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Securities Regulation Outline

I. Overview

1. Blue Sky Laws: State law, authorization based on merit of underlying securities offering, disclosure of material information to investors not the goal

· licensing statutes, do not generally provide remedies for defrauded investors

· no private right of action, some states have short period of rescission

· TX, CA, OH have stringent blue sky standards

2. Common law remedies available to defrauded investors

A. Contract Remedy: Breach of warranty, express or implied( unsuccessful, carefully drafted prospectus to avoid finding of a warranty

B. Common Law Fraud

( Elements:

(1) Misrepresentation

(2) Materiality

(3) Reliance

(4) Loss Causation

(5) Scienter

a. Intent to defraud (normal formulation)

b. Intent to partake in the transaction (rare formulation used to ameliorate harshness of rule)

( Actors Involved:

(1) Issuer

(2) Underwriter/Investment Banker

(3) Broker/Dealer

· While you may are able to prove scienter on part of issuer, issuer is broke

· Others lack scienter because they relied on issuer’s representations

C. Negligent Misrepresentation

Ultramares v. Touche

· Accountants negligent in auditing company, bank relied on financial statements and gave loan

· Bank sued for negligent misrepresentation

· H: Privity is required for negligent misrepresentation- otherwise accountant would be liable to an unlimited class for an unlimited amount

· Still good law

3. 1933 Securities Act: Disclosure based system which provides private right of action, where none previously existed, for purchasers of initial offering

§ 5(a): Unless a registration statement is in effect as to a security…

§ 2(8): Definition of “registration statement”

§ 6(a): Signatures required on registration statement


( Issuer


( Principal executive officer(s)


( Principal financial officer


( Comptroller/accounting officer


( Majority of the board of directors

- Only issuer can register securities EXCEPT with a foreign government, underwriter can register

§ 8: Effective date of registration is the 20th day after filing

· automatic, Commission does not have to do anything

§ 11(a): If registration contained untrue statement of material fact( private right of action without privity
· All purchasers of registered securities have standing to sue, whether they bought in offering or trading market

· Purchaser can sue, in any court (1934 Act is just federal):

(1) Every person who signed the registration statement

(2) Every director of the issue, whether or not he signed

(3) Incoming directors named in statement

(4) Every accountant, engineer, appraiser, person whose profession gives authority to statement

(5) Every underwriter

· No reliance requirement

· Action under § 11  must be brought within 1 year after ( discovers or should have discovered alleged misinformation
· 3 year repose period
       ( Standards of Fault:

a. Issuer: Strictly liable for material misrepresentations and omissions § 11(b)
b. For non-expertised portions, non-issuers have affirmative defense of due diligence § 11(b)(3)(A)
(1) Reasonable investigation AND 

(2) Reasonable belief in truth of disclosure

· § 11(c): Standard of reasonableness is that of a “prudent man in the management of his own property”

c. Experts due diligence defense § 11(b)(3)(B)
(1) Non-negligence (reasonable investigation AND reasonable belief in truth)

(2) Misstatement of expert’s original opinion

d. Non-experts sued on expertised portions (§ 11(b)(3)(C)) or reproductions of public official documents (§ 11(b)(3)(D)) affirmative defense:

(1) No reasonable ground to believe portion was materially misleading

(2) No reasonable ground to believe portion was not correct statement of expert’s original opinion or public document

Expertised portions


Nonexpertised portions

Expert        Reasonably believes, after                           No liability

                   reasonable investigation,

                   information is true

                  (ignorance is no excuse)

Non-expert    No reason to believe                                  Reasonably believes, after 

                      information is false                                    reasonable investigation, 

                     (ignorance is excuse)                                  information is true

                                                                                         (ignorance no excuse)

§ 11(e): Damages

(1) Securities held at time of judgement: Damages equal purchase price (not greater than public offering price) minus value at time suit brought § 11(e)(1)
(2) Securities sold before suit: Damages equal purchase price (not in excess of public offering price) minus sales price § 11(e)(2)
(3) Securities sold after suit, but before judgement: Damages equal purchase price (not greater than public offering price) minus sales price, but not more than damages under (1)

· Recovery is capped by offering price and (s are not liable for extra damages if ( purchased registered securities in a trading market above the offering price

· Damages formula encourages (s to sell before suit

· § 11(e): Affirmative causation defense of  “misinformation did not cause the price drop”( reduce damages

· Court may award attorney’s fees

§ 11(e): Non-managing underwriter (one that does not receive special compensation in the offering) cannot be liable for more than aggregate offering price of its allotment 

§ 11(f)(1): Other parties have joint and several liability

§ 11(f)(2): Liability of outside directors is proportionate-comparative fault standard, incorporates by reference the proportionate liability scheme of § 21D of 1934 Act


Escott v. Bar Chris (S.D.N.Y. 1968)

· Building bowling alleys, was in a cash bind and the industry was overbuilt

· To raise capital, company issued debentures under a registration statement that seriously misstated financial position and exposure to losses

· At time of registration, overstated sales and earnings by significant margins

· Issue: Did (s meet required standard of due diligence to avoid liability under § 11
· H: No 
A. Officer and director due diligence: Diligence varies in relation to 2 factors:

(1) Director’s access to inside company information

(2) Director’s position as a company insider or as a nonemployee outsider

( Inside insiders: Vittolo and Russo perpetrated cover-up, no defense to either

                            expertised or nonexpertised portions

· Company treasurer, Kirchner, claimed ignorance, rejected, because he was thoroughly familiar with finances, knew facts about false audited financials, and given position, must have known of nonexpertised inaccuracies as well

( Outside insiders: Another insider was ignorant of company’s finances, Birnbaum, court accepted defense as to expertised portions but not as to nonexpertised portions

· Failed to investigate information despite position and access to documents

( Inside outsiders: 1 outside director had access to inside information- rejected his defense under standard approximating that of an insider

· Grant, company’s outside lawyer and drafter of statement,  failed to sufficiently investigate documents that would have revealed inaccuracies of nonexpertised portions

· Court accepted defense as to expertised financials, he had no reason to doubt their accuracy

( Outside outsiders: Auslander, CEO of bank had no special access to company information

· He had justifiably relied on auditor’s reputation as to expertised financials

· But could not simply rely on company insiders as to nonexpertised portions

· Due diligence required him to at least read and familiarize self with registration statement

B. Underwriter due diligence

· Treated managing underwriter as “inside outsider”

· Delegated work to underwriter’s counsel and is bound by deficiencies in investigation

· Rejected defense as to nonexpertised, counsel had failed to look at documents same as Grant
· Other underwriters bound by lead’s failed diligence

· Accepted defense for expertised portions because they could rely on accounting firm

C. Expert (accountant) due diligence

· Treated as inside outsider as to expertised portions

· Also faulted review of unaudited financials

· Under § 11(a)(4) expert is liable only for expertised information, BUT auditor must review unaudited financials to ensure certified financials were not misleading

· Here, accountant accepted insiders’ answers at face value, like Grant and underwriter’s counsel, an effort inadequate to establish due diligence defense

§ 12(a)(2): Takes over where § 11 leaves off

· Purchasers in an offering may seek rescission from “statutory sellers” if offering was carried out by means of a prospectus or oral communication that is materially false or misleading

· Does not have to be a registered security

· Statutory sellers only liable to purchasers whom they solicited

· Sellers have reasonable care defense if they show they did not know and reasonably could not have known of the misinformation

· Purchaser need not show relied on alleged misrepresentation
· Reliance an issue: Proof of some causal connection between misinformation and transaction, transaction causation
· As of 1995 Act, need loss causation
· Since decision in Gustafson v. Alloyd, any assumptions about § 12(a)(2) are problematic

§ 12(a)(1): Violations of § 5
· When securities are offered or sold in violation of § 5, the purchaser may rescind the transaction and get his money back with interest or rescissionary damages if he resold stock

· Does not require any proof of misrepresentation, strict liability

II. Coverage of the 1933 and 1934 Acts

1. Coverage of the 1933 Act

A. The basic requirement

§ 5(a): Unless a registration statement is in effect, prohibits the sale of a security through or with the aid of certain jurisdictional means:

(1) instrumentalities of transportation or communication in interstate commerce (phone, web)

(2) Mails

· Check that the jurisdictional means have been used
· Securities registered under 1933 Act are only registered for purposes described in the initial prospectus( registered for a prescribed transaction

· Every time securities are sold, must be re-registered or have an exemption

B. What is a “security”?

§ 2(1); § 3(a)(1) of 1934 Act: Definition

· 3 categories of securities:

(1) Any interest or instrument commonly known as a security, includes bonds, stocks, debentures, warrants

(2) Types of securities specifically mentioned in the Act

( Pre-organization subscriptions

( Fractional, undivided interests in oil, gas or other mineral rights

(3) Investment contracts and certificates of participation

S.E.C. v. W.J. Howey (1946)

· ( sells small plots of orange grove to investors who then enter into an optional 10 year lease agreement-service contract with (’s affiliate allowing affiliate to manage grove as entire unit and distribute profits back to investors

· SEC argues that this is an investment contract which should have been registered under § 5
· ( claims they are only selling real estate

· H: This is a security in the form of an investment contract, should have been registered
· Form is disregarded for substance and the court focuses on the economic reality

· Test for investment contract:

(1) Invests money

(2) In a common enterprise

(3) Led to expect profits

(4) Solely (which later is held to mean predominantly) from the efforts of a promoter or 3rd party

( The efforts of the 3rd party on whom you are dependent for the deal to work does not have to be the person who sold you the deal

· The fact that some investors did not enter into service contract is irrelevant because 1933 Act prohibits the offer as well as the sale of unregistered securities

S.E.C. v. Joiner Corp

· No one owned enough land to exploit the resources without pooling interests with others

Douglas Test: Are you being sold a business you can run or are you being asked 



to put money into a business that someone else is going to run?
S.E.C. v. Koscot Interplanetary (1974)

· Pyramid selling program- S.E.C. brings an action on the theory that the distribution solicitation program is a security

· H: Yes, it is an investment contract
(1) Investment of money

(2) Common enterprise

· How do you figure out common enterprise:

a. Vertical commonality

· Activity of promoter is controlling factor in success or failure of enterprise

· No pooling of investors funds or interests is necessary

· Common enterprise can exist even if there is only a single investor

· Some circuits require promoter to share risks in venture

· Emphasizes common enterprise between promoter and investors
b. Horizontal commonality

· Pooling of investors’ funds or interests

· Pro-rata distribution of profits or sharing of loss among investors

· Emphasized common enterprise among investors
· 2d Cir. requires 
-   H: Finding of vertical commonality enough to satisfy test

(3) Success of scheme dependent on 3rd party’s control

· Investor’s realization of profits is inextricably tied to the success of the promotional scheme

· H: Reinterprets “solely” to mean “primarily” 
United Housing Foundation v. Forman (1975)

· Corporation for building housing financed by low-interest mortgage loans from state and “deposits” from prospective tenants

· H: The “stock” in the housing coop is not a security for the purposes of the 1933 Act
· Use of word “stock” is not determinative, underlying test for a security is the economic reality of the transaction
· Purpose of Act is to regulate capital markets for raising money in order to protect investors

· Word is nor irrelevant because it may lead investor to assume federal securities laws apply, this did not happen here

· Stock also had none of common characteristics of investment stock such as negotiability, voting rights, dividend rights

· Doesn’t meet Howey test: Stock was purchased solely to acquire housing, with no investment for profit

( “Sale of business doctrine”: Limitation on definition of a security

     Federickson v. Powelway (7th Cir.)

· Person was sole shareholder of marina which he sold

· Buyer tried to bring an action under Act because of problems with marina

· H: Not a security that was sold, but a business
Landreth Timber Co. v. Landreth (1985)

· Sale of 100% of stock of company and purchaser makes a claim under 10b-5
· Lower courts held sale of business doctrine applies( no security

· H: Rejects the sale of business doctrine.  This is a security because they sold “stock”, stock is not the same as investment contract, presumption that stock is security- Statutory liberalism

· BUT does not overrule United Housing Foundation v. Forman
· Has always been understood that statutory liberalism cannot be applied to notes because that would encompass far too many transactions

   ( “Notes” as securities:

       § 2(1): A note falls within the definition of a security

       § 3(a)(3):  Exempts from registration requirement notes arising out of a current 

                         transaction or used to fund current transactions

       § 17(c): Exempted notes are not exempt from anti-fraud provision

       1934 Act § 3(a)(10): Defines a security as any note but then excludes from

                                         statute notes with maturities less than 9 months

· Courts have limited the definition of security by using the context clause 

(“unless the context otherwise requires, the term security means…)

Reves v. Ernst & Young (1990)

· Farm coop financed itself by issuing commercial paper to community, which is type of demand note, company is constantly issuing new notes

· Accountant gave financial statements used to secure investor interest

· District court holds that these are demand notes, maturity less than 9 months, and therefore, exempt under § 3(a)(10) of 1934 Act
· S.Ct reverses 

· Treats definitions of term “security” in 1933 and 1934 Acts as identical- Slain hates

· Court refuses to set forth precise formulation for when a note constitutes a security, such as plain meaning of statute, because then new financial instruments would be designed to escape scope of Act

( 2d Cir: Family Resemblance Test

( 7th Cir: Investment/Commercial Dichotomy

( Howey Investment Contract Test

( 9th Cir: Risk Capital Test

· Howey and risk-capital tests do not apply to notes

· Adopts 2d Cir Family Resemblance Test- based on economic realities BUT the standards it lists for determining are the Howey factors

· Factors which indicate whether a note constitutes a security:

(1) Motivations of the buyer and seller

· If seller’s purpose is to raise money for general use of a business enterprise or to finance substantial investments AND buyer’s interest is to secure profit ( note is likely a security

· Probably not a security if it is exchanged to:

( facilitate purchase and sale of a minor asset or consumer good

( correct for seller’s cash-flow difficulties

( advance some other commercial or consumer purpose

(2) Plan of distribution of the instrument: If there is a common trading in the instrument for speculation or investment, likely a security

- Is there a secondary market?

(3) Reasonable expectations of the investing public that securities laws apply to instrument

(4) Existence of another regulatory scheme which significantly reduces risk of the instrument such that application of securities laws is unnecessary

Daniels: Pension plan not a security, meets definition BUT covered by ERISA

Marine Bank: Certificate of deposit not a security because of extensive banking regulations

· Notes that do not constitute securities include consumer financing notes; home mortgages; open account debts incurred in the ordinary course of business; short-term notes secured by a lean on a small business or some of its assets; short-term notes secured by accounts receivable; loans from banks to finance current operations

· H: Notes here are securities
( Franchises: 

· They have many attributes of investment contract under Howey
· Courts have generally held they are not securities

· May depend on  how broad a reading of the word “solely”- how significant is franchise role to profitability of individual investors

· SEC has punted on this issue

· Slain thinks they should be securities

C. What is a “sale”?

§ 2(3): The term “sale” or “sell” shall include every contract of sale or disposition of a security or interest in a security, for value

S.E.C. v. Datronics Engineers (1974)

· Publicly traded company would enter into agreement with private companies to create a wholly owned subsidiary that the private company could merge into

· Agreements required Datronics to spin-off subsidiary’s shares as a stock dividend, but allowed Datronics to keep a portion of the shares as payment for its services

· This way private goes public cheaper and faster

· Issue: Is stock dividend a sale of security that requires registration

· There is no change in the economic situation after the transaction- Shareholders own what they had before in a slightly different form

· Definition of sale is disposition of shares for value-there was no value here

· H: Datronics received value because after it distributed shares of subsidiary, shares it held on to appreciated in price
· H: Datronics is either a co-issuer or underwriter and therefore unable to take advantage of § 4(1) exemption
· SEC is not worried about the current shareholders but the people they will sell to who will have no info about stock

· ( Significant change in corporate practice for spin-offs, get a “no action” letter

Grasso No Action Letter

· SEC agreed to spin-off providing:

(1) Spin-off had a business purpose

(2) Before transaction, subsidiary registers stock under § 12 1934 Act, turns sub into reporting company

(3) At time of transaction, information statement, analogous to § 14(c) filed

2. The 1934 Act Coverage of Issuers

· Intended to deal with trading market in securities( continuous disclosure system

§ 4: Created administrative agency to administer

§ 6: Provided for licensing for securities exchanges

§ 7: Gives Federal Reserve Board authority to regulate

§ 15: Requires registration of broker-dealers

§ 15A: Permits registration of National Association of Securities Dealers- everyone joins because otherwise you have to deal with people at retail prices

§ 12: Registration requirements for securities

§ 12 1934 Act: Register class of securities

§ 5 of 1933 Act: Register units of securities being sold


    § 12(a): Must register securities traded on a national securities exchange

          § 12(b): Info to put in application to SEC for registration

          § 12(g): Issuers with 

(1) $10, 000, 000 in total assets 12g-1
(2) A class of equity security held by >500 shareholders

( must register


    § 12(h): SEC has power to create exempt issuers from compliance with § 13, 

                              § 14, §15(d)

      12g-3: Dealing with ADRs

§ 13(a): Continuous disclosure system

§ 13(b): Authorizes SEC to devise forms for reporting info

13a-1: Requires an annual report Form 10K

13a-11: Requires current report for reporting of extraordinary transactions Form 8K

13a-13: Requires quarterly report Form 10Q

§ 14(a): Authority of SEC to adopt proxy rules

3. The Integrated Disclosure System

· Much of information required for 1933 Act registration was similar to that required for 1934 Act registration but you could not refer back

SEC Release 33-6383: 

· Requirements for 1933 and 1934 disclosures are set forth in a single source, Regulation S-K

· Much of 1933 Act disclosure can be satisfied by referring to 1934 Act filings
· Adoption of 3 tier system
· Adoption of Rule 176: Acknowledging differentiating factors in due diligence obligation under § 11

A. Three Tier System

( Same information requirements, differently satisfied

1. Form S-1

· Use is mandatory unless issuer is eligible to use another form, then voluntary

· No incorporation by reference

· Primarily used by new issuers

2. Form S-2

· Issuer may use if 36 mos in continuous reporting system, current on all filings, and not in default on financial obligations

· Prospectus contains information concerning the offering

· Prospectus delivered with most recent annual report to shareholders and most recent Forms 10K and 10Q

3. Form S-3

· Issuer requirements are largely the same as S-2

· Used for primary offering if the aggregate market value of voting stock held by non-affiliates is $75,000

( Several other specialized forms continue to exist, e.g.

B. Small Business Issuers

· Problem of disclosure overkill for small companies SB-1; SB-2, Regulation SB

· Defined in Rule 405 and 12b-2
· An entity that:

(1) Has revenues of less than $25,000,000

(2) U.S. or Canadian issuer

(3) Not an investment company

(4) If majority owned sub, parent is also small business issuer

C. Rule 176: Lowers the § 11 due diligence responsibilities for those required to investigate the accuracy of information incorporated by reference in short form registrations of seasoned companies (S-2, S-3) as opposed to investigations of initial issuers (S-1)

III. 1933 Act Exemptions

1. Exempt Transactions

A. § 4(2): The provisions of § 5 shall not apply to transactions by an issuer not involving any public offering
· Essence of exemption is that investors can fend for themselves

· Sliding scale to examine:

(1) Informational access

(2) Investor sophistication

· Any 1 offeree or purchaser who does not meet § 4(2) sliding scales destroys the entire exemption

· Presumption: An offering to over 25 people is public

S.E.C. v. Ralston Purina (1953)

· Sold stock to employees without registration and using the jurisdictional means

· Corp classified all offerees who bought stock as “key employees”- (everyone)

· SEC sued to enjoin sales as violation of § 5, Ralston claimed § 4(2) exemption

· There is no definition of “public offering” in the statute

· H: This constituted a public offering
· To be public, offer does not have to be open to the whole world

· Private offering exemption is available only where protection of Act is not needed

· E.g., offering to institutional investors, no matter how many, fits in § 4(2) exemption

· Absent a showing of special circumstances, corporation’s employees are as much in need of protection as any member of the investing public

· Burden of proof is on person claiming exemption
· Court expressly rejects a numerical test, leaves open possibility of public offering to 1

Continental Tobacco

· Company gave offerees information equivalent to that provided in registration statement, didn’t register claiming § 4(2) exemption

· H: Exemption unavailable because investors must not only have information but must have access- have information by reason of some relationship with issuer, “insider”
B. § 4(1): The provisions of § 5 shall not apply to transactions by a person other than an issuer, underwriter, or dealer

( Issuer § 2(4): Every person who issues or proposes to issue any security

· Then look at § 2(11) issuer

( Dealer § 2(12): Every person who engages in the business of dealing or trading

                            in securities BUT exemption for “dealers” under § 4(3) lifts

                            regulatory burdens created by § 4(1) once registration period

                            ends

( Underwriter: ….

(1) Who is an “underwriter”?

§ 2(a)(11): Any person who

(1) has purchased from an issuer [or controlling person] with a view to the distribution of a security

(2) offers or sells for an issuer in connection with a distribution

(3) participates or has a direct or indirect participation in the activities covered by 1 or 2

(4) participates or has a participation in the direct or indirect underwriting of any such undertaking

· Common element: Purchase, sale or underwriting activity at issue must be in connection with distribution

· No definition of “distribution” in the Act, probably co-terminus with “public offering”

· Underwriter does not include persons whose interest is limited to a commission from an underwriter or dealer

S.E.C. v. Chinese Consolidated Benevolent Association (1941)

· Group of volunteers encourages people to buy Chinese government bonds for patriotic reasons

· Group claimed § 4(1) exemption

· H: Group was acting as an underwriter because it was “selling” unregistered securities on behalf of issuer
· “Sell” in the context of § 2(11) means not only to transfer title of the security, but also to solicit offers to buy the security’s title for value

· doesn’t matter that issuer did not specifically authorize

· H: Group solicited offers to buy for the issuer in connection with a distribution
· Gratuitous solicitation can constitute an offer, any continuous solicitation that would result in a distribution

· Dissent: Criticized broad reading of “underwriter” in § 2(11)
· “For an issue” language implies relationship between people making solicitation and issuer of securities, ( had no relationship with issuer here 

( Promoters, officers, or control persons who actively promote an unregistered offering may, depending on the circumstances, be considered underwriters

( What constitutes purchase of a security with a view toward distribution?

· Where non-control person purchases unregistered security for long-term investment( not a view toward distribution (Holding period issues)

· Even where no investment intent, resale of unregistered security by non-control person only constitutes a distribution if the resale violates the criteria of the issuer’s original exemption

S.E.C. v. Guild Films Co., Inc. (1960)

· Sale of stock held as collateral for bank loans

· Stock had legend prohibiting transfer without registration under 1933 Act

· Bank brought state court action to have ( transfer stock into their name and sold part of stock to public to repay loan, even though SEC had issued an adverse opinion that stock could not be sold without registration

· Issue: Are the banks underwriters

· H: Yes
· Doesn’t matter that banks did not purchase shares directly from (, Act covers every disposition for value of a security

· Effect of case: Controlling shareholder of corp who wants to borrow money and pledge stock, but bank who takes this a s collateral will not be able to sell it because controlling shareholder is considered an issuer under § 2(11) and therefore bank would be an underwriter

· Problem raising money

(2) Who is a § 2(11) issuer?

· For purposes of determining who is an underwriter, § 2(11) issuer is:

( Any issuer as defined under § 2(4)

( Any person directly or indirectly controlling the issuer

( Any person directly or indirectly controlled by issue

( Any person under the direct or indirect common control with the issuer

· So, § 2(11) defines as underwriters

( Any person who purchases from a control person with a view to distribute the security

( Any person who sells for a control person in connection with a distribution

( Any person who directly or indirectly participates in a control person’s distribution

· Problem of defining control:

· Status as officer or director alone has never been squarely been held to constitute control

· Concept of controlling group

United States v. Wolfson (1968)

· Wolfson owned 40% of stock, controlled corp, sold more than half his holdings without registration

· Criminally prosecuted for willful violation of § 5
· Claims § 4(1) exemption

· Issue: Are transactions between control persons and brokers exempt from registration when brokers are considered underwriters under § 2(11) [making control persons issuers]?

· H: No
· ( claimed that § 4(1) should apply since they are not issuers, underwriters, or dealers but it only applies to transactions, not classes of persons

· brokers who sold for ( are considered underwriters under § 2(11) so stock was sold in a transaction by an underwriter, not exempt under § 4(1)
· § 4(4) exemption unavailable to ( because it is designed to exempt the broker’s part in the securities transaction, the broker’s activities, seller has to have own exemption, can’t rely on broker’s exemption 

· The volume of sales here indicates a distribution rather than an ordinary brokerage transaction, so broker may not even have exemption

C. § 4(4): Brokers’ transactions executed upon customers’ orders on any exchange or in the over-the-counter market but not the solicitation of such orders

In re Ira Haupt & Co. (1946)

· Schulte is president of corp, owns 92% of stock, which declares a whiskey dividend

· Schulte contracts with broker, Haupt, to sell small blocks of shares

· SEC: Haupt is an underwriter, § 2(11) applies to persons selling for an “issuer” in connection with a distribution of a security, Schulte is an “issuer” for § 2(11) purposes because he is a controlling shareholder

· H: He is involved in a distribution, defined as the entire process by which in the course of a public offering the block of securities is dispersed and ultimately comes to rest in the hands of the investing public
· Distribution because sold large number of shares in a short period of time

· H: Haupt’s characterization as an underwriter trumps any broker’s exemption in § 4(4)
· Effect: Brokers are wary of dealing with controlling shareholders

· Schulte cannot be prosecuted because he is exempt under § 4(1), there is a gap in statute’s coverage, agent’s act violates law, but the principal’s does not

D. Continuing Problems With § 4(1), § 4(2) Exemptions

· Private placement exemption had been read so narrowly as to be almost read out (need not only initial information disclosure, but access to information by reason of position)

· Investors in private placement transaction used § 12(1) as a “put” provision: Deal goes bad within 1 year, allege violation of § 5 and rescind

· Locked in shareholders: Shareholders who purchased in § 4(2) transaction and try to sell, may be considered underwriters (securities purchased with view to distribution)

· SEC refused to define a holding period which would deem an investment intent

( Change in Circumstance Doctrine:

· Argue that you bought with investment intent but personal circumstances forced earlier sale

· Must be unforeseeable 

( Fungibility Doctrine:

· If you hold both restricted and unrestricted securities, SEC will consider you to be selling restricted shares first

· Controlling shareholders: Are locked in not only with § 4(2) placements but in open market transactions as well

· ( Wheat Report
· SEC Response:

( Rule 144: Deals with locked in shareholder problems

( Rule 146: Deals with § 4(2) exemption( Regulation D

( Rule 147: Deals with § 3(a)(11) exemption

· Issuer must be incorporated and doing business in state of offering
2. Exempt Securities

· Exemption goes to § 5 registration requirements, still subject to § 12 and § 17 liability

A. Permanent Exemptions: Securities are exempt from § 5 in anybody’s hands, at any period during their life

§ 3(a)(2): Government securities, securities issued or guaranteed by banks,

                 interests in trusts maintained by banks

§ 3(a)(3): Short-term notes

§ 3(a)(4): Non-profit issuers

§ 3(a)(5): Securities issued by savings and loans

§ 3(a)(6): Railroad equipment trusts

§ 3(a)(8): Insurance policies and annuities

B. Temporary Exemptions: Really additional transactional exemptions

§ 3(a)(9): Exchanged securities, securities exchanged by issuer with existing

                 shareholders

· Convertible security, conversion is exempted transaction

§ 3(a)(10): Securities issued in bankruptcy reorganization

§ 3(a)(11): Intra-state exemption

IV. The 1933 Act Exemptive Rules

1. Regulation D, Rule 501-508

· § 3(b): Authorizes SEC to develop exemptions when registration is not necessary to protect the public interest or investors

· § 4(6): Provided a new transaction exemption for offers or sales to “accredited investors” where:

(1) The offering price was not over $5 million AND

(2) Where there was no advertising or public solicitation in connection with the offering

· § 2(15) defined accredited investor

· Secondary distribution by control persons are not possible under Reg D
· Reg D is a legislative rule based on § 3(b) and an interpretive rule based on § 4(2) and § 4(6)
· Legislative rules are “blank check” authority; interpretive rules are entitled to great deference

· Even if interpretive rule is declared invalid, § 19(a) creates a safe harbor which insulates from suit persons previously relying on rules

· Reg D is exemption from § 5 only, not antifraud provisions, specific and technical rules

a. Introductory Notes to Regulation D

· Note # 2: Nothing in Reg obviates need to comply with state securities laws

· Note # 3: An attempt to comply with Reg D exemption does not bar an issuer from claiming the availability of any other applicable exemption

· Note # 4: Regulation D only exempts transactions by an issuer, and not its affiliates

· Note # 5: Reg D can be used for Rule 145 transactions

· Note # 6: Even if all the requirements of Reg D are satisfied, exemption does not apply to schemes to evade to defraud

· Note # 7: Regulation S transactions are considered separate and apart from Regulation D transactions

b. Rule 501: Provides definitions

· Broader here than in Rule 215
· Accredited investors include:

( Institutional investors

( Big organizations

( Key insiders (directors, executive officers, general partners of issuer)

( Millionaires: Net worth of over $1,000,000

· Definition of accredited investor defective in not excluding value of personal residence in net worth calculation

( Fat cats: Individuals who have had for 2 years, and expect to have annual

                 income of $200,000

( Venture-capital firms

( Sophisticated trusts

( Accredited-owned entity

c. Rule 502: General Conditions

502(a): Integration of offers: Under 505 and 506 there is a ceiling on number of purchasers, when do you combine number of purchasers for multiple offers?

· 6 month safe harbor: Offers made 6 months apart will not be integrated into single offer

· Factors indicating that offers will be integrated:

(1) Are sales part of a single plan of financing?

(2) Do the sales involve issuance of the same class of securities?

(3) Have the sales been made at or about the same time?

(4) Has the same type of consideration been received?

(5) Were the sales made for the same general purpose?

502(b): Requirements apply only 505 and 506 transactions

· Information that must be furnished to purchasers, not offerees

· There is no disclosure requirements for offerings made exclusively to accredited investors

· BUT, if there is any nonaccredited investor, disclosure to all nonaccredited investors becomes mandatory 502(b)(1)
· All purchasers, whether or not accredited, are given a due diligence right

502(c): Limitation on manner of offering

· Prohibits issuer or any person acting on its behalf from offering or selling a Rule 505 or 506 security by any form of general solicitation or advertising

In re Kenman

· Broker-dealer sent information concerning limited partnership offerings to Fortune 500 officers, doctors

· H: General solicitation
· FN 6: If preexisting relationship exists, SEC will no treat new offers as “general” solicitation

· Result: For offerings, forced to go to big brokerage firm with established client base

502(d): Limitations on resale

· Securities acquired under Reg D have status of those acquired in § 4(2) private placement, can’t be resold without registration or an exemption

· At mercy of those you sell to, some try and get Investment Representation Letter that you won’t turn around and sell

· Steps issuer can take to prevent:

(1) Reasonable inquiry

(2) Written disclosure

(3) Legend on certificate- critical as constructive notice

d. Rule 503:  Filing Requirement

· File Form D with SEC no later than 15 days after first sale of securities

e. Rule 504-506: Substantive Exemptions

504: (1) Non-reporting issuer

        (2) Up to $1,000,000 limitation during 12 month period

505: (1) Any issuer who has not run afoul of Rule 262
        (2)  $5,000,000 limitation

        (3) No advertising, no general solicitation

        (4) 35 purchasers- Really 35 nonaccredited purchasers
506: Safe harbor rule for private offering exemption of § 4(2) 

(1) Any issuer

(2) Any amount

(3) No advertising, no general solicitation

(4) 35 purchasers, sophistication limitations

Disclosure Obligations:

( If only to accredited investors( none

( If nonaccredited investor

(1) Reporting company: 10-K, subsequent filings, brief description of particular offering

(2) Non-reporting company: Varies according to size
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f. Rule 507:  Serious about filing

· Bars issuer from using exemption if issuer, predecessors, or affiliates have violated 503, can be waived at SEC discretion

g. Rule 508:  Inadvertent and insignificant defense for issuers who have failed to follow all protocols of Reg D

· Unless noncompliance goes to heart of exemption, purchasers cannot back out of investment on pretext of noncompliance that affects others

2. Rule 701: Employee offerings

· Only available to non-reporting companies covers high-tech start ups and guest ownership in closed corporations

· Securities are restricted, 504 securities are not if they have been blue-skied in state
3. Rule 144: Safe harbor for secondary distributions

· Creates a safe harbor for resales of control and restricted securities

· Operation of rule turns on conclusion that transactions that meet requirements are not “distributions”

· Vast majority of locked-in shareholder problems solved

· Not an exclusive rule, if don’t meet other exemptions are available

144(a): Definitions

144(a)(1): Affiliate is any person that controls, is controlled by, or is under common

                 control with an issuer

144(a)(2): Person

(1) Relative or spouse in same home as person

(2) Any trust or estate in which such persons are collectively 10% owners or serve as trustee

(3) Any corporation in which persons are 10% owner

144(a)(3): Restricted securities

(1) Securities acquired from the issuer or an affiliate in a transaction not involving a public offering

(2) Securities subject to resale limitations of Reg D or Rule 701(c)

(3) Securities acquired in Rule 144A transaction

144(b): Creates a safe harbor for:

(1) Any affiliate or person who sells restricted securities of the issuer

(2) Any person who sells restricted or non-restricted securities of an affiliate

( deemed not to be engaged in distribution

144(c): Information requirement

( Reporting issuer must be up to date with filings

( Non-reporting issuer, information contemplated by Rule 15c2-11(a)(5) must be publicly available

144(d): Holding period for restricted securities

-  No holding period for unrestricted securities

· Restricted securities cannot be sold until 1 year after acquired from issuer or an affiliate (whichever is later)

· Where acquired by purchase, 1 year period does not begin to run until full purchase price of other consideration is paid by purchaser

· If purchased with promissory note, giving of note will only be deemed full payment IF full recourse, secured by collateral, paid in full prior to sale of securities under rule

( Determination of Holding Period:

(1) Restricted securities acquired through stock dividends, splits, and recapitalizations are deemed to have been acquired at time that the stock on which the dividend was paid was acquired

(2) Securities acquired through conversion are deemed to have been acquired at time the convertible security was acquired

(3) Pledged securities:

( Non affiliate:  Pledgee can tack on holding period 

( Affiliate: Pledgee of the affiliate pledgor can tack holding period if pledged

                  with recourse BUT if securities were pledged without recourse then

                  they are deemed acquired at the time of pledge

(4) Donees can tack on holding period of the affiliate donor

(5) Trusts can tack on holding period of affiliate trust settler

(6) Estates

a. Where deceased was an affiliate of the issuer, estate can tack holding period of deceased

b. BUT no holding period required if information requirements are satisfied and

(i) Estate is not an affiliate OR

(ii) Estate’s securities are sold by a beneficiary who is not an affiliate

(7)  Rule 145(a) transaction, holding period starts on date securities were acquired

144(e): Limitation on amount of securities sold

· For all 144 transactions, EXCEPT 144k, there is a volume limitation which is the greater of 1% of securities outstanding or average trading volume over a four-week period
· In calculating amount of shares outstanding, you count both the public float and the shares held by affiliates

a. Sales by affiliates: Sales of restricted AND non-restricted securities within the preceding 3 mos period cannot exceed the greater of:

(1) 1% of shares of the class outstanding shown by the most recent report or statement published by the issuer OR

(2) The average weekly reported trading volume in such security during the preceding 4 calendar weeks as reported on NASDAQ or consolidated transaction reporting system

b. Sales by non-affiliates: Sales of restricted securities cannot exceed same as above BUT this rule does not apply if Rule 144(k) is satisfied

c. Amounts sold by a donee or trust, during any 3 mos period within 2 years after the acquisition of the securities by the donee or trust, shall be aggregated to those sold by donor or settler of trust

d. Amounts of securities sold by pledgee or purchaser of pledged securities during any 3 mos period within 2 years after a default in the obligation secured by the pledge shall be aggregated with the amount of securities sold by the pledgor

e. When 2 or more affiliates or other persons agree to act in concert for the purpose of selling securities of an issuer, all of the securities sold by such persons during any period of 3 mos shall be aggregated

144(f): Manner of sale

· For all sales under this rule, sale can only be done through

(1) § 4(4) brokers’ transaction OR

(2) Transaction directly with a market maker

· Seller cannot solicit buy orders or make any payment in connection with sale other than broker’s commission

( This restriction does not apply to sales under Rule 144(k)

144(g): Brokers’ transaction rules

· Broker’s transaction is transaction in which broker does no more than execute a sell order as an agent AND receives no more than usual and customary commission

· Broker can’t solicit buy orders, but can talk to other brokers or dealers who have indicated an interest in the securities during previous 60 days

· Brokers required to make reasonable inquiry to determine if seller is engaged in a distribution:

(1) Length of time seller has held securities

(2) Amount of securities sold in last 6 mos by sellers and others grossed-up

(3) Whether seller intends to sell same class of securities through others

(4) Number of outstanding shares or trading volume of class sold

(5) Whether seller has solicited buy orders

144(h): Notice of Offering

· Must file Form 144 with SEC if you sell, during any 3 mos period, more than 500 shares or securities with an aggregate price of more than $10,000

· Notice requirement does not apply to Rule 144(k) sales
144(i): Bona fide intention to sell

· Can’t file notice as per rule 144(h) if you don’t plan to sell securities within a reasonable period of time after filing notice; to prevent shelf offerings

144(j): If you don’t qualify to sell securities under this rule, you can still try to sell under other rules or statutory exemptions

144(k): Special provision for non-affiliates holding restricted securities

· A person selling restricted securities is not subject to 144(c)(e)(f)(h) requirements IF:

(1) Is not an affiliate at the time of the sale

(2) Person has not been an affiliate during the preceding 3 months AND

(3) 2 years have expired since the securities were acquired from the issuer or an affiliate

· Use 144(d) to determine if holding period is satisfied

Rule 144 Problems:

· Basic is NY corp

· 1, 500, 000 shares outstanding

· 700, 000 held by persons who purchased in public offering in 1992 or in the after market

· 800, 000 held by persons who shares were sold by the issuer in § 4(2) transaction when company was organized in 1975 or later

1. ( Is this an affiliate?  
   Fred: Chairman of board and largest shareholder- Affiliate 144(a)(1)

( Are these restricted securities?

  Securities: Shares purchased from issuer- Restricted security 144(a)(3)

( Current Information Requirement:

   Met because Basic is a reporting company which is not in default under § 13
( Is holding period met?

   Yes, well over one year
( What is the limitation on amount of securities sold?

· Fred is an affiliate- 144(e) applies

· Greater of 1% of outstanding (15,000) or average of 4 weeks market trading (17,000), so Fred can sell up to 17,000

· He can sell other 8,000 shares in 3 months

( Manner of sale

   Broker’s transaction

( Notice of offering needed

2. Cannot sell new shares because holding period of 1 year is not met BUT no fungibility doctrine applied to 144 so he can still sell other securities, have to trace the certificate to know which he is selling
3. Basic is in default because it is a reporting company and has to satisfy reporting for 12 prior months, fact that 15c2-11(a)(6) information is available is irrelevant, this only applies to non-reporting companies, so therefore, Fred can’t sell.
4. ( Is Irving an affiliate?
   No, not controlling, just an investor( 144(k) can apply

( Are these restricted securities?

   Yes, acquired from issuer

( Current Information Requirement: Excluded under 144(k)
( Is holding period met?

   Yes, over one year
( What is the limitation on amount of securities sold?

    There is none because 144(k) applies 

(1) Irving is not an affiliate

(2) Irving has not been an affiliate in the last 3 months

(3) It has been over 2 years since he acquired securities from the issuer

5. Irving can still sell all his securities but current information is not required under 144(k).
6. ( Is Prexy an affiliate?
   Yes, President and Chief Operating Officer is assumed to control 144(a)(1)

( Are these restricted securities?

   60,000 in market transaction: Unrestricted securities bought in a market

                                                   transaction

  10,000 in § 4(2) transaction: Restricted
· Holding of unrestricted securities will not block sale of restricted securities because the fungibility doctrine does not apply to 144 BUT 144(e)-1 counts amount of unrestricted securities in overall limitations.  Prexy can sell only 17,000 securities, unrestricted and restricted combined.

( Current Information Requirement

( Holding Period: Does not seem to be met here

7. Divorce problem
( Affiliate:

   Prexy is an affiliate; Mrs. is not

( Restricted security:

· 25,000 shares acquired in 1996 from issuer in § 4(2) transaction- Restricted
· 25,000 shares acquired in May 1999 in market transaction- Unrestricted
· When Mrs. gets shares they are ALL restricted because 144(a)(3)(i) defines restricted securities as any security acquired from an affiliate, which husband is, in a private transaction
( Current information requirement

( Holding period:

· This will depend on characterization of transaction- Gift or purchased by exchanging marital rights

· If donee, under 144(d)(3)(v), she can tack holding periods( then Mrs. meets holding period BUT then 144(e)(3)(iii) provides that the % limitations applicable to donor are applicable to donee for one year after date of gift
· She has to gross up for 1 year, for every 3 month period, she and donor husband have 1% sale limitation to share between them
· Gross up only refers to sales so transfer from husband to wife does not fall within 1 % limitation
· If purchaser, 144(d)(1) holding period begins when shares have been paid for.  However, does not have to gross up with her seller 

· SEC No Action Letter:

(1) Ex-wife can tack holding periods

(2) Does not have to gross up

· Donee for holding period; purchaser for volume limitations
· No real concern about schemes to avoid registration
· If husband and wife are living in the same house, one is affiliate through other
8. Charles Capitalist
( Is he an affiliate?

   No

( Are these restricted securities?

   40,000 shares from Basic § 4(2) transaction 1996: Restricted
   15, 000 shares in market transaction in Nov. 1999: Not restricted

(a) Gift to son, son can sell does not need 144 can use § 4(1): Transaction by any person other than an issuer, underwriter or dealer

(b) Daughter’s sale

( Is she an affiliate? No( 144(k)

( Restricted securities? Yes, from 1996 § 4(2) block and there is no fungibility doctrine

( No current info requirement or limitation on amount

(c) Can sell unrestricted securities through § 4(1) exemption and restricted with 144
9. Founder bought shares in a market transaction so they are not restricted in his hands BUT restricted in Buyer’s hands because he bought shares from an affiliate 144(a)(2)(i)

· Holding period begins when purchaser pays in full BUT does non-recourse financing interrupt holding period?

· NO, because the person to whom he is giving non-recourse financing to is not the seller, but his sister
· If it were the seller, the seller would not have been paid in full yet and holding period would not have started
· Purpose is to make sure seller is not an underwriter
10.  The issue is the sister’s holding period- does it begin when she gets the shares or when they were pledged to her.  Under 144(d)(3)(iv), full recourse pledges can be tacked, so holding period begins when Buyer’s holding began.   
11. Mike Manager
( Is he an affiliate?

   No

( Are these restricted securities?

   5, 000 in market transaction in 1997: Unrestricted
   5,000 purchased from issuer in § 4(2) transaction: Restricted
· Non-affiliate selling unrestricted shares can use § 4(1) exemption (No problem about restricted shares because fungibility doctrine does not apply to 144)

      ( Holding period: Under 144(e) need to wait one year BUT then there is 17,000

                                   limitation (doesn’t matter in this case)

· Under 144(k) need to wait 2 years but there is no limitation on amount

12. Mike being fired has no impact.  What about change of circumstance doctrine?  SEC’s view is that with adoption of 144 disapproved of doctrine.
13. Short sale: Sell shares of a corporation you do not own in anticipation of decline in price.  Broker comes up with shares for the individual.  Later individual buys shares at lower price and recoups the difference.
· Nothing in 144 says that a short sale has any effect on holding period but it seems plausible that it should interrupt because individual does not pay until later.

· Theory of holding period: Investing person is not a underwriter, looking to distribute

· With short sale, no investment risk, if market goes down- good but if goes up sell for a profit

· Initial draft of 144: Short sale interrupted, no more but there is an amendment to that effect

14. Solicitation alone prevents 144 applicability
· Broker has become an underwriter because Founder is an affiliate, broker violated § 5

· Under Wolfson, Founder is also in violation through his agent
· Illegal offering- Purchaser can rescind under § 12(1); she can sell under § 4(1)
15. He can sell 17,000, these are unrestricted securities, there are no holding period requirements but still subject to volume limitation in 144(e)(1) because Prexy is an affiliate

4. Reorganizations

· Originally, Rule 133 stated that securities acquired through reclassifications, mergers, or substantial asset purchases did not involve “sales” of securities under 2(3) because investors were not making a buying decision in their individual capacity

· Abuses resulted

· Rather than repeal 133, SEC promulgated 145
· 145: These transactions constitute “sales” but also impose additional requirements

a. Rule 145: Covers 3 types of transactions

(1) Reclassifications

(2) Mergers or consolidations

(3) Transfers of assets

· Transactions constitute sales( securities issued as a result of transactions must be registered

· Shareholders entitled to vote must be presented with prospectus of new securities to be issued prior to vote Rule 153(a)
145(b): Amends all provisions relating to offers prior to date of registration

- Reconciles requirements of proxy rules with requirements of § 5 1933
145(c): Disappearing corp and its affiliates are underwriters of securities of surviving corp which are being issued

· How can they sell shares? Could register and sell immediately, otherwise would need Evergreen Prospectus ( “Leak out” provision 145(d) (general compliance with Rule 144 BUT 144 doesn’t apply here because these are not restricted securities)

b. Form S-4

· Disclosures required by proxy rules and in this prospectus are identical, so SEC developed Form S-4 which serves both: “wrap-around” prospectus

5. § 4(1)1/2 Exemption

§ 4(2): Exempts offer and sale to institutional investors

· If institutional investor sells to another institutional investor should be exempt but not exactly covered, they are underwriters so no § 4(1) exemption, and § 4(2) is limited to sale by issuer ( § 4(1)1/2

·  How does 4(1)1/2 buyer get out?

( Sale to another 4(1)1/2 investor

( Get issuer to register securities for you by contract

( As a non-affiliate holding restricted securities can sell under 144

   Successive 4(1)1/2 investors can tack holding period needed for 144

6. Rule 144A: Sort of codified § 4(1)1/2 exemption
- Not an exclusive rule, other exemptions available

Deals with problems of:

( Foreign issuer who wants to tap U.S. securities market through sales to U.S. institutional investors but does not want to register

( High tech start ups

( U.S. issuer who wants to make private placement of debt securities with institutional investors

· Creates a trading market within 4(1)1/2 exemption, trading market for restricted securities in the hands of Qualified Institutional Buyers
( No holding period required

( No restriction on manner of sale

( Only requirement: Buyer must also be Qualified Institutional Buyer

( At inception of Q.I.B. trading, security cannot be traded on exchange or NASDAQ

· Get out of Q.I.B. market with 144
7. Regulation S

· Offers and sales of securities by U.S. issuers outside U.S. were thought to be beyond scope of U.S. securities laws but there was a concern that foreign buyers would turn around and resell securities into U.S., bypassing laws

· Reg S lists 3 categories of securities

· Reg makes securities sold outside U.S. by U.S. issuer restricted securities which can only be sold under 144

8. Rule 147

· Issuer must be incorporated and doing business in state of offering for § 3(a)(11) exemption

V. 1933 Act Registration Process

1. Preparing and Processing Registration Statement
a. Advantages of going public

( Raise capital

( Makes company better known to public

( Increase in net worth increases ability to borrow

( Employees: Can use stock as compensation and give employees stake in value

                       of  company

( It is hard to find good management for closely held corporations

( Sense of accomplishment for entrepreneur

( Increased liquidity

b. Disadvantages of going public

( Front end costs

( A lot of disclosure which could help competition (including audited financial statements, management compensation, sales and accounts receivable)

( Enormous increase in administrative costs for public companies

( Change bookeeping: Closely held in accordance with tax accounting; public in accordance with GAAP

c. Finding an underwriter

· Although approaching an underwriter seems to be an offer to sell, which would violate § 5 without registration, § 2(3) exempts preliminary negotiations or agreements between issuer and underwriter and among underwriters

2. Permissible Activity
A. The Pre-Filing Period

§ 5(c): Idea is to inhibit early formation of selling groups, dealers are prohibited from making offers to buy but doesn’t prohibit private person from making an offer to buy or underwriters from making offer to buy into selling group

· Broad definition of offer in § 2(3) BUT preliminary negotiations and agreements between issuer and underwriter are excluded

· Have to be careful about advertising, this is considered “conditioning the market” amounting to “gun jumping”

· Reporting companies have an obligation for continuous disclosure that may conflict with anti-gun jumping rule ( Rule 135
· 135(a): Permits companies to disclose:

( Intention to make a public offering

( Amount and type of securities being offered

( Manner and purpose of the offering

-     Bars companies from reporting:

( Identity of the underwriters

( Security’s offering price

B. The Waiting Period

· During the waiting period it is permissible to make oral offers and shop deal around because § 5(c) only requires that registration has been filed, not approved

· § 5(a): Prevents from selling or making an unconditional offer, cannot effectuate sale until registration if effective

· § 5(b)(1): Prevents distribution of any prospectus that does not satisfy § 10
· § 10(a): Final prospectus

· § 10(b): SEC can permit use of a prospectus that has been filed but not approved

- Legitimated “red herring” practice 

· Rule 430: Sets forth disclosure requirements for a preliminary prospectus to be used during the waiting period, cannot use after registration statement is effective

· § 2(10): A “prospectus” is any offer to sell, or confirmation of sale, that is made in writing, by radio, or television

· After registration statement is effective, communication will not be deemed prospectus if recipient had received a § 10(a) final prospectus prior to or with communication

· § 8(a): Acceleration

· At agency’s discretion, review disclosures in registration statement, conditions on acceleration:

(1) NASD  approving compensation for securities firms participating in offering

(2) Wide distribution of preliminary prospectus

(3) Underwriters satisfying financial capacity requirements of 1934 Act

(4) Measures to ensure compliance with rules on stabilizing purchasers during distribution

· Rule 460(a): You need to comply with this rule in order to be entitled to acceleration

· 460(b): Preliminary prospectus should be given to each underwriter and dealer anticipated to be involved in the transaction within a reasonable time before the anticipated effectiveness date of the registration

· 1934 Act 15c2-8: Requires brokers to give preliminary prospectus to requesting members of the public

· Rule 461: If NASD determines unfairness SEC will not allow acceleration of registration’s effectiveness

· Rule 430A: Deals with how to get prospectus out quickly once you have SEC final approval

· If cash deal, can go effective without price information which can be added after registration statement becomes effective, with a separate term sheet

· Permissible activity:

( Creation of selling group is permitted, so long as underwriters make no binding commitment and all communications are oral

( Tombstone Ad § 2(10)(b)

( Rule 134: Identifying statement

· Can say price but must also state from where one can get preliminary prospectus or to be accompanied or preceded by prospectus

( Rule 135: Company announcement

· Limited to announcements by issuer

( Rules 137-139: Brokerage recommendations

   137: Rule for nonparticipating broker-dealers, does not cover recommendations

           about non-reporting companies

( Dealer can make an offer to buy

- Not an “offer” in contract sense where buyer just needs to consent

( Dealer can orally offer to sell a security because § 2(10) definition of prospectus does not include oral offers

( Only things you can send regarding security are 

(1) Preliminary prospectus

(2) Identifying statement

Diskin v. Lomasney (1971)

· ( offered to sell ( stock in Continental “when, as and if issued”; registration statement has been filed but not effective, sends a letter

· Confirmation of sale was sent and when registration became effective, a prospectus was send

· ( bought shares and later brought action to rescind transaction under § 5(b)(1)
· H: (’s offer did not conform to offer during waiting period limits, § 5(b)(1) was violated even though ( had chance to read prospectus before paying for shares 

· Letter sent constituted prospectus under § 2(10)  but violated § 5(b)(1) because it did not conform to § 10
· Once letter is sent, cannot cure by later sending final prospectus

· Sending confirmation is also a violation of § 5(b)(1), it is also a prospectus that did not comply with § 10
· Friendly says it would have been fine if ( had given ( a copy of preliminary prospectus along with first letter- WRONG:


C. The Post-Effective Period

· Once registration statement is effective you can:

( Sell the security § 5(a)(1)
( Deliver the security in connection with a sale § 5(a)(2)
· Now, preliminary prospectus may no longer be used, only § 10(a) final prospectus

· If broker sends a confirmation of sale before delivering security, confirmation must be accompanied or preceded by final prospectus

· Free writing, as long as §10(a) prospectus accompanies

· § 11(a): Only creates liability for statements that were untrue at the time the registration statement becomes effective

· Selling security using a false registration statement violates:

( § 12(2)
(  10b-5

( § 17(a)


S.E.C. v. Manor Nursing Homes (1972)

· Sold an “all or nothing” offering of securities, kept money for shares that had been sold even though all were not sold in specified time period and continued to try and sell the remainder

· These facts were not disclosed in prospectus, material misstatements, SEC brought an action for violation of § 17(a) and § 5(b)(2) of 1933 Act and § 10(b) and 10b-5 of 1934 Act

· Violated § 17 and 10b-5 by not including information, violated § 5(b)(2) by delivering security without a prospectus that meet requirements of § 10(a)
· The implication is that such a prospectus must contain true and accurate information as of time it is used 

· Misinformation viewed as so critical that final prospectus is essentially nonexistent( voiding its use to confirm sales or accompany stock deliveries

· If this case were followed, people would never sue under § 11 because (s have a due diligence defense, they would sue under § 5(b)(2)( you would always be able to rescind

Case has effect of reading § 11 and § 12(2) defenses out of the Act


( If material is inaccurate at effective date: File amendment § 8(a), does not

               become effective until SEC declares

            ( If material is right at effective date, becomes inaccurate: Stickered prospectus

               Rule 424: Prospectus you give to customers does not have to be the same one

                                you gave for registration, you just have to file new one with SEC

D. Dealer’s Exemption § 4(3)
· Transactions by a dealer are exempt from § 5 EXCEPT 

§ 4(3)(A): Transaction involving unregistered securities which have been offered                    

                  to public for less than 40 days
§ 4(3)(C): Transactions involving securities where

(1) Dealer participated in original offering as underwriter AND

(2) Dealer is selling shares from his original allotment

§ 4(3)(B): Transactions involving registered securities which have been offered to

                 the public for less than 40 days

Rule 174: Delivery obligations

· Eliminates delivery time period if issuer was subject to § 13 of 1934 Act prior to filing of registration statement OR

· Changes to 25 days (from 40 or 90) if securities are listed on an exchange or NASDAQ as of the offering date

· Anyone who buys from a dealer during the first 40 days of an illegal offering can rescind under § 12(1)
· § 4(3) gives right to rescission to any person who should have gotten a prospectus

· Rule 153: If a security is traded on exchange and you are required to deliver prospectus to satisfy § 5(b)(2) you can satisfy delivery requirement by sending prospectus to exchange

E. Shelf Registration

§ 6(a): Interpreted as only allowing registration of securities for immediate offering, nonetheless, EXCEPTIONS:

( Can register underlying debt when there are detachable warrants- need Evergreen Prospectus
( Ira Haupt situation, where controlling shareholder wants to continually sell- now there is 144

a. Rule 415:

· 415(a)(1)(i)-(a)(1)(viii): Codified prior practice

· 415(a)(1)(x): Any issuer eligible to use Form S-3 can now register any type of security for the shelf

· 415(a)(2): Issuer can only shelf register an amount of shares which can reasonably be expected to be sold within 2 years
· Registration statement under this rule is hollow: references 1934 Act disclosures, beyond incorporation by reference only states amount of securities to be sold and price per security

· Rule is seldom used for equity securities because the market treats shelf registration as dilution event, lowering the price of outstanding securities Market Overhang
( Effect on Underwriters:

· No requirement for underwriter to be named in 415 shelf registration statement, role sharply reduced

· Only participate in offerings immediately before the start of distribution

· Little due diligence performed by underwriters

· Relationship business (long-term financial advice + due diligence review) ( commodities business, function of price

· Criticism: § 11 imposes liability on underwriters for misstatements BUT nature and timing of 415 transactions makes it impossible for underwriters to perform level of due diligence necessary to establish defense

· ( Rule 176
· 415 Consequences:

(1) Underwriting becomes a function of price only

(2) Transaction cost of offerings was dramatically reduced

b. Rule 176: To drop the underwriter liability out of § 11 for shelf-registered securities

· Lowers the quantum of proof necessary for underwriter to establish due diligence with respect to:

(1) Underwriting arrangements which reduce underwriter’s role in transaction 176(g)
(2) Information which is incorporated by reference 176(h)
· Rule has not been judicially tested

F. Blank Check and Penny Stock Offerings

· Selling stock for over $5/share is not a penny offering

· Don’t know what you are doing with money, nothing to really disclose

· § 7(b): Regulates penny offerings, radical departure from pure disclosure philosophy of 1933 Act

· Similar to merit regulation of old Blue Sky laws

· Rule 419: Dealing with blank check companies

· SEC can require:

(1) Proceeds of sale in escrow

(2) Securities themselves be escrowed to preclude after market trading

(3) Right of rescission for people once company has decided what they are doing with money

3. Regulation A Alternative
· Register under A without financial statements, it is for small businesses

· Not really registered so no § 11 liability

· Slain thought S-B forms, which are simplified, would eliminate this

VI. 1933 Act Remedies Redux

1. Materiality

· Liability of any kind, civil or criminal, depends on materiality of information

Basic, Inc. v. Levinson (1988)

· Case involving alleged affirmative misrepresentation
· Basic involved in merger discussions with another corp but publicly denied and denied knowing of any reason why Basic’s tock was trading heavily and setting new highs

· Buyout of other corp finally announced and shareholders who had sold prior to announcement at less than final buyout price brought class action

· Claim: Injured by having sold at artificially depressed prices in a market affected by (’s misleading statements

(1) Materiality

· Court rejects 3rd Cir. and 6th Cir. formulations for materiality

· 3rd Cir: Info is not material until there is an agreement-in-principles because too much info confuses shareholders, merger negotiations require confidentiality, value of bright line rule

· 6th Cir: Any statement that you make that is untrue is by definition material

· H: Adopts standard of materiality of TSC Industries v. Northway (1975) in proxy-solicitation context for 10b-5 (and presumptively for all other sections of securities act)
· H: Standard of materiality: Omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote (would have been viewed by reasonable shareholder as significantly altering the mix of information made available)
· Probability plus magnitude test
· Rule only forbids misstatement about material facts, need independent determination of material facts
· FN 17: 10b-5 Does not impose obligation to speak

· “No comment” = silence

· BUT if we deny when not true and say “no comment” when is true, “no comment” = yes

· FN 18: No authority to alter materiality standard depending on who brings action or whether insiders have profited recognize that trading and profit by insiders can serve as an indication of materiality (SEC v. Texas Gulf Sulphur Co.) 

(2) Class Certification

· If you conclude that reliance is a matter of individual proof, individual elements predominate( no class, which effectively means no lawsuit because individuals won’t sue

· (s can show they were harmed by (’s misconduct even though they did not rely on anything he said or did by Fraud on the Market Theory
· Fraud on the Market: Semi-strong form of EMH says that at any time price of stock reflects all publicly available information, when ( sold they relied on current market price being fair one that reflected all known information.  (’s misstatement (or when ( bought without disclosing material non-public information) made price different from what it would have been had he fulfilled obligations.  Bought/sold based on market price, received less because of  (‘s wrongdoing, economic loss caused by this wrongdoing

· White Dissent: It is wrong to take judicial notice of EMH because that implies it is universally accepted as true

· Also not true that people rely on market price as accurate, they buy when they think it is low and sell when they think it is high

· Slain: Could have shown derivative reliance (broker, media relied on info) rather than drag in complicated economic theory

· Court said ( could rebut presumption of reliance BUT HOW?

(1) Show that challenged misrepresentations did not affect stock price OR

(2) ( would have traded regardless of misrepresentation

· Basic’s intent was not to defraud (to keep deal quiet) so how does this fit in with definition of scienter in Ernst
· In non-disclosure cases, reliance assumed

· Slain: Believed reliance would be subsumed by materiality if standard was sufficiently high BUT Court refuses to raises standard and keeps assuming reliance is required in 10b-5 cases, because it is based on state tort of deceit

Accounting Series Rel. No. 99

· Standard for materiality is not quantitative, but qualitative
· § 13(b)(2): Creates a federal  standard for reporting companies as to books and records

· Books must be in good enough condition to:

(1) Permit management to police accountability for use of corporate assets

(2) Permit preparation of financial statements in accordance with GAAP

· A deliberate misstatement, even if it does not involve a material item, may violate § 13(b)(2)
In re Franchard Corporation (1964)

· Primary shareholder borrowed funds from corp without authorization or disclosure, pledged his controlling stock for additional personal loans

· When directors discovered forced repayment and charged an increased rate of interest

· 2 part proceeding:

(1) SEC action for “stop order” to suspend effectiveness of corp’s registration statements

- This has no immediate legal consequence to issuer, no one can rescind, past 1 year statute of limitation 

(2) Requiring in post-effective amendment an admission of poor management standards (Now this would be required in Reg S-K)

· Corp: These things are not material

· Issue 1: Was fact that key executive in trouble and borrowed from corp material?

· Corp tries to argue this was only 1% of corp assets so not material BUT standard of materiality is qualitative, not quantitative
· Issue 2: Directors’ standard of care in managing corp is NOT a material fact which must be disclosed
· Registration statement need not contain this information since 1933 Act does not define federal standards of directors’ responsibilities for management, any rules on management have to come from states

· (This is a fiction as there is no state law in this area, SEC is creating federal common law based on what state law would be)

· Case holds that anything that raises question of management integrity are material

United States v. Matthews (1985)

· ( charged with conspiracy to bribe and having been elected as director by false proxy statement which failed to disclose his part in the conspiracy

· Claim that the proxy statement concerning information about ( is misleading because of failure to include info about bribe and conspiracy

· Was tried on both issues and acquited on bribe, tax… but convicted on proxy charge

· 2d Cir H: There is no evidence of bribe, conspiracy… and no obligation to disclose criminal conduct, he was not found guilty so there is no way he could be guilty of not disclosing his guilt
· There is no generalized duty to report things not asked for BUT Franchard holds that anything that implicates integrity of management should be disclosed- How can you reconcile these 2?

2. Soft Information

· Used to exclude from prospectus any information that was not historical (e.g., Bar Chris the saturation of market was not in prospectus)

· Because issuer has an insurer’s liability for accuracy of information in prospectus under § 11 there is no motivation for estimations about the future

· Policy shift indicating that forward-looking and predictive information, soft information, may be includible within very narrow limits( no one did it because of § 11 liability risk

· 1983, SEC required disclosure of soft information: Management Discussion and Analysis
· Regulation S-K, Item 303: Sets forth what has to be included

· 2 parts:

( Full fiscal years

( Short periods

(1) Liquidity

(2) Capital resources

(3) Results of operations

In re Caterpillar (1992)

· Operations of parent and sub were consolidated and separate results of sub were not available, this was consistent with GAAP

· MD & A in 10-K does not refer to situation in Brazil and sub info, learn that Brazil is volatile and then file 10-Q, MD & A still does not discuss

· Once management had the hard numbers, they did exactly what they should

· Defense for not including earlier is that we did not have a handle on it yet

· MD & A has its own distinctive standard of materiality- If event is troubling and there is reasonable certainty of occurrence but cannot quantify or estimate significance( Must disclose
Wieglos v. Commonwealth Edison (1989)

· Rule 415 shelf offering for common stock, prospectus did not discuss the estimated cost of completing power plant

· Prospectus included basic information and all other info incorporated by reference

· From Sept. registration statement until offering, and subsequent purchase by ( costs went way up

· ( sues under § 11, does not have to prove he was misled by info of which he is complaining, reliance is not an element
· District court held the underestimation of cost was not material

· 7th Cir reverses as this is info reasonable investor would like to know( meets Basic standard of materiality

· Defense: Rule 175
· Rule 175: Safe Harbor- Protects forward-looking statements from charges of fraud providing statements:

(1) Have a reasonable basis AND

(2) Are in good faith
· Only applies to SEC filings

· BUT ( is not alleging fraud and fraud is irrelevant to § 11 case-only whether material info is wrong

· Nonetheless, court holds that 175 does apply because the thrust of the rule is to encourage management projections that would not otherwise be given for fear of § 11 liability

· Construes “fraud” in 175 to be shorthand for all bases of liability under the 1933 Act

· Even though (s knew price would be higher, didn’t know how much so not liable for not disclosing before they had a solid number

· H: Securities laws don’t require disclosure of tentative information
· Court says knowledgeable investors would know estimates are off since they are predicated on everything being perfect which it never is

· For average investor, stock price impounds these estimate inaccuracies-Efficient Market Hypothesis Semi-Strong Form

· Public buyer relies on marker professionals so if they are not misled, public is not misled

· ( also allege violation for failure to disclose need for licensing

· H: No duty to disclose every single step in process, this was minor, ( complied with all requirements of disclosure of Reg S-K
§ 27A of 1933 Act: Different than Rule 175:

(1) Safe harbor is not limited to filings with SEC, includes any communication, including oral, even apart from new offerings

Oral statement must be:

( Identified as forward-looking AND

( Accompanied by oral cautions and make reference to a readily available document that satisfies statutory, meaningful cautionary standard

(2) Standard of liability is different from rest of Act, scienter requirement
In re Worlds of Wonder (9th Cir. 1994)

· Prospectus for junk bonds, in MD & A thought there was enough cash for 10 months but ran out immediately

· H: No liability in respect of this inaccurate information
· Bespeaks caution doctrine: If assertion is made with clear caveat of serious risk this undercuts reliance( this doesn’t matter for § 11; and undercuts materiality--. Unclear how this is so

Easterbrook: This doctrine elevates totally routine boilerplate language to position of great importance

· No court has ever applied this doctrine to anything but soft information

3. 1933 Act Standing

Barnes v. Osofsky (2d Cir. 1967)

· Shares were issued pursuant to prospectus, then a second offering, (s bought after second offering and cannot trace shares back to registered shares

· H: § 11 recovery covers only shares traceable to those offered pursuant to the registration statement
· “Such security” refers to particular units of this class, NOT securities of that class now registered or previously outstanding
· (s argue that if prospectus is materially wrong they are equally affected if bought in initial offering or other offering, could still have case under 10b-5b BUT scienter needs to be shown

· If this was an initial public offering but you bought in the secondary market you could have a claim under § 11, only requirements:

(1) Bought securities and can trace them

(2) Bought within the statute of limitation

· After Gustafson this begins to be questioned

4. § 12(a)(1)(2)

§ 12(1): Any person who offers or sells a security in violation of § 5 is liable to the

              purchaser

§ 12(2): Any person who offers or sells a security using a materially misleading

              prospectus or oral communication is liable to the purchaser

              2 Defenses:

(1) Purchaser knew of falsity or omission at time of purchase

(2) Seller didn’t know and in exercising reasonable care could not have known

      Damage remedy is rescission
· Who is a seller under § 12(1)
Pinter v. Dahl (1988)

· Pinter is registered securities dealer, Dahl gets other involved in venture

· Pinter prepared subscription agreement, stating no registration and Rule 146 (predecessor to 506) and private offering exemption relied on

· Venture failed, Dahl and other investors sue under § 12 for rescission alleging it was unlawful because not registered

· Pinter counterclaimed that Dahl had promised to bring sophisticated, qualified investors and provide them with necessary information( Dahl’s suit should be barred by equitable defenses of estoppel and in pari delicto
· Further, Dahl may himself be a “seller” and liable for contribution to other (s claims

· H: Common law defense of in pari delicto is available in a private action brought under § 12(1)
· Who is a seller?

· Anyone who passes title BUT Act defines “sale” and “offer to sell” in such a way that solicitations are covered so liability extends beyond persons who actually have title to securities( agents would be covered

· H: § 12(1) does not cover persons who urge a purchase but whose motivation is solely to benefit buyer
· Buyer is not considered to have “purchased” from one who gives gratuitous advice, this is not a solicitation

· H: § 12(1) covers only those persons who successfully solicit the purchase, motivated at least in part by a desire to serve their own financial interests or those of the securities owner
· Courts that use “sellers are those whose participation in buy-sell transaction is a substantial factor” is too broad- would include lawyers, accountants

· Case is remanded 

Gustafson v. Alloyd (1995)

· Case involved sale of all or substantially all the stock of a closed corporation

· Stock purchase agreement contained warranty covering the validity of certain financial statements and providing for monetary remedy if they are off

· Because of low materiality standard, this is material but if we reformulate materiality inquiry to “would this have changed investment decision?”- Obviously no because parties contemplated this and still wanted to invest

· After purchase, statements turn out to be false, ( foregoes remedy and sues for rescission under § 12(2) (Stock purchase agreement is prospectus under § 2(10), rescission right for false prospectuses)

· (can’t sue under § 12(1) because § 4(1)1/2 exemption allows controlling shareholder of a closed corporation to engage in a private placement without registration, which this is)
· Baly (3rd Cir): § 12(2) does not cover private placements or secondary market transactions, only initial public offerings
·  Other circuits did not follow
· S. Ct H: § 12(2) only applies to public offerings
· Steps in analysis:
1. Defines “prospectus" as document that must comply with § 10

2. Private placement doesn’t require § 10 prospectus (since exempt from § 5)
3. Therefore, there can be no liability under § 12(2) for private placements
4. Only look to actual definition of prospectus under § 2(10) as an afterthought
· Says that a prospectus is only “a document that describes a public offering of securities by an issuer or controlling shareholder”
· Has effect of reading confirmation letter out of definition, seems to suggest you need a selling document
· Slain: This is ridiculous
· Under this analysis, exempt securities would be precluded from liability BUT Court says municipal securities are covered, how?
· H: The Court holds that oral communications covered by § 12(2) are oral communications that relate to a prospectus
VII. The Williams Act

1. Overview

· Proxy contests to take over board never work, U.S. shareholders vote with management or sell

· Dealing with corp where stock is selling well below assets value (if not, management would be doing a good job)

· Ads are placed inviting people to offer their shares

· Offers:

(1) Offer is irrevocable for some time

(2) Payment at small premium over market

(3) Aiming for 50% + 1 (First come, first bought out)

· People were jumping to sell as soon as possible so they don’t get shut out, don’t tender you are minority shareholder with management you don’t know

· Always worked, happened so quickly management could not defend

· ( Williams Act: Amendments to 1934 Act, regulates process, no substantive regulation

· Statute intended to be neutral as to target and bidder, protecting shareholders of target company

· Statute does not define tender offer
· 1 effect of Williams Act: Premiums went up dramatically

· Market price will go up to tender offer price discounted for possibility that tender offer will fail

· Shareholders sell when price gets up close to tender offer price, because would rather take small loss rather than risk uncertainty that with tender offer, may not happen and get nothing

· Who buys? Can’t be bidder because of 10b-13

· Risk Arbitragers: Buy and arbitrage risk, when they have lots of stock and will definitely tender corp is “in play”, inevitably will be sold, question of to whom

· Risk arbitragers hoping for competing tender offer to drive up price

· 80s-90s: Tender offers as friendly deals, alternatives to statutory mergers

Because Q ratios: Stock is undervalued because of inflation so corp does not want to issue more stock and sell it at low price, would rather have bidder buy corp outright

2. § 13(d)

( § 13(d): Person acquiring 5% or more of any equity security registered under § 12 

                 has to file with SEC a 13(d)(1) within 13 days of acquisition

                 -  EARLY WARNING LINE

( § 13(d)(1): 

(1) Who are you?

(2) Where is $ coming from, whose financing? What’s relationship with financer?

(3) Do you have any side deals?

(4) What are your intentions in purchasing the stock?

· Groups or person can constitute a person under § 13(d)(1)

Tends to inhibit institutional investors to cooperate with 1 another to take strong stands vis-à-vis management, which SEC has always been in favor of (SEC had amended 14(a)(2), definition of proxy solicitation, to encourage dialogue between investors)

· § 13(d) does not provide for any private right of action but courts have implied it

· Issuer has standing to sue under this implied action, not true of other implied actions 

GAF Corp. v. Milstein (2d Cir. 1971)

· Together 4 (s, who owned company that was merged into GAF, owned over 10% of convertible preferred stock of corp, which was a class of securities registered under § 12 of 1934 Act
· (s became hostile to management, waged proxy contest and lost

· later 2 of (s bought additional stock and filed § 13(d) reports denying any intent to take over the company

· ( alleges (s formed an intent as a group to act in concert, at which point “the group” had an obligation to file under § 13(d)
· Seeking an injunction prohibiting (s from acquiring more stock or voting shares acquired during alleged conspiracy

· H: Organizing a group that owns more than specified % with a view to seek control of corp is a reportable event under § 13(d)
· It may be difficult to show when a group is formed

· Burden of proof is on (
· (s argue that even if they are a group, the group has not acquired any stock, so no obligation to file

· H: The formation of the group constitutes the acquisition of all stocks of the individuals comprising the group
S.E.C. v. First City Financial Corp. (D.C. Cir. 1989)

· Belzberg gets Greenberg to buy stock, G believes stock is for B

· If shares were meant to be purchased for ( on that day, would have pushed holdings above 5% and triggered 10 day reporting period of §13(d)
· Later date arranged for written purchase so it would seem that stocks had not been purchased until later date

· B is trying to “greenmail”- buy up stock, initiate a tender offer, convince people you are bad news and then sell back stock at a premium

· District court found that stocks had been purchased at earlier date and should have filed 13D, enjoined from future violations and ordered disgorgement of profits, based on the fact that if ( had made § 13(d) disclosure earlier, they would not have been able to buy shares so cheaply

· H: This was not an abuse of discretion
· H: Any formal or informal means by which a person owns investment or voting power in stock is beneficial ownership
· (s try to argue that this was a violation of a technical notice statute so disgorgement is not appropriate

· BUT § 13(d) requirement is at the heart of the tender offer rule and they benefited from not giving notice

· ( has burden of proof of establishing that part of profit was legally derived-impossible to prove

· Chimney Jewel Sweep: Deemed to be responsible for loss of more valuable

· SEC amended proxy rules, 14a-2(b)(2), so that some communication between institutional investors would be exempt from definition of proxy solicitation in order to promote activism BUT 13d-5(b)(1) holds that while agreeing on a voting pattern is not a solicitation , the group shall be deemed to have acquired beneficial ownership and 13D obligation is triggered
3. § 14(d): What is a tender offer?

· Statute does not define tender offer

( § 14(d): Regulates process of making offers, applies only to § 12 securities

· Key event in tender offer is commencement 

· § 14(d)(2): Any kind of communication which is public and announces target, amount of securities, and price range is commencement

· On day of commencement:

· Tender offer statement (essentially same info as § 13(d)(1)) must be filed and hand delivered to issuer

· Regulates timing of steps

· § 14(d)(4)-(6): How to disseminate info to shareholders (long-form/short-form)

· Bidder must be provided with opportunity to make direct solicitation of shareholders, can demand on day of commencement that issuer/target provide

(1) Up to date shareholders list OR

(2) Undertake to mail materials to shareholders on bidder’s behalf

- Preference for this, don’t want to turn over list, want to avoid direct contact

· Statute gives narrow withdrawal and proration rights but gives SEC authority to give broader rights, which they have

· § 14(d)(6): Take all stock a pro rata 

· § 14(d)(7): Pay increased consideration to all

· Therefore, practical for someone to do competing tender offer at higher price

· 14d-7: Shareholder can revoke tendered shares and withdraw at any time until the offer closes

· 14d-10(a)(1): All Holders Rule: If make tender offer, must make it to all persons who hold that class of stock

· 14d-10(a)(2): Best Price Rule: Give everyone who tenders best price that you give anyone who tenders

· § 14(d)(8): Requires stock be taken ratably from everyone who tenders (if you get twice as much, take it at 50%)

· No benefit to tendering early 

· 10b-13: Forbids person making tender offer to buy alongside in any other way 
· § 14(f): Directors elected as part of tender offer, issuer shall transmit to SEC and

                shareholders who would be entitled to vote same information as would be

                required if such persons were nominated for election as directors at a

                meeting of such shareholders

SEC v. Carter Hawley Hale (9th Cir. 1985)

· CHH management took defensive measures against tender offer by getting a White Squire to get a blocking position

· And went to buy their own stock, block inadequate price for tender offer and give those shareholders who wanted to sell a chance

· SEC alleged this was a violation of § 13(e) (governs issuers purchasing their own stock) and 13e-4 (Applies tender offer rules to self-tenders)

· No definition of tender offer in the securities laws

· Court adopts 8 factor test of Wellman
(1) Active and widespread solicitation of public shareholders for shares of an issuer [NO]

(2) Solicitation made for a substantial % of issuer’s stock

[District Court: Without (1) no, S.Ct: Could be but not reversible error]

(3) Offer to purchase made at premium over prevailing market price

[No premium, bought at market price, although this is up from pre-tender price]

(4) Terms of offer are fixed rather than negotiable [Not]

(5) Offer contingent on tender of a fixed number of shares [Not]

(6) Offer only open for a limited period of time [Not]

(7) Offeree subjected to pressure to sell stock 

[Without premium and time crunch( no additional pressure]

(8) Public announcement of a purchasing program concerning the target company precede or accompany rapid accumulation of large amount of target company’s stock  [No]

( Not a tender offer( not a violation of 13e-4

· Slain thinks (7) and (8) may be met 

· Court doesn’t say how many need to be met

· Alternative test, S.G. Securities is if issuer solicits large % of shares, it is a tender offer( too broad, court rejects

Hanson Trust PLC v. SCM  (2d Cir. 1985)

· ( publicly announced intention to make a cash tender offer

· ( tried to acquire shares with a leverage buyout

· [Leverage Buyout: Combination of management buyout and a high degree of leverage

· Management buyout: Acquisition for cash or non-convertible senior securities of business of public corporation by a newly organized corp in which members of former management of public corp will have a significant equity interest, pursuant to a merger or other combination

· Leverage: Involves use of debt to increase return on equity

· LBO: MBO that is highly leveraged, newly organized acquiring corp has high amount of debt in relation to its equity

· Management (or group they form ) forces shareholders to make tender offers for own shares

· All shares redeemed except for those owned by management

· Finance by borrowing and mortgaging

· Gives management carrot, equity if things go well, and stick, have to make things go well because need to make debt payments

· Idea that management works best when desperate]

· ( increased tender offer and reserved right to terminate if ( granted anyone option to purchase assets at low price- Crown Jewel Lockup
· ( entered into new leveraged buyout agreement, with a poison pill, ( terminated offer

· On same day, ( made 5 privately negotiated cash purchases and 1 open market purchase of stock

· H: Private purchase of shares after termination of tender offer is not a tender offer
· Court says they are not adopting Wellman test but they seem to be applying it

· Whether solicitation is a tender offer turns on, based on totality of circumstances, whether there will be substantial risk that solicitees will lack information

· Purpose of tender offer rules is disclosure and therefore there is an argument that a transaction cannot violate if engaging in full disclosure, manipulative effect is not actionable
4. Rules 14d-2; 14d-10: The Substantive Rules

· § 14(d)(2): Any kind of communication which is public and announces target, amount of securities, and price range is commencement

· 14d-2: Date of Commencement of Tender Offer

· 14d-10: Equal Treatment of Security Holders

· 14d-10(a)(1): All Holders Rule: If make tender offer, must make it to all persons who hold that class of stock

· 14d-10(a)(2): Best Price Rule: Give everyone who tenders best price that you give anyone who tenders

Epstein v. MCA, Inc. (1995)

· 14d-10: Best Price Rule and All Holders Rule enacted pursuant to § 14(d)(7)
· Major shareholder entered into a contract with bidder to exchange his stocks for stock redeemable at 106% of tender offer price

· Contract entered into before tender offer and only becomes effective if tender offer closes

· ( alleges this is a violation of 14d-10
· § 14(d)(7) does not provide for a private right of action but may be implied under Borak
· 4 Part Test of Court v. Ash:

(1) Congressional intent

(2) Whether ( is part of a class for whose special benefit the statute was enacted

(3) Whether it would be congruent to purpose of legislation to allow cause of action (Hard to see why this would not be the case)

(4) Whether this is an issue traditionally left to state law 
·  (2)(3)(4) met, (4): States cannot enforce this, § 27 of 1934 Act gives federal courts exclusive jurisdiction (if no private right ( no remedy available)

· Private right of action allowed

· Was deal part of tender offer?

· H: Wasserman transaction: Terms conditioned on terms of public tender offer, this transaction was an integral part of offer and subject to 14d-10 requirements
· H: Wasserman transaction offered different consideration, violation of 14d-10
Sheinberg Payment: (’s evidence gives rise to a disputed issue of material fact and precludes SJ for (
5. Greenmail

Kamerman v. Steinberg (2d Cir. 1989)

· Alleging a violation of § 13(d) because there was no disclosure of plan to greenmail

· Court holds that the target company was not misled in any way, so no harm, no foul

· This could more appropriately be brought, if at all, under § 18 of 1934 Act
· Greenmail finally was ended by Congress through the Tax Code § 5881 was an excise tax on greenmail, 50% of profit taxed and was non-deductible
6. § 14(e)

( § 14(e): Anti-fraud provision, not so limited, debt securities would be covered

· 14e-1(a): Tender offer must remain open for 20 days

· 14e-3: If tender offer has commenced, it shall constitute a fraudulent, deceptive, or manipulative act within the meaning of § 14(e) for any other person who is in possession of material non-public information to purchase or sell any security of such companies

Piper v. Chris-Craft Industries, Inc. (1977)

· Chris-Craft made a tender offer for Piper (registered under § 12) shares

· Piper gets a White Knight, makes competing offer

· Transaction requires registration under 1933 Act, because registered securities and under Williams Act

· White Knight did not disclose it was trying to sell company for $5 mill, this relates to value of BP (White Knight)( violates § 14(e)
· BP wins tender, Chris-Craft wants to sue for violation of tender offer rules

· 4 Part Test of Court v. Ash:

(1) Congressional intent

(2) Whether ( is part of a class for whose special benefit the statute was enacted

(3) Whether it would be congruent to purpose of legislation to allow cause of action (Hard to see why this would not be the case)

(4) Whether this is an issue traditionally left to state law 
· H: Bidders are not part of the class for whose especial benefit the Williams Act was enacted (and no Congressional intent and state law of tortious interference with contract)( do not have standing to bring implied private actions for violations of the Act 

· Case finally decides purpose of Williams Act: Not to benefit bidder (or target), to protect target shareholders

· The net effect of permitting cause of action would be to transfer losses of attempted bidder to the exact group the statute is designed to protect-shareholders of the target company since they are now shareholders of successful bidder

· Several circuits-1 after Piper- have permitted injunctive relief
· 2nd Cir allowed nontendering stockholders to join target company as (s (tendering ones don’t need 14(e) because they fall in 10b-5)

BUT authority that target shareholders may not sue their own corporation for chilling the offer by misrepresenting the offeror’s intentions

· Shareholders of target could have standing to sue under § 14(e) but typically no damages

· At least 2 things BP did violated:

(1) 10b-13 is violated because they bought alongside the tender offer

(2) There is disclosure defect in the prospectus that BP registered for its own securities to be issued

· Why doesn’t Chris-Craft try to sue under § 11 of 1933 Act for this defect? They did not acquire any shares of BP so they have no standing to sue

VIII. The Implied Actions

1. In General

Kardon Case (1947): Held that § 27 created private right of action, although not intended as such

· First private right of actions in proxy area

· First, state courts treated proxy violations as normal elections, only remedy to vote out

· Finally, S.Ct recognizes private enforcement as a necessary complement to enforcement by SEC under 14a-9 

J.I. Case v. Borak (1964)

· ( alleges that merger already consummated with another corporation would not have been approved by shareholders but for misleading proxy statements

· Issue: Whether there is a private right of action

· H: Yes

· Chief purpose of Act is the protection of investors, which implies the availability of judicial relief to private parties when necessary to achieve that result, despite no specific reference to private right of action

· Derivative actions by shareholders also fall within sweep of Act because to deny would be tantamount to denial of private relief

· Relief: Court may provide such remedies as required to make effective the purposes of the Act, including unwinding a merger (courts never do this)

· Remedies are not limited to prospective relief

· After Borak people thought S.Ct will do the same thing for 10b-5 as 14a-9

· BUT that doesn’t really follow since a private right under 14a-9 does not displace any state law while 10b-5 is basically the tort of deceit which is recognized under state law

· Slain believed S.Ct would be daunted by state-federal law conflict if a private right was created( wrong

· Superintendent of Insurance: FN 9 Settled that there is a private right of action under 10b-5

Mills v. Electric Auto-Light (1970)

· Case alleging violation of proxy solicitation

· BUT this case turned 10b-5 into an industry because even if no damages corp pays attorney’s fees
· Parent( sub ( grandsub merger

· Parent controlled grandsub board, which recommended merger to shareholders

· (If this was a DE corp would not have needed shareholder vote because they owned 54%, only need simple majority, here need 2/3)

· ( complains that recommendation did not disclose this info

· Regulation S-K, item 403 requires the disclosure on the proxy form of any group with more than 5% stock
· ( waited to start suit because if they had begun early enough, corp would have made minor alteration to proxy form and meeting would have gone forward

· District court: Defect is material (Slain: It is trivial)

· Harm found but need causation (tort case)

· Not possible to determine if shareholders relied on info

· Court looks for transaction causation (not loss causation), see if votes were necessary

· Deceit:

(1) Misrepresentation

(2) Materiality

(3) Reliance: Transaction causation

(4) Scienter: purposeful conduct (not really needed for 14a-9)

(5) Loss

· District Ct: Remanded to see if there is loss causation

· Interlocutory Appeal( 7th Cir: Affirms materiality, reverses on causation

· For causation: Can’t look at reliance, have to look at fairness of transaction

· Unfair = Transaction causation

· S.Ct: Causation issue only, materiality issue never before Court
· FN 7: Shareholders will vote for any good deal (not necessarily true), cut the shareholders voice out of causation inquiry

· Not required to prove reliance

· If defect is material this is sufficient showing of causal relationship between violation and injury if proves that proxy solicitation itself, rather than particular defect, was essential link in accomplishment of transaction 
· (s merely have to show the merger could not have been carried out without the submission of the proxy materials to minority shareholders

· Case awards damages and attorney fees

· 2 significant consequences:

(1) If such trivial defect material ( anything may be (Court did not rule on materiality but it is perceived this way)

(2) If you establish a violation, regardless of any economic impact, attorney’s fees paid by corp

·  (Meeting required in those cases because of stock exchange requirement)

· Did Mills enhance shareholder protection?

· YES: Low standard of materiality improves disclosure

· NO: Such a low materiality standard,

(1) Drafters interested in defendability, not disclosure

(2) Encourages friviolous litigation

(3) S.Ct tries to limit this litigation by limiting standing (rather than deal with materiality) which prevents real claims as well  

· Court began to see that implied actions under federal securities laws were going to subsume all issues

· Turning of the tide: Cannon v. University of Chicago: Unanimous court found implied action under Civil Rights Act but Rehnquist and Powell concurrence recognizes that there is no authority for the implication doctrine

· From then on, Court will  only find a private action if expressly provided for by Congress, either in language of statute or legislative history

Touche Ross & Co. v. Reddington (1978)

· § 17(a) of 1934 Act requires filing of reports by broker-dealers with the SEC

· ( and the Securities Investor Protection Corporation sued, alleging that broker-dealer had falsified financial reports required under § 17(a) and that ( failed to follow proper auditing procedures to discover such fraud

· there is no claim that (s relied on financial statements, never even saw them, argument is that if auditors had noticed, would have alerted SEC, would have been shut down, no losses

· Whether there is an implied action is a matter of statutory interpretation of the intent of Congress
(1) Did Congress provide for it in statute?

(2) If not, does legislative history suggest they intended it?

· H: No indication of Congressional intent for private remedy under §17(a)
· Congress provided for private remedy in § 9(e), § 16(b)
· § 18(a) provides private right of action for false statements, this is limited to those who sell or purchase in reliance on reports, absent congressional intent cannot imply a remedy broader than what Congress provided for here 

2. Rule 10b-5, § 17(a) of 1933 Act, § 14(e), Rule 14a-9

      Rule 10b-5:  Failure of buyer to disclose nonpublic, material facts in connection 

                with purchase or sale of stock via an instrumentality of interstate 

                      commerce gives rise to an action by seller for rescission or damages
Ernst & Ernst v. Hochfelder (1976)

· (s are accounting firm that had audited brokerage firm that had been carrying on massive fraud (customers’ account( own accounts)

· Accountants missed a number of clues, yet no suggestion that they ever intended to defraud or mislead

· 2d Cir: Always held scienter was needed for 10b-5 violation

· 9th Cir: 10b-5 could be violated negligently

· Wolf suggested it could be violated even without negligence???***

· H: ( will be liable under 10b-5 only if he acted with scienter, intent to deceive, manipulate or defraud
· Rationale: Rule 10b-5 was promulgated under § 10(b) which seems to require purposive conduct/scienter, so the fact that the language of 10b-5 is very similar to § 11 of 1933 Act which does not require scienter does not decide the issue

· FN 12: Definition of scienter: Conscious intent to defraud, must be intentional and material, leaves open question whether recklessness is enough

· Post-Ernst courts have concluded making a misstatement recklessly, constitutes scienter (Roth v. Blyth; Eastman Dillon & Co.)

· S.Ct reaches this definition because the statute, not the rule, defines the outer limits of rule “any manipulative, device, deceptive advice or contrivance”

· FN 7: Does not get to question of whether aiding and abetting a 10b-5 violation is a violation

· Note: Seller was selling fictitious security, but fictitious security had already been held to be security under Seeman v. United States
Aaron v. SEC (1980)

· 2 reps of brokerage firm were making false statements to solicit orders for stocks of a company, manager, Aaron, does nothing

· SEC sues to enjoin Aaron from violating § 17(a) of 1933 Act and § 10(b) and 10b-5 of 1934 Act

· District court finds conduct purposeful

· 2nd Cir: Affirms judgement but holds negligence would be sufficient when SEC suing

· (Why did 2d Cir even discuss negligence, because judge was in favor of advancing SEC litigating position)

· S.Ct: Logic of Ernst requires scienter applies here

· H: Requirement of scienter applies to injunction proceedings brought by SEC
· But 1934 §21(d)(1) seems to expand the possibility of injunctions whether or not conduct violates 10b-5, § 21 eliminates requirement to prove all elements of violation

· H: Congress did not intend to exempt scienter

· No scienter( no injunction against 10b-5 violations
· 1933 17(a)(1): “To employ any device scheme or artifice to defraud”

· H: “Employ” indicates intentional conduct
· BUT § 17(a)(2)(3): “To obtain…through misstatement”, “To engage in any business that would be fraud”( NO SCIENTER REQUIRED

· BUT 10b-5 has identical language to § 17(a)(2): Why do you need scienter for one and not the other?

· Because 10b-5 is pursuant to §10(b), must be interpreted consistent with this, Court already held needed scienter in Ernst
· § 17(a) has no limitation of authority

· Is there a private right of action under § 17(a)?

· Did not matter before because you had 10b-5 but now different requirements

· § 17(a) negligence action applying to all purchases (not sales)
· S.Ct has not resolved but every court of appeal says NO

· Private right of action would have effect of reading § 11 and § 12 out of the 1933 Act

· No court held there was a private right of action under § 17 because it didn’t make sense to imply when there was an express action available in §12(a)(2)
· BUT now after Gustafson v. Alloyd it matters because there may not be an action under § 12(a)(2) for private placements

· Burger Concurrence: Why are we even litigating this, who would ask for injunction in absence of scienter, if you didn’t think they were doing it on purpose and were going to do it again, why would you need injunction?

· After this, courts looked more carefully at reasons for giving injunction, look for showing of intent or possibility of further violations

Santa Fe Industries, Inc. v. Green (1977)

· (s unhappy with price they were getting for short-form cash out merger

· But did not want to use state-law appraisal rights, brought federal suit under 10b-5

· [Big difference in stock price under asset appraisal and market price- look at Q ratio graph.  Consequence of inflation is people would rather own assets than paper (stock and money), hard assets take on disproportionate value and stocks are undervalued with respect to replacement cost]

· Raises corporate law question of appraisal rights: What are you entitled to? Value of stock OR your share of the value of the underlying business, replacement value

· 2d Cir: Held there is no argument that ( was deceived, only that there was no business purpose to the merger

· H: Cannot be a violator of 10b-5 or 14a-9 where there is no misrepresentation and full disclosure
· If full disclosure( not actionable under securities laws

· Before this case, it was thought that securities rules and 10b-5 was going to subsume all of corporate law

· NO, where ( violates fiduciary duties (but full disclosure) take claim to state law

· Breach of fiduciary duty cannot by itself be a violation of 10b-5 

( Tremendous increase in state cases on fiduciary duties

Burlington v. Shriver: 14(e) case: Securities laws do not create fiduciary duties, only disclosure duties

Weiner v. The Quaker Oats Company (3rd Cir. 1997)

· Companies make statements all the time, not only in SEC filings, what are the effects on these statements and do they give rise to liability under federal securities laws?

· Apple case:  Made statements for purpose of selling product to distributors, not to encourage investors to buy stock-Apple lost case

· Here, made forward-looking statements about debt-equity guideline and future growth

· (s don’t allege these statements were incorrect when made but by repeating and/or not repealing created an assumption that they are still true

A. Statements regarding total debt-to-total capitalization ratio guideline

· Materiality: By including in annual report, repeated in next year, investor could have no ground for anticipating it would rise significantly as it did

· H:  Would be material to reasonable investor 


B. Earnings growth projection

· Statement at meeting that they were confident of achieving certain %, might, if left unmodified, supported an action under 10b-5

· Statements of soft information from high-ranking corporate officials can be actionable if they are made without reasonable basis, if statement contained no explicit cautionary language, bespeaks caution doctrine
· BUT statement did not remain “alive” in the market, unmodified until the merger and therefore, did not have deleterious effect

· Phrase “over time” inoculates 

· H: No reasonable investor would find material  prediction like this followed by qualifier 
· Effect of these sorts of decisions is that corporate counsel will advise to say as a little as possible

· This would seem an anomalous result of regulation such as the securities laws whose ultimate aim is disclosure to investors

Adams v. Standard Knitting Mills (6th Cir. 1981)

· Chadbourn, public company, agreed to merge with Standard, OTC companay, for common and preferred stock having same value as Standard stock

· Dividends were to be paid on preferred and it was to be redeemed for cash

· Chadbourn had loan agreements which restricted its ability to pay dividends on all stocks but in a footnote in the financial statements described restriction as only on common stock
· Former Standard shareholders sued Chadbourn, Standard, accounting firm that audited proxy statement soliciting approval for merger

· Sue for violation of 14a-9 and 10b-5 for including false statements in proxy statements

· (Events of this case are before Rule 145 which says that merger can be considered a sale, therefore, there is no sale and no standing for (s to sue under § 11of 1933 Act )

· Issue: Will outside accountant who has negligently included false statements in proxy statement be liable under 14a-9 or 10b-5
· H: No because scienter is required for 10b-5 
· What are the elements of liability for 14a-9:

· Distinction between outsiders/insiders

·  Scienter required for outsider-does not benefit from false proxy
· BUT the language of 14a-9 suggests strict liability, same language as § 11 of 1933 Act and § 14(a) does not limit in any way

· S.Ct has not spoken on this

· What is meant by scienter: Is it conscious fraud (as described in FN 12 of Ernst & Ernst v. Hochfelder or intent to do what you did, does it just mean being conscious?

· If conscious fraud- this is missing in Basic and Supreme Court upheld a 10b-5 violation there

3. Standing

Birnbaum v. Newport Steel Corp. (2nd Cir 1952)

(1) 10b-5 only deals with transactions that affected organized security markets. Private transaction( 10b-5 not implicated

(2) (s had no standing because had to be purchaser or seller of security ((s were complaining of being deprived of chance to sell)

Superintendent of Insurance: S.Ct in holding there was a private right of action under 10b-5, expressly disapproved of (1) of Birnbaum doctrine

Blue Chip Stamps v. Manor Drug Stores (1975)

· (s say they were injured because they did not buy stock because of pessimistic prospectus

· 9th Cir: Thinks this is narrow exception to Birnbaum, usual concerns not implicated, this is a small, identifiable class

· S.Ct reverses

· H: 1934 Act: No punitive damages, only actual damages, if any

· H: No private right of action under 1933 Act § 11, 10b-5 or nothing

· H: ( in 10b-5 action must be either purchaser or seller of stock in the company to which the misrepresentation or insider trading relates
· Rationale: Fear of vexatious litigation, no way to limit (s and proof would depend on (’s uncorroborated oral testimony, buyer/seller has paper trail

· Blue Chip left open question of whether purchaser-seller standing rule extended to injunctive relief

Cowin v. Bresler (D.C. Cir. 1984)

· Public company with 80% of stock owned by management

· (, minority shareholder, claims that management manipulated business for personal profit

· 3 claims:

(1) Corp bought and sold securities to management on disadvantageous terms (Derivative 10b-5 claim)

(2) Management lowered value of company in contemplation of later freeze-out of minority shares (10b-5 claim by minority holders)
(3) Management solicited proxies which failed to disclose that directors up for election planned to screw minority shareholders (14a-9 claim)
· Throws out claim #2 on standing grounds, Birnbaum doctrine, 10b-5 only protects purchasers and sellers of securities

· ( asks for an exception to Blue Chip Stamps because this was request for an injunction, but S.Ct. indicated broad policy statement with Blue Chip
· Injunctive relief does not present risk of speculative or runaway liability, but the concern for vexacious litigation is antithetical to any exception to the flat purchaser-seller rule

· District court claimed (s lacked standing for 14a-9 because they failed to prove reliance 

· D.C. Cir. reverses:

· S.Ct. has never severely limited implied right of action under § 14(a) as under 10b-5
· Unlike 10b-5; 14(a) and 14a-9 blanket proscription of fraud in connection with solicitation of proxies, not required to be connected with particular activities (e.g. purchase or sale of a security)

· Nothing in statutory language that requires ( to be personally deceived

· H: Transaction causation is satisfied simply by showing a “relation” to conduct complained of
· Doesn’t matter whether individual (s relied or whether management needed proxy votes

· Proof of formal group reliance is impossible anyway

· If there is materiality, we can assume they may have acted differently

· Slain likes this analysis better than Virginia Bankshares
· Claim dismissed because (s are not really complaining about election, but management policies

· What if there was a material proxy defect BUT corp did not need votes (have supermajority)?  All courts of appeal held same result would follow based on Mills
Virginia Bankshares, Inc. v. Sandberg (1991)

· Answer to above question is NO 

· H: If ( is a member of a minority class whose votes were not necessary for proposed transaction to go through, ( may not recover no matter how material or intentional the deception in the proxy statement was, because deception did not “cause” transaction to go through
· Freeze-out merger: 1 corp owned 85% of corp 2, wanted to get rid of 15% public shareholders

· Merger agreement whereby corp 2 will be merged into wholly owned subsidiary of corp 1

· Proxy statement send to shareholders, saying directors approved of plan and price

· Proxy statement not necessary under state law, could have sent statement of information instead, required by § 14(c)
· But in event of subsequent litigation if majority of minority (s approve, gives ( procedural advantage (see Weinberger v. UOP)

· Most minorities gave approval, ( did not, alleges defect in proxy statement

· Wins, affirmed by 4th Cir, S.Ct reverses( no standing because (’s votes were not required

· Totally misunderstood the point of securities rules

· Voting least important part of proxy process, process is to provide shareholders with accurate information which they can use for a variety of purposes, effective utilization depends on accurate information
· Slain believes ( could have done better under 10b-5
4. Vicarious Liability and Collateral Participants

· Securities laws have own vicarious liability rules drafted into them:

( 1933 § 15-limited to actions under § 11 or § 12
( 1934 § 20(a)

· This is not common law vicarious liability, because under common-law there is no good faith defense

· Here, defense of due diligence and good faith

· Although the language of the two provisions are somewhat different, interpreted as if language was identical  

Hollinger v. Titan Capital Corp. (9th Cir. 1990)

· Registered broker-dealer representative licensed by national association of broker-dealers, lied about criminal record, had record of forgery, didn’t get fired, subsequently stole from clients

· Embezzled client sues broker for funds

· Employer defends on following grounds:

(1) Did not control employee

· He was not an employee, but an independent contractor

(2) Only liable if they are a culpable participant in the crime

(3) Company had systems in place to screen and prevent such crime

· H: Control does not require employer-employee relationship
· Control means control-in-fact, doesn’t have to be traditional positions

· H: Good faith and due diligence are affirmative defenses- burden of proof is on person asserting defense

· Protective measure in and of itself is not enough if it is not effectively administered

· Where a broker has engaged in a series of embezzlements it is almost impossible to establish due diligence defense

· 2 more issues:

(1) Are vicarious liability rules layered on top of common-law vicarious liability or do they operate as an alternative?

· Courts are split

· Better argument seems to be that rules are exclusive, otherwise no point

(2) Bateman Eichler addresses

Central Bank of Denver v. First Interstate Bank of Denver (1994)

· Municipal authority sold bonds to public investors, with a promise to redeeem bonds if property that secured binds fell below certain appraisal value

· Unable to make payments, (s searching for deep pockets, alleged that indetures trustee, bank, knew, or was reckless in not knowing, that value had fallen below

· Sued bank on grounds that they had aided and abetted municipal authority’s fraud

· H: 10b-5 only reaches primary violators
· No private right of action for aiding and abetting a violation of 10b-5, so scienter discussion doesn’t matter in that case 

· Distinguishes two kinds of issues implicated by 10b-5

(1) Some matters are incidental and for these Court tries to place itself in shoes of 1934 Congress

(2) In determining what conduct is forbidden, not matter of determining Congress’ mind because addressed forbidden conduct in Act

· Only forbidden conduct is direct or indirect participation in violative acts

· Subsequent to the case, Congress adopted § 20(e) which restores the SEC’s power to sue aiders and abetters in its injunction proceedings
5. Procedural Matters

Wilko v. Swan (1953)

- Anti-waiver provisions of 1933 and 1934 Acts were the same and

had the effect of making unenforceable an agreement to arbitrate a securities law

dispute

      
Rodriguez de Quijas v. Shearson/American Express, Inc. (1989)

· (: customers; (: broker, signed customer agreement with provision providing for binding arbitration unless unenforceable under state or federal law

· (s sued under § 12(2) of 1933 Act and various 1934 Act provisions

· District court: All claims except 1933 Act submitted to arbitration because 1933 Act claim is governed by Wilko
· Court of Appeals: Reversed, 1933 Act claim was also to be submitted to arbitration since Wilko obsolete

· H: Predispute agreement to arbitrate claims under 1933 Act is enforceable
· Wilko reflected old judicial hostility to arbitration, this has changed

· Arbitrators cannot award punitive damages b/c they are not available in the securities laws – although in some states this is controversially done under state law

Bateman Eichler, Hill Richards, Inc. v. Berner (1985)

· Registered broker working for ( conspired to provide investor (s with false and misleading (and apparently inside) information in order to drive up price of stock

· (s bought, stock collapsed, sued under 10b-5
· (s argued there should be no recovery because (s are in pari delicto
· H: Private right of action for damages under securities laws may only be barred on the ground of (’s own culpability where, as a result of his own actions, ( bears at least substantially equal responsibility for violation he seeks to redress AND where preclusion of suit would not interfere with effective enforcement of securities laws
· These suits often bring violative conduct to attention of SEC

· Here, barring suit would not deter insider trading, is deterred by pressure on sources of abuse of inside information, the corporate insiders and broker-dealers, not the tippees

· Tippees are still at risk if suit is allowed because they risk exposing themselves to possibility of substantial civil penalties by shareholders and criminal penalties

Musik, Peeler & Garrett v. Employers Insurance of Wausau (1993)

· H: There is an implied right of contribution among codefendants in a 10b-5 case although the statute is silent on this 

· Slain does not disagree but was surprised 

· This holding was the tip of the iceberg because it raises many more questions

·  In 1995 Act, Congress adopted contribution system for 10b-5
In re Silicon Graphics, Inc. v. Securities Litigation (9th Cir. 1999)

· Proper pleading standard for private securities claims, interpreting  the Private Securities Litigation Reform Act

· H: Standard requiring a strong inference of deliberate recklessness
	
	10b-5
	§ 11
	§12(a)(1)
	§ 12(a)(2)

	Coverage
	Any “sale or offer” of securities
	Registered offerings
	Unregistered, nonexempt offerings
	Public offerings

(After Gustafson)

	(s
	Any “purchaser or seller” 
	Acquiror of registered securities
	“Purchaser” of unregistered securities
	“Purchaser” of securities

	(s
	Primary violators
	Directors, specified officers, experts, underwriters
	Statutory sellers (solicits purchasers for gain) Pinter v. Dahl
	Statutory sellers (solicits purchasers for gain)

	Violation
	Material misrep or omission in connection with purchase or sale of any security
	Untrue statement or misleading omission of material fact in registration statement
	Violation of § 5
Sale-offer of unregistered securities or “gun-jumping”
	Sale-offer by means of prospectus or oral communication false or misleading statement

	Scienter
	Required (including recklessness) Hochfelder
	Due diligence defenses (except for issuer)
	n/a
	Defense: Reasonable care and no knowledge

	Reliance
	Required (unless case of duty to speak or omission)
	Not required (Defense 12 months after offering)
	n/a
	Defense: Purchaser knew untruth or omission

	Causation 
	Loss causation
	Defense: Negative causation
	n/a
	Defense: Negative causation (as of 1995)

	Remedy
	Varies
	Damages formula (capped at aggregate offering price)
	Rescission or rescissionary damages
	Rescission or rescissionary damages

	Liability limits
	Proportional liability for unknowing violators
	Proportional liability for unknowing outside directors
	n/a
	n/a

	Contribution
	Yes
	Yes
	n/a
	n/a

	Limitation Period
	1 year after discovery/ 3 yrs after violation
	1 year after discovery/3 yrs after violation
	1 year after violation
	1 year after discovery/3 yrs after violation


IX. Insider Trading

Cady, Roberts (SEC 1961)

· Insider trading law begins

· 10b-5 does not expressly state that an insider who buys or sells based on material non-public information without making affirmative misstatements has engaged in “fraud or deceit”

· This case, holds silent insider trading violates 10b-5 

· SEC articulates disclose or abstain rule
· Disclosure not required because it may jeopardize corp’s deals BUT if you do not disclose, you must abstain

· Member of brokerage firm heard bad news about corp at meeting, got out( violation

Comparison of § 16(b) and 10b-5:

       
§ 16(b)                                                     Rule 10b-5
Security:        Any equity security                                  Any security (debt?)

                      of an issuer which has 

                      securities registered under § 12

Persons:     Only those who report under § 16(a)           Anybody

Illegal:           No                                                           Yes (criminal prosecution)

( (private suit):  Corp (the issuer)                                 Purchaser or seller


SEC v. Texas Gulf Sulphur Co. (2d Cir. 1968)

· First major case where Court asserted that silent trading in the securities market on the basis of non-public information violated 10b-5

· Employees of TGS, members of geological team, president, executive vice president, general counsel, and a director bought stocks and calls

· Pessimistic press release: Did this violate 10b-5?

· SEC sued individuals and corp, induced outsiders to sell at lower prices than they would have got if press release had not been issued

· Court found in favor of SEC

· But with regards to people who sold in open market and were injured by lack of info even if others had abstained, did not have to disclose so info would still be unavailable to those who sold, same injury suffered

· Adopts “abstain or disclose” rule
· Material information: That to which a reasonable man would attach importance in determining his choice of action in the transaction (Definition adopted by Supreme Court in Basic)

· Friendly’s definition: Significance discounted by likelihood

· Materiality bolstered by fact that people who knew about it thought it was so important

· (Waterman definition: Info is material if it would be of interest to a speculator BUT what wouldn’t a speculator be interested in?)

· Insiders have to wait until information is widely disseminated, not just made public

· Receipt of stock options constitutes  “in connection with purchase or sale of any security”

· TGS itself could be found to have violated 10b-5, even though didn’t buy, because it failed to use due diligence in preparing press release (today, need knowledge or recklessness, lack of due diligence is not enough)

· Problem with scienter: Press release was not a conscious attempt to defraud

· Does it mean intent to defraud OR intent to do what you did which ended up as a violation?

· Who was hurt? Not sellers really, people who wrote calls at low price and the corporation

· Extreme paucity of private suits for insider trading led Congress to amend the 1934 Act in the late 80s: § 20A and § 21A
( § 20A: Doesn’t add anything substantive to insider trading BUT it provides that

               inside traders are liable to a whole class of counter-partied who

               bought/sold in the era

( § 21A: Treble damages penalty to SEC (Intended to cover fact that it was 

               believed that punishments of § 20A were not enough) 

Why are we regulating insider trading?

( Fairness rationale

( Market integrity rationale

( Business property rationale

· Blackmun/Brennan: Conception of securities market as place of perfect parity of information

· In case of silent insider trading, ( will not be liable unless he was an insider, tippee (receives insider information from an insider, tipper), or misappropriator
Chiarella v. U.S. (1980)

· Printer, figured out names of corps in connection with takeovers, used info to buy shares in targets

· Charged with violation of 10b-5
· 2d Cir Opinion: Although he defended by saying not an insider, applied insider definition that was in a draft of a bill not yet introduced in Congress (Insider: Someone who works regularly in the market)

· H: No violation because he had not been under any duty to disclose or abstain from trading
· Duty applies only where there was a relationship of trust and confidence between parties to a transaction
· ( had no fiduciary duty to corp whose shares he traded in

· To hold, would make fiduciary duty to everyone in the market

· A parity of information rule cannot be operationalized

· 10b-5 doesn’t create affirmative duty to disclose, does not alter common law rule
· (( may have misappropriated but no instruction on this was given to jury, Burger thought he should be convicted for misappropriation)

· Does (’s trading have possibility of hurting bidder? YES, his buying drives price up, other people will buy because of piggybacking

· Blackmun/Marshall Dissent: Believe in perfect info

Dirks v. SEC (1983)

· Dirks is an analyst who heard about fraud from insider, investigated, tried to get Wall Street journal to publish story, didn’t trade but told investor customers about findings so they sold stock in corp which was doing fraud

· SEC charged Dirks with violation of 10b-5 on theory that fraud allegations were inside information that Dirks gave clients for purposes of trading

· H: Did not violate, was a tippee, not an insider, any liability he night have for using inside information must derive from liability of tipper
· Tippee assumes fiduciary duty to shareholders of corp not to trade on material non-public information only when insider has breached his fiduciary duty  to shareholders by disclosing information to tippee AND tippee knows or should know there has been a breach

· Question of tipper liability

· Even if tipper doesn’t trade, is liable for placing confidential, nonpublic, material information in peril of abuse

· H: No breach for passing on information about fraud, breach only when  tipper personally will benefit, directly or indirectly from disclosure 

· Includes monetary or if trying to make a gift of confidential info

· H: No breach by insiders( no derivative liability( no violation
· Dissent: Tipper breaches when he knowingly harms shareholders regardless of personal benefit
U.S. v. Chestman (2d Cir. 1991)

· President of publicly traded Waldbaum supermarket tells sister that they agreed to sell corp to A & P( tells daughter( tells husband( tells Chestman, stockbroker “I have some definite and accurate info”

· ( said he couldn’t advise husband 

· Then made purchases of Waldbaum stock in the open market (for own account and husband’s)

· Later that day husband told ( explicitly to buy stock

· Charged with violating both 10b-5 and special tender offer rule 14e-3
· H: No 10b-5 violation (Need to show Husband breached fiduciary duty to source of information AND ( knew of such a breach), Husband did not breach( no violation
· Mere familial relationship between source of information and tipper was not enough to impose fiduciary duty
· If there was a pre-existing duty or demanded confidentiality before discussion of info( duty BUT “Don’t tell” is not enough 
· Misappropriation Theory: Basis for liability is that person is in possession of info breaches a fiduciary duty to someone other than issuer or issuer’s shareholders, recognized as basis for 10b-5 violation

· Possibility that Husband breached a fiduciary duty even though he had no direct relationship with issuer or shareholders

· Dissent: “Family members who have benefited from family’s control of corp are under a duty not to disclose corporate info that comes to them in the ordinary course of family affairs”

· 14e-3: (Added after Chiarella) Forbidden to trade based on tender offer information derived directly or indirectly from either offeror or target

· Dispenses with requirement that info must have been obtained as a result of a breach of fiduciary duty (as with 10b-5)

· Validity of 14e-3: ( alleged SEC exceeded authority under § 14(e) because no fiduciary duty needed BUT claims that SEC is only given the authority to deal with common law fraud

· Standard of review with this legislative rule is super deference
(1) Is this within grant of authority?

(2) Is this so far off so as to be arbitrary or capricious? 

· H: Violation of 14e-3
· Winter Opinion: Concurs with 14e-3 conviction, thinks should have been convicted under 10b-5

· Formulation for finding fiduciary duty in family:

(1) Gets benefit from family

(2) In position to learn confidential information

(3) Knows they are supposed to keep it quiet

· Thinks this will be better for family relations, no arms length

· Miner: Disapproves of Winter’s family rule

· Mahoney: SEC exceeded authority, SEC has right to regulate common-law fraud but not to redefine (by eliminating fiduciary duty requirement), gives SEC power to create criminal law, not what Congress intended

· Misappropriation: Property right in the information, trading on it is theft

· Tension because 10b-5 is not really about theft

United States v. Bryan (4th Cir)

· Prosecuted on misappropriation theory

· Works for lottery, knows they are changing systems, buy stock

· 4th Cir reverses on grounds that theory is fundamentally unsound

· Absence of  duty( free

Carpenter
· Wall Street Journal columnist trading on info that is going to be in paper

· Not inside info BUT 2d Cir holds guilty for misappropriation from WSJ

· S.Ct: 3:3 no precedential value

U.S. v. O’Hagan (1997)

· ( made purchases in target, worked for law firm that had represented bidder

· H: 10b-5 liability could be based upon misappropriation of confidential data from a person other than the issuer
· 2 analytical steps:

(1) Characterized fiduciary’s trading as a deception on the information source, which had entrusted confidential information on the expectation that it would not be used for securities trading

Fraud on the Source

(2) BIG LEAP: Court accepted this deception of a nonparty as “in connection with” the misappropriator’s trading

- Fraud consummated when information is used to purchase or sell security

· Conclusion: Misappropriation liability would insure maintenance of fair and honest markets and thereby promote investor confidence

· BUT if you disclose to person to whom you owe a duty( no liability
· Statutory construction of § 10(b): “Deceptive device…in connection with” purchase or sale of securities

· Both these requirements satisfied when person misappropriates from non-issuer and then buys/sells

· Scienter needed, willingness to violate, entails knowledge of the rule, i.e., being a securities professional

· This interpretation was held to further the general policies behind anti-insider trading rules, especially policy of encouraging wide participation in securities market
· Although info disparity is inevitable, people would hesitate to invest if trading based on misappropriated non-public info is unchecked

· Doesn’t make sense to hold ( liable if he works for firm that represents offeror and not if they represent target

· Under Ginsburg analysis: Disclosure to firm would have been enough

· 14e-3(a): Cites to Chestman, abstain or disclose

· Reasonably designed to prevent, and prophylactic measures allowed to encompass more than core activity

· Thomas Dissent: The range of possibilities under 10b-5 is limitless

· Majority reads “in connection with” right out of statutory language

· Response to Thomas Dissent: Grant of authority in last sentence of § 14(e) is not the same as § 10(b) but more similar to § 15(c)(4)
· Slain: This is not a plausible position, they are totally different

· Slain: Ginsburg is right about 14e-3 BUT Thomas is right about 10b-5

· Look at history, last sentence of 14(e) adopted after Chiarella, when they added must have contemplated forbidding something, if not this, then what?

· Bad drafting of 14(e) but this was exactly what they were after

· Less disturbing ambiguity because it is limited (to tender offer situation) in a way that 10b-5 is not

· 10b-5: No limits, no requirement that what you do is common law theft

· Under Supreme Court’s analysis, linchpin of insider trading liability under 10b-5 is misuse of material, nonpublic information entrusted to a person with fiduciary duties of confidentiality, leads to some rules:

(1) Strangers: Stranger with no fiduciary relationship to corporation or shareholders, or to source of confidential information, no 10b-5 duty to disclose or abstain simply because he comes into possession of material, nonpublic information (Chiarella)

(2) Fiduciaries (insiders and agents): Corporate insiders have 10b-5 abstain-or-disclose duty while in the possession of material, nonpublic information obtained in their fiduciary position and in which the corporation has a confidentiality interest

· Extend duty to constructive insiders who have a direct or indirect agency (fiduciary) relationship to the corporation

(3) Fiduciaries (outsiders and agents of information source): Outsiders with no relationship to the corporation in whose securities they trade also have an abstain-or-disclose duty while in possession of material, nonpublic information obtained in a fiduciary relationship (O’Hagan)

(4) Tippers: Insiders who knowingly pass on improper tips are liable as participants in illegal insider trading.  An insider is liable for tipping material, nonpublic information if he anticipates some direct or indirect personal benefit from the disclosure (Dirks)

10b-5

Insider                                                                                 Outsider

· Constructive Insider                                                   -  Misappropriation

· Tipper/Tippee                                                            -  Tipper/Tippee

                                                                                      (liability to counterparties

                                                                                  during period of misappropriator’s

                                                                               trading, not period of nondisclosure)

14e-3: If substantial steps taken in commencement of tender offer, shall constitute a fraudulent, deceptive, or manipulative act or practice within meaning of § 14(e) for any person who is in possession of material, nonpublic information which he knows or has reason to know has been acquired directly or indirectly from:

(1) Offering person

(2) The issuer of securities sought by tender offer

(3) Any officer, director, partner, employee…acting on behalf of offering person or issuer

(4) The issuer of securities sought be tender offer
(5) Any  

