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SECURITIES REGULATION
HISTORICAL BACKGROUND

STOCK MARKET CRASH (1929)

GREAT DEPRESSION (1930s)

- Needed to prevent stock market crashes

- Needed to protect investors from fraudsters

SOLUTION – Federal Securities Laws

(1) FULL DISCLOSURE

Make sure that investors have all the information they need to make informed decisions

(2) PREVENTION OF FRAUD

Agency cost problem re disclosure – how to make disclosure credible?

	TYPE OF SEC
	CASH FLOW RIGHTS
	LIQUIDATION RIGHTS
	VOTING RIGHTS

	COMMON
	Residual and discretionary dividend
	Residual
	Yes

	PREFERRED
	Fixed and discretionary dividend
	Medium
	Contingent

	DEBT
	Fixed and certain interest payments
	Highest
	None


Summary

1. Right to interest/dividends?

2. Power over assets?

3. Priority in liquidation?

4. Voting?

5. Fiduciary duty of the managers?

CAPITAL MARKET

I. Primary mk transactions

Institutional investors

· they cut sweetheart deal 
· late 1990s U/W allocate larger shares of hot IPOs to favored institutional investors, who in turn undertook to buy on after-mk in order to drive up price and then exit at a profit ( IPO laddering ( ordinary investors need protection from big players. 
II. Secondary mk transactions

A. Sec Exchanges

Specialists engage in Interpositioning ( $ 242 m settlement (including big specialist firms LaBranche & Co. and Spear, Leeds & Kellogg)
B. NASDAQ

INVESTMENT DECISIONS

Money tomorrow is worth less than the same dollar amount for money today

$1.00 today = $1.02 next year

INTEREST = compensation for …

1. deferring consumption

2. risk of inflation

3. uncertainty

Present Discount Valuation (Equation)

Investment Decisions

PDV = CASH FLOW / (1 + DISCOUNT RATE) T

T is the # of years

1. Best guess of the value of the future return on investment

2. Discount for the:

a. time value of money

b. inherent risk of investment

What risks matter: most investors are risk averse and will avoid risks unless they receive compensation.
1. Investors must be compensated for the time value of money and for bearing risk

2. Discount rate reflects the level of risk from an investment

3. Diversification can eliminate firm-specific risks (“unsystematic risks”), but not market-wide risks (“systematic risks”).
4. Disclosure helps investors in:

• Making an estimate of future cash flows

• Assessing the risk of the firm relative to the market as a whole 
· Capital Asset Pricing Model (well-known asset pricing mode) the return for a sec is a function of both the risk free rate (e.g., the interest rate of US government treasury bonds) and the relationship of the sec’s’ return performance to the return performance of the entire stock market.

· The relationship b/w a stock’s performance and the mk performance is measured by “beta”, which is low if the stock does not move greatly w/ movement of returns in the mk as a whole and conversely high if large movement of the particular stock’s returns w/ mk returns.

· High betas mean great amount of systematic risk and correspondingly a high required discount rate for the returns. 

WHO PROVIDES INFO TO INVESTORS?

Incentives to Provide Information

Providing Information
	INSIDE INFORMATION
	OUTSIDE INFORMATION



	INCENTIVES TO DISCLOSE

Extreme Inc.?

Marcel (CEO)?

INCENTIVES NOT TO DISCLOSE

not selling securities

credibility

antifraud liability insufficient – LEMONS PROBLEM

profitability in less informed market ( Insider trading

- not inside information
	MARKET SOLUTIONS

Third Party Certification

(e.g., underwriters)

Securities Analysts



	Argument for Mandatory Disclosure

Providing Information

1. Coordination Problems

2. Agency Cost

3. Positive Externalities

4. Duplicative Information Research




How Does Information Disclosure Matter?

Providing Information

EFFICIENT CAPITAL MARKET HYPOTHESIS (ECMH)

In an efficient market, current prices always and fully reflect all relevant information about commodities being traded.

Not just capital markets, but also commodities like wheat and other goods.

Providing Information

	EFFICIENT CAPITAL MARKET HYPOTHESIS (ECMH)

	WEAK
	SEMI-STRONG
	STRONG

	All information concerning historical prices is fully reflected in the current price.

Implication: Prices change only in response to new information.


	Current prices incorporate all historical information and all current public information. Implication: Investors can not expect to profit from studying available information because market has already incorporated information accurately into the price. Prices incorporate all information, whether publicly available or not.


	Implication: If true, no identifiable group can earn systematic positive abnormal returns from securities trading.

I.e., You can’t beat the market



	Stock market is fundamentally efficient furnishes a strong basis fro normative arguments against the regulation of sec markets.


	MATERIALITY

	WHAT IT IS
	The concept of materiality is a common threshold used in many areas to determine what info is important enough to warrant regulation. 

I. Consider antifraud liability.

Rule 10b-5

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange…

(b) To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading … in connection with the purchase or sale of any security.

II. The SEC has used its rulemaking powers to make a series of ex ante determinations of what info is important to investors and should therefore be disclosed in various SEC filings.
· Some items in the laundry list of disclosures mandated by the SEC in Reg S-K are required only if they are material. 
· Moreover, Reg S-K disclosures items do no exhaust the list of mandatory disclosures: SA rule 408 & SEA Rule 12b-20 In addition to the information expressly required to be included in a statement or report, there shall be added such further material information, if any, as may be necessary to make the required statements, in the light of the circumstances under which they are made not misleading.



	MATERIALITY STANDARD
	Information is material if there is a “substantial likelihood that the disclosure … would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.”

TSC Industries, Inc. v. Northway (SC, 1976)
[Proxy-solicitation context]

	FORWARD-LOOKING INFO
	Basic v. Levison (SC, 1988, J. Blackmun)
· Co.’s shareholders brought class action suit against co. and its officers for their misleading statements that merger negotiations were not underway when in fact they were

· Too low a standard would mean to bury shareholders of trivial info

· Agreement in principle test (3rd Circuit) is rejected

· merger discussion could collapse and disclosure of them could mislead investors. BUT role of materiality is not to attribute investors a child-like simplicity

· confidentiality of merger. BUT this case concerns only accuracy and completeness of disclosure, not its timing

· Bright-line rule. BUT ease of application alone is not an excuse for ignoring purposes of SA and Congress’s policy decisions

· False statement test (6th Circuit) is rejected

· TEST: Materiality “will depend at any give time upon a balancing of both 
(1) the indicated PROBABILITY [board resolutions, instructions to investment bankers, actual negotiations] that the event will occur and 
(2) the anticipated MAGNITUDE [size and potential premium over mk value] of the event in light of the totality of the co. activity

· M. depends on significance that reasonable shareholder would place on withheld or misrep info => objective standard.

· Silence is golden [see FN] 

· “Silence absent a duty to disclose is not misleading”

· “No comment statements are generally the functional equivalent of silence. 

- Fact finder at trial determines materiality (TSC Industries) ≠ lower courts

- Fwd-looking info

· discouraged in quiet period

· encourage in PSLRA of 1995

- See also other TEST 2 – Fraud on the market: Shareholder who trade in impersonal, well-developed sec mks are presumed to rely on publicly-made 10b-5 misrepresentations, though defendants may rebut the presumption. 



	HISTORICAL FACTS
	Ganino v. Citizens (2nd Circuit, 2000)

· Citizens “emphasized in it public comments” that it “had reported over 50 consecutive y of increased revenue, earnings and earnings per share”

· Material misrepresentations re. 1.7% of total annual revenue

· Test: “A complaint may not properly be dismissed on the ground that alleged misstatements or omissions are not material unless they are so obviously unimportant to a reasonable investor that reasonable minds could not differ”
· Numerical benchmark is rejected ( qualitative factors!
· With respect to financial statements, SEC Staff Accounting Bulletin no. 99
· whether misstatement masks a change in earnings or other trends

· whether misstatement hides a failure to meet analysts’ consensus expectations for the enterprise

· Market response could be evidence

	OPINIONS
	Virginia Bankshares (SC, 1991, J. Souter)
· Freeze-out merger
· Directors talk of “high” value and “fair” price

· TEST: “Such conclusory terms in a commercial context are reasonably understood to rest on a factual basis that justifies them as accurate, the absence of which render them misleading”
· Proof of mere disbelief belief undisclosed should not suffice for liability under 14(a)

· “True statements may discredit the other one so obviously that the risk of real deception drops to nil” [here no evidence]

· J. Scalia Concurring: “Not every sentence that has the word ‘opinion’ in it or that refers to motivation for director’s action leads us into this psychic thicket”

	THE TOTAL MIX
	Longman v. Food Lion (4th Circuit, 1999)
1. Why did the court hold that the disclosure of the Department of Labor settlement was not material?

- Union had disclosed practices (“total mix”)

- Settlement small relative to revenues (“rules of thumb”)

- No stock market reaction

=>Truth on the market defense
The market incorporated information despite false information

• Investors were relying on market price

• Investors couldn’t have been harmed if market price was unaffected by misstatements

2. Why did the court hold that the unsanitary practices were not material?

- “Puffery and generalizations”

- documentary only covered 3 stores

- no policy supporting unsanitary practices

- federal, state, and internal inspections
· Truth on the mk applied in Food Lions is one variation on the “total mix” doctrine

· Another variation is the “bespeaks caution” doctrine: fwd-looking statements are rendered immaterial as a matter of law if they are accompanied by disclosure of risks that may preclude the forward-looking projection from coming to fruition. See Kaufman v. Trump’s Castle
· See safe harbor in PSLRA


THE DEFINITION OF SECURITY
SA § 2(a)(1) Categories of Securities

1. Instruments commonly known as securities

a. E.g., stocks, bonds

2. Instruments specified by the Act to be securities

a. E.g., fractional undivided interest in oil, gas, or other mineral rights

3. Broad, catch-all phrase “investment contract”

a. Courts determine whether financial instrument is a security

If sec, regulatory consequences:

1. SEA 

· Rule 10b-5 w/o contractual limitations (see § 29)
· Federal jurisdiction

· SEC enforcement 

2. SA

· Registration, prospectus delivery and gun-jumping rule
· Antifraud rules of §§ 11 and 12(a)(2)

Historical rational v. Current rational: info asymmetry 

Broad interpretation v. Strict interpretation by Justice Powell (see Forman 1975, Daniel 1979, Laudreth 1985 and Rivanna Trawlers 1988)
	INVESTMENT CONTRACT

	SEC v. W.J. Howey Co.

· Facts: offer of strips of land coupled w/ services contract

· Ruling: “Such persons have no desire to occupy the land or to develop it themselves, they are attracted solely by the prospectus of a return on their investment”

· It does not matter that service contracts were optional since the SA “prohibits the offer as well as the sale of unregistered non-exempted sec”

THE HOWEY TEST

Threshold: contract, transaction or scheme

1. INVEST MONEY

2. COMMON ENTERPRISE

3. EXPECTATION OF PROFITS

4. EFFORTS OF ANOTHER

1. Would the offer and sale of tracts of the orange grove – without the additional offering of the service agreement – have been a security?

2. Does it matter that the service contracts were optional?

- irrelevant; sufficient that Howey “offered” the “essential” ingredients

Different outcome if the land were economically viable without the service contract?

- service contract no longer “essential”

3. What if the purchasers were wealthy citrus tree company executives who understood the economics of the industry? 

- Lack of sophistication is not part of the Howey test, except indirectly through the “efforts of another” prong

4. Is the regulation of the sale of orange groves by the Howey Company what Congress had in mind when it enacted the securities laws?     

	INVEST MONEY


	Internat’l B’hood of Teamsters v. Daniel (SC, 1979, J. Powell)
· “An employee who participates in a noncontributory compulsory pension plan by definition make no payment”

· It is an “insignificant part of an employee’s total and indivisible compensation package”

· “An employee is selling his labor primarily to obtain a livelihood, not making an investment”

1. Is there any way to view an employee as making a “choice” with respect to compulsory, noncontributory plans?

- employees choose among different jobs

- pension plans may be insignificant part of the total compensation package

2. Why does the presence of an alternative regulatory scheme influence the determination of whether there is a security?

- extension of securities laws would serve no general purpose

- evidence of regulatory void in securities laws

- see Marine Bank v. Weaver, where the Court concluded that a certificate of deposit was not a sec
3. What sorts of consideration count as “investment” for purposes of the Howey test?

- Footnote 12: “This is not to say that a person’s ‘investment’, in order to meet the  definition of an investment contract, must take the form of cash only”



	COMMON ENTERPRISE
	SEC V. SG Ltd (1st, 2001)
Common Enterprise

1. HORIZONTAL COMMONALITY

return to a group of investors are pooled and are correlated with one another

2. VERTICAL COMMONALITY

promoter’s efforts impact the individual investors collectively

a. BROAD – promoter not at risk

b. NARROW – promoter takes on risk

1. Do you think stockgeneration.com was a game or an investment?

-it is possible to be both

Does it matter what the participants in stockgeneration.com thought?

You gamble all your money on 32 red. You lose. You feel defrauded because the

casino said “everyone goes home a winner.” 
Is the gamble a security transaction?

- invest money?

- common enterprise?

- expectation of profits?

- efforts of another?

2. Which formulation of commonality do you think best serves the purposes of the

securities laws?

Horizