or general advertising; ”
iii. What counts as a general solicitation: In the Matter of Kenman Corp (1985): Kenman sent brochure soliciting purchase of partnership of Missiondale and Orem Dairy Queen to thousands of people including lists of executives of Fortune 500 companies, physicians in California, presidents of companies from Morris County, NJ. 
1. This is a solicitation because the issuer and offerees don’t have a “preexisting relationship”
iv. Guidance on Preexisting Relationship: Mineral Lands Research No Action Letter: 
1. Only relationships that allow issuer to determine the “financial circumstances or sophistication” of the offerees or are otherwise of “some substance and duration.”
a. Mere prior social relationships probably don’t count
2. Preexisting relationship is an “important factor” in making general solicitation determination, but not the only way of knowing whether there’s been a violation of 502(c)
For someone who is obviously sophisticated, there is no preexisting relationship requirement
v. General solicitation limitation has most impact on the smaller, pre-IPO issuer, who only has a preexisting relationship with employees and maybe friends and family. 
1. How to make more preexisting relationships?
a. Hire a placement agent, typically investment bank plays this role
b. In practice, the general solicitation prohibition makes a placement agent indispensable for small issuers
c. Policy argument for it: puts in place a chaperone for issuers. Placement agent wants to protect their reputation and thus screen out the bad issuers.
vi. Rule 506(c), proposed changes to 502(c) due to the JOBS Act
1. The issuer must take reasonable steps to verify that the purchasers of the securities are accredited investors. 
2. At the time of the sale of the securities, all purchasers of securities must be accredited investors, either because they come within one of the enumerated categories of persons that qualify as accredited investors or the issuer reasonably believes that they are accredited investors.
3. All terms and conditions of Rules 501, 502(a) and 502(d) must be satisfied.
4. Non-exclusive and non-mandatory methods
a. Income—“In regard to whether the purchaser is an accredited investor on the basis of income, reviewing any Internal Revenue Service form that reports the purchaser's income for the two most recent years ... and obtaining a written representation from the purchaser that he or she has a reasonable expectation of reaching the income level necessary to qualify as an accredited investor during the current year” (506(c)(2)(ii)(A)) 
b. Net Worth—“In regard to whether the purchaser is an accredited investor on the basis of net worth, reviewing one or more of the following types of documentation dated within the prior three months and obtaining a written representation from the purchaser that all liabilities necessary to make a determination of net worth have been disclosed” (506(c)(2) (ii)(B)) 
Documents--Bank statements, brokerage statements and other statements of securities holdings, certificates of deposit, tax assessments, and appraisal reports issued by independent third parties; A consumer report from at least one of the nationwide consumer reporting agencies 
c. Outsource—“Obtaining a written confirmation from one of the following persons or entities that such person or entity has taken reasonable steps to verify that the purchaser is an accredited investor within the prior three months and has determined that such purchaser is an accredited investor” (506(c)(2)(ii)(C)) 
Intermediaries--(1) A registered broker-dealer; (2) An investment adviser registered with the Securities and Exchange Commission; (3) A licensed attorney who is in good standing...; or (4) A certified public accountant who is duly registered and in good standing.... 
d. Grandfathered Investors—“In regard to any person who purchased securities in an issuer's Rule 506(b) offering as an accredited investor prior to September 23, 2013 and continues to hold such securities, for the same issuer's Rule 506(c) offering, obtaining a certification by such person at the time of sale that he or she qualifies as an accredited investor.” (506(c)(2)(ii)(D)) 
vii. Why should we still care about pre-existing relationships?
1. If the issuer sells securities under Rule 505
2. If the issuer sells securities under Rule 506 to non-accredited investors.
3.  If the issuer does not want to take reasonable steps to verify the accredited investor status of purchasers in a Rule 506 offerings.
g. Information Requirements 502(b)
i. Apply only for 505 and 506.
ii. For exam know only 1 thing: No info requirement for accredited investors
502(b)(1): The issuer is not required to furnish the specified information to purchasers when it sells securities under 504, or to any accredited investor”
1. Why is this the only thing that matters?
a. Most private placements only selling to accredited
b. If selling to accredited, just because they are not required doesn’t mean that they don’t disclose.  Market is determining behavior here and investors will require information.
c. private placement memo is customary. And often contains info similar to registration statement and even more—gives projections
h. Resale Limitations
i. Cannot freely resell private placement securities
1. For Rule 504 offering that complies with the state law registration requirement may freely resell the securities.
2. For Rule 505 and 506, Rule 502(d) restricts resales.
ii. Must place legend on security (now electronic that says it may not be resold
iii. Why have resale limitations?
1. Don’t want issuers doing a sham private placement but in effect actually doing a public offering.
a. If the issuer sells to one accredited investor, say Goldman Sachs, and then that accredited investor sells to thousands of retail investorslooks just like a firm commitment public offering
2. Balancing between public offering and private placement
i. Integration 502(a)
i. Integration is a background concept that predates Regulation FD. Whether seemingly separate offers and sales are integrated depends on 5 factors (SEC Release 4552):
1. Single plan of financing
2. Same class of securities
3. Made at or about the same time
4. Type of consideration received
5. Same general purpose
ii. 502(a) provides some certainty through a safe harbor that gets you out of integration
1. 6 month look back from the start of offering
2. 6 month look forward from the end of offering
502(a): Offers and sales that are made more than six months before the start of a Regulation D offering or are made more than six months after completion of a Regulation D offering will not be considered part of that Regulation D offering, so long as during those six month periods there are no offers or sales of securities by or for the issuer that are of the same or a similar class as those offered or sold under Regulation D....
iii. Often called one-sided integration safe harbor because you’re only looking at the one offering, your anchor.
1. If you have 2 offerings, Offering A and Offering B, it’s possible for A to be integrated into B, while B is not integrated into A
2. If the combined offering fails to meet one of the Regulation D safe harbors then only the anchor offering securities fall out of Regulation D.
iv. Take your anchor offering. Then ask: 
1. Are there any other offerings that fall within the 6 months look back or look forward period?
a. If yes, then you don’t have a shield under 502(a) anymore
2. Now apply the integration factors (= SEC Release 4552 factors) for any offerings within the past year.
v. 2 steps for determining integration:
1. Is B integrated into A for purposes of determining A’s eligibility for Regulation D?
2. If there is integration and A falls out, the impact is only for the securities of A.
j. Notice
i. Rule 503 requires issuers to file Form D notice with SEC no later than 15 days after the first sale of securities under Regulation D. 
k. Innocent and Insignificant Mistakes Rule 508
i. In private placement, typically there’s a private investor suing to get money back (Pinter v Dahl) for §5 violation. 
Rule 508(a): A failure to comply with a term, condition or requirement of Regulation D will not result in the loss of the exemption ... if the person relying on the exemption shows:
1. 508(a)(1): “The failure to comply didn’t pertain to a requirement directly intended to protect that particular individual”
2. 508(a)(2): the failure to comply was insignificant with respect to the offering as a whole, provided that any failure to comply with [502(c) (general solicitation); 504(b)(ii) (aggregate offering price); 505(b)(2)(i) ($5m aggregate) and (b)(2)(ii) (35 or fewer purchasers); 506(b)(2)(i) (number of purchasers)] shall be deemed to be significant to the offering as a whole 
3. good faith and reasonable attempt made to comply with all applicable…requirements
ii. But this isn’t the only forgiveness. 505(b)(2)(ii) or 506(b)(2)(i) “reasonably believes” is better forgiveness for number of purchasers – since there are some other “reasonable belief” excuse built in Regulation D
1. 501(a) only requires issuer “reasonably believes” investors are accredited
2. 501(i) requires issuer “reasonably believes” purchaser rep meets all the requirements
3. 502(d) Resale limitations: “reasonable care”
4. **Aggregate offering price and general solicitation don’t get reasonably believes because issuer has control of that info
l. Disqualification [OPTIONAL]
i. Convicted of felony or misdemeanor relating to purchase or sale of securities or involving false filing with SEC within past 10 years (5 years for an issuer) [Court-Criminal]
ii. Subject to any order, judgment, decree of a court within past 5 years enjoining conduct or practice relating to sale of securities or false filing with SEC [Court-Civil]  
iii. Subject to SEC cease and desist order within past 5 years relating to any scienter based antifraud provision of the federal securities laws or Section 5 of the Securities Act [Administrative Proceeding]  
a. for investment banks, this disqualification has a huge impact
m. §4(a)(6): Crowdfunding [OPTIONAL]
i. Background: There was a doubt about rationality of protection to non-accredited investors in the field of investment (c.f. Steve Case’s comments – “It seems a little crazy to me that you have to be an accredited investorto invest in a company, but you can go to Las Vegas and lose $10,000 at the table in an hour and you don’t have to be an accredited gambler to do that.”). 
 JOBS Act included some provisions of crowdfunding.
ii. § 4(a)(6) – transactions involving the offer or sale of securities by an issuer (including all entities controlled by or under common control with the issuer), provided that— 
(A) the aggregate amount sold to all investors by the issuer, including any amount sold in reliance on the exemption provided under this paragraph during the 12- month period preceding the date of such transaction, is not more than $1,000,000; 
(B) the aggregate amount sold to any investor by an issuer, including any amount sold in reliance on the exemption provided under this paragraph during the 12- month period preceding the date of such transaction, does not exceed—
(i) the greater of $2,000 or 5 percent of the annual income or net worth of such investor, as applicable, if either the annual income or the net worth of the investor is less than $100,000; and
(ii) 10 percent of the annual income or net worth of such investor, as applicable, not to exceed a maximum aggregate amount sold of $100,000, if either the annual income or net worth of the investor is equal to or more than $100,000
(C) the transaction is conducted through a broker or funding portal that complies with the requirements of section 4A(a); and
(D) the issuer complies with the requirements of section 4A(b).
1. “requirements of section 4A(a)”: Register with SEC, Register with SRO, Disclosures determined by SEC, Reduce risk of fraud (including background checks on officer, directors, and large shareholders), Investor protection (ensuring investors review investor education materials; affirms investors understand can lose everything!)
iii. What do retail investors know? – some companies to be invested are not consumer-focusing, such as solar electricity.  
iv. Crowdfunding is a new excuse.  There is no sophistication requirement for investors, and instead, there is limitation of the amount to be invested.  There is a see-saw of investors protection and needs of fund raising by start-up businesses.
IV. Secondary Market Transactions
a. FULL SUMMARY:
i. Key Concepts:
1. “Underwriter”
2. “Distribution”
ii. 3 Categories of Underwriter
1. Purchase with a view to distribution
2. Participation in an issuer’s distribution
3. Distribution on behalf of a control person
iii. Avoiding distribution
1. § 4(a)(1 ½)
2. Rule 144
3. Rule 144A
b. Policy behind limitation on resales:
i. The lower resale limit you set, the fewer public offerings we’ll see.
ii. On the other hand, the longer/stronger the limitation on resales, the weaker the private placement market will be.
iii. Your view of resale limitation depends on whether you think public offering process is a good thing. If you think they are costly and not that useful, then want to make the resale limit short.
c. After a public offering, generally securities are deemed unrestricted
i. Securities are restricted because they haven’t complied with § 5 requirements, but once they have gone through § 5 requirements, they are okay
d. What’s the concern about resales?
i. Sham public offering
ii. Information advantage on the part of reseller
1. private placement memo has material info that’s not public, so private investor gets temporary info advantage
2. Regulation FD typically not an issue especially if you have a private company doing private placement since Regulation FD applies to public companies
iii. General lack of info in public marketplace
e. Who Is an Underwriter?
ISSUER  Y  Z
i. Key question: Is this one or two transactions?
1. If Start with § 5. This is the prohibition that applies to any person and any transaction
a. Does § 5 apply?
b. Is there an exemption to § 5?
i. Key exemption is § 4(a)(1)
2. § 4(1) exempts any “transactions by any person other than an issuer, underwriter, or dealer” – if Y is an underwriter, then assess all as one transaction from issuer to ultimate purchaser = Z
(issuer is defined in §2(a)(4), and dealer is defined in §2(a)(12))
3. § 2(a)(11) defines underwriter broadly: 
“any person who has purchased from an issuer with a view to, or offers or sells for an issuer in connection with, the distribution of any security…”
a. view to
b. distribution
ii. Gilligan, Will, & Co. v. SEC., 267 F.2d 461 (2nd Cir. 1959) : 
1. Facts: Crowell-Collier (= issuer) issued debentures convertible to its common stocks, and Gilligan purchased such debentures through Elliott, sending a letter stating that Gilligan has no present intention of distributing them.  As Crowell’s business was not good, Gilligan converted debentures into stocks and sold such stocks at American Stock Exchange.
2. Issue: What is a “view to distribution”?
3. “Distribution” = “public” from Ralston Purina, investors that can “fend for themselves”
a. Most courts accept that distribution and public are related ideas
b. But SCOTUS hasn’t ruled on it so maybe iffy
4. Changed circumstances can show investment intent:
a. Needs to be in relation to the investor’s personal circumstances (catastrophic loss)
b. Change in circumstances of the issuer (e.g. downturn in the issuer’s business) cannot allow the investor to make resale without being deemed as underwriter
c. Policy: “To hold otherwise would be to permit a dealer who speculatively purchases an unregistered security in the hope that the financially weak issuer had, as is stipulated here, ‘turned the corner,’ to unload on the unadvised public what he later determines to be an unsound investment without the disclosure sought by the securities laws…”
iii. SEC 2 year rule of thumb presumption of investment intent, irrebuttable after 3 years 
1. From 0 – 2 years has to be a change in circumstances
2. From 2 – 3 years investment intent presumed
3. After 3 years can freely resell
iv. [bookmark: OLE_LINK18][bookmark: OLE_LINK19]Definition of underwriter: person who buys and then resells with “a view to the distribution of the securities” – mere conduit
f. SEC v. Chinese Consolidated Benevolent Ass’n, Inc. (2d Cir. 1941)
i. §4(a)(1) is a transaction exemption; those who offer or sell for the issuer and those who otherwise “participate” in the offering are included “underwriter.“
g. What about the presence of a broker?
i. [bookmark: OLE_LINK31][bookmark: OLE_LINK32]§2(a)(12) defines “dealer” as including “broker”
ii. Ackerberg v. Johnson – “the mere involvement of a broker, qua broker, in a secondary transaction by persons other than an issuer, underwriter or dealer, is insufficient to vitiate the exemption…”
h. Summary: 
i. “Underwriter” sweeps broadly
1. Not necessary to be in the business
ii. Shares obtained in an exempt offering must “come to rest” before resale
iii. Exceptions:
1. Change in circumstances
2. Resale that is not a “distribution”
i. Control Persons
i. Policy: 
1. Worry about control person having information advantage.
2. Maybe not a bad thing to make control persons responsible for § 5. Assumption is they have such influence over the issuer that they can push the issuer to register the securities  
ii. Statutory Background
1. A control person is an issuer and thus subject to § 5
2(a)(11) issuer “shall include, in addition to an issuer, any person directly or indirectly controlling or controlled by the issuer, or any person under direct or indirect common control with the issuer”
2. Rule 405 control: “possession, direct or indirect, of the power to direct or cause the direction of the management and policies of a person, whether through the ownership of voting securities, by contract, or otherwise”
3. But may be able to get out of § 5 through an exemption:
The provisions of § 5 shall not apply to—
a. (1) transactions by any person other than an issuer, underwriter, or dealer
b. (2) transactions by an issuer not involving any public offering
c. (4) brokers’ transactions executed upon customers’ orders on any exchange or in the over-the-counter market but not the solicitation of such orders
iii. Definition: 
1. large share ownership
2. top officer positions
a. especially when you have both large share ownership and are a top officer (like Bill Gates with respect to Microsoft)
3. Directors? 
a. Most courts say no unless they have a special position on the board like audit committee chair, etc
iv. Must ask 2 questions with regard to control persons:
1. Is the control person an underwriter for the issuer? (exact same inquiry as before, not unique to control person status)
2. Is there an underwriter for the control person?
a. Brokers who assist the control person are underwriters
b. If there is an underwriter, you must comply with § 5 because § 4(a)(1) has disappeared
c. But what about §4(a)(4) which exempts brokers’ transactions?
i. Wolfson: The control person needs to find his own exemption. §4(a)(4) only applies to brokers.
v. Section 4(a)(1½) Exemption 
1. Mechanics: 
a. § 5 Prohibition
i. § 4(a)(1) focus on transactions involving “issuer, underwriter, or dealer”
ii. Controlling person isn’t “issuer” for purposes of § 4(a)(1)
iii. Controlling person is only “issuer” of §2(a)(11)’s definition of underwriter
b. The 4(a)(1½) Exemption
i. §2(a)(11) focuses on “distribution” of securities
ii. Courts equate “distribution” with “public offering”
iii. Apply Ralston Purina notion of “fend for themselves” to determine if “public offering” took place in controlling person’s resale offering
2. Inquiry #1: Is the controlling person an underwriter for the issuer?
3. Inquiry #2: Is there a third party underwriter for the controlling person?
a. Who might be an underwriter:
i. Can be a brokerage firm assisting control person in resale
ii. Can be investor purchasing from controlling person if she resells securities to another investor
b. But see if CP is selling to investors who can fend for themselves (a 4(a)(2) idea). If so, it is not public, no distribution
c. But if the investor turns around and sells the securities one day after buying from the CP, she may be an underwriter.
i. Note there’s no 502(d) forgiveness for the CP here, because Reg D only applies to issuers. And CP is only an issuer for purposes of 2(a)(11).
vi. Summary:
1. Individuals selling on behalf of control persons are underwriters if they sell through a “distribution”
a. Presence of “underwriter” defeats use of §4(a)(1)
b. If no “underwriter,” §4(a)(1) is available
2. Resales for control persons permitted if not a “distribution”
3. [bookmark: OLE_LINK7]§4(a)(1½) Exemption follows §4(a)(2) factors
a. Private resale isn’t a “distribution”
j. Rule 144
i. Preliminary Note to Rule 144 - SEC came out with Rule 144 to provide some certainty, since investors wanting to resell securities face a lot of uncertainty
1. If a sale of securities complies with all of the applicable conditions of Rule 144;
a. Any affiliate or other person who sells restricted securities will be deemed not to be engaged in a distribution and therefore not an underwriter for that transaction
b. Any person who sells restricted or other securities on behalf of an affiliate of the issuer will be deemed not to be engaged in a distribution and therefore not an underwriter for that transaction
c. The purchaser in such transaction will receive securities that are not restricted securities
2. If any affiliate or other person who complies with 144 during resale, then that sale isn’t a distribution
3. Those who comply with Rule 144 but have a “plan or scheme to evade the registration requirements of the Act” can’t get the safe harbor
ii. Definitions: 
1. affiliate is basically the same thing as a control person: “a person that directly, or indirectly…controls, or is controlled by, or is under common control with, such issuer”
2. restricted securities Rule 144(a)(3): 
a. (i) Securities acquired directly or indirectly from issuer, or from an affiliate of the issuer, in a transaction or chain or transactions not involving a public offering
b. (ii) Securities acquired from issuer that are subject to resale limitations of Rule 502(d) under Regulation D …. 
c. (iii) Securities acquired in transaction or chain of transactions meeting the requirements of Rule 144A
d. (v) [Reg S – foreign securities]
iii. 3 Main Questions for 144: 
1. Type of issuer
2. Affiliate/Non-Affiliate
3. Restricted/Not Restricted
iv. 144(b) Safe Harbors 
1. (1) Non-Affiliates (and not an affiliate w/in prior 3 months)
a. Exchange Act Reporting Issuer
b. Non-Exchange Act reporting issuer
2. (2) Affiliates (+ “on behalf” of affiliates)
3. Note: 144 doesn’t cover resales of unrestricted securities by non-affiliates because those already went through §5 (see Rule 144(a)(3)(i)). Once you go through §5, chain is broken
4. If safe harbor applies, then deemed not an “underwriter” for purposes of § 2(a)(11)
(** Rule 144 says you are not an underwriter, and therefore you may be going to use §4(a)(1).  Note that 144 does not say “you can resell” – issuer cannot use §4(a)(1) at the beginning and Rule 144 does not affect issuers)
5. Requirements:
a. General (144(b)(1) and (2))
i. Holding period for restricted securities 144(d)
ii. Current Public Info 144(c)
[Separate Info Holding Period)
b. Affiliate Only 144(b)(2)
i. Volume Limit 144(e)
ii. Manner of Sale Limitation 144(f)(g)
iii. Notice 144(h)
v. Holding Period for Restricted Securities 144(d)(1)
1. 144(d)(1) only applies to restricted; If you’re selling unrestricted, no need to worry about the holding period.
a. [You might say I don’t have to worry about unrestricted securities with respect to 144 anyway, but that’s not true: control person, even if holding unrestricted securities, can’t just resell]
2. 144(d)(1)(i) Reporting Companies: 6 months
3. 144(d)(1)(ii) Non Reporting Companies: 1 year
4. Timing runs from the later of the acquisition of the securities from (1) the issuer or (2) the affiliate.
a. If you buy from an affiliate, the holding period runs after your acquisition from the affiliate
5. Purpose: Not acting as conduits
6. *Note that over the last 15 yrs the holding period has been gradually decreasing. Is this a good thing or not? If the goal is to stop sham public offerings, no need for such a long holding period. On the other hand, the shorter the holding period, the higher the likelihood that it’s a public offering.
vi. 144(c) Information Requirements: “Adequate public info with respect to the issuer of the securities must be available”
1. Non-Affiliates
a. Exchange Act Reporting Issuer
i. 1 year info holding period 144(b)(1)(i) -  runs from the later of the acquisition of the securities from (1) the issuer or (2) an affiliate of the issuer
Exchange Act Reporting Issuer: “The issuer is, and has been for a period of at least 90 days immediately before the sale, subject to the reporting requirements of section 13 or 15(d) of the Exchange Act and has filed all required reports under section 13 or 15(d) of the Exchange Act, as applicable, during the 12 months preceding such sale… other than Form 8-K reports”
May rely on issuer’s written representation on current filings
b. Non-Exchange Act Reporting Issuer
i. No Info holding period requirement 144(b)(1)(ii)
ii. **But note the 1 year holding period under 144(d)(ii)
2. Affiliates
a. Must satisfy the Rule 144(c) requirements
i. Only need to know for publicly traded companies:
1. Timely periodic disclosure requirements for prior 12 months
2. Non-reporting: 15c2-11 gives partial list of info (not on exam)

	
	Less than 6 months
	6 months to 1 year
	1 year +

	Non-Affiliate and Reporting Issuer
	No resales 
144(d)(1)(i)
	Resales allowed but 144(c) info applies
144(d)(1)(i)
	No restrictions on resales

	Non-Affiliate and Non-Reporting Issuer
	No Resales
144(d)(1)(ii)
	No Resales
144(d)(1)(ii)
	No restrictions on resales

	Affiliate and Reporting Issuer
	No Resales of restricted securities
144(d)(1)(i)

Resales of unrestricted securities allowed but must comply with all 144 req’ts – volume, info, broker’s transaction, notice
	Resales allowed but must comply with all 144 req’ts – volume, info, broker’s transaction, notice
	Resales allowed but must comply with all 144 req’ts– volume, info, broker’s transaction, notice

	Affiliate and Non-Reporting Issuer
	No Resales of restricted securities
144(d)(1)(i)

Resales of unrestricted securities allowed but must comply with all 144 req’ts– volume, info, broker’s transaction, notice
	No Resales of restricted securities
144(d)(1)(i)

Resales of unrestricted securities allowed but must comply with all 144 req’ts– volume, info, broker’s transaction, notice
	Resales allowed but must comply with all 144 req’ts– volume, info, broker’s transaction, notice



[image: ]


i. 144(e) Volume Limit
1. Limit on affiliate resales for a three-month period is the greatest of:
a. 1% of the outstanding shares or units of the same class of securities
b. average weekly reported trading volume of the same class of securities during 4 calendar weeks preceding the filing of notice of the sale with SEC
c. (debt securities) 10% of the principal amount of the debt tranche
2. Statute
a. 144(e)(1): If any securities are sold for the account of an affiliate of the issuer, regardless of whether those securities are restricted, the amount of securities sold, together with all sales of securities of the same class sold for the account of such person within the preceding three months, shall not exceed the greatest of 
(i) One percent of the shares or other units of the class outstanding as shown by the most recent report or statement published by the issuer, or
(ii) The average weekly reported volume of trading in such securities on all national securities exchanges and/or reported through the automated quotation system...
b. 144(e)(2): If the securities sold are debt securities, then the amount of debt securities sold for the account of an affiliate of the issuer, regardless of whether those securities are restricted, shall not exceed the greater of the limitation set forth in paragraph (e)(1) of this section or, together with all sales of securities of the same tranche (or class when the securities are non-participatory preferred stock) sold for the account of such person within the preceding three months, ten percent of the principal amount of the tranche (or class when the securities are non-participatory preferred stock) attributable to the securities sold.
ii. 144(f) Broker’s Transaction
1. (f) secs sold in “broker’s transactions” under §4(4)…
2. (g) “broker’s transactions” = transactions by broker in which such broker
a. Does no more than execute the order or orders to sell the securities as agent for the person whose acct the securities are sold
b. Receives no more than usual and customary broker’s commission
c. Neither solicits nor arranges for solicitation of customers’ orders to buy securities in anticipation of or in connection with transaction provided, that the foregoing shall not preclude …(ii) inquiries by the broker of his customers who have indicated an unsolicited bona fide interest in the securities within the preceding 10 business days
i. If somebody approaches a broker when he had nothing to sell, that broker may contact that person upon getting something to sell, as long as such second contact is within 10 days from the first contact
iii. 144(h) If you’re an affiliate, you must file notice (Form 144) under certain circumstances:
1. any period of three months you expect to sell more than 5000 shares
iv. Summary
1. Safe harbor allowing §4(a)(1) exemption for sellers of securities.
a. Allows sale (and participation in sale) of restricted securities without becoming an “underwriter”
b. Allows participation in sale by control persons
2. Information Requirements
3. Non-affiliates get a free pass after a year
V. Rule 144A (not on exam) is another resale exemption you can try if you fall out of 144.  It’s restricted to only qualified, institutional buyers and has no holding period. One thing to watch out for is if you go over 500 shrs, you are considered a public company and need to start filing.
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When Does Regulation FD Apply?

1. Disclosure by
issuer or any person
acting “on

behalf’ [Rule 100(a)]

Issuer — Public
Company Status
[Rule 101(b)]

Person acting on
behalf — “senior
official” or other
officer, employee, or
agent of the issuer
who “regularly
communicates” with
person in Rule 101
(b)(1)(i), (i), (iii) +
holders of securities
[Rule 101(c)]

2. Material,
non-public
information
[Rule 100(a)]

Materiality —
Recall Basic,
Ganino, Food
Lion, etc.

Non-public —
What is public?

3. Disclosure to
Certain Parties
[Rule 100(b)(1)]

Broker or Dealer
[Rule 100(b)(1)(i)]

Investment Adv.
[Rule 100(b)(1)(ii)]

Investment
Company [Rule
100(b)(1)(iii)]

Holder of securities
where “reasonably
foreseeable” that
will purchase or sell
issuer’s sec. based
on the information
[Rule 100(b)(1)(iv)]

4. Exceptions
(non-exhaustive)

Person who owes
duty of trust or
confidence to the
issuer [Rule 100(b)

(2)(0)]

Person who
expressly agrees
to maintain
confidence [Rule
100(b)(2)(ii)]

Certain
communication for
most reqgistered

securities offerings
[Rule 100(b)(2)(iv)] !
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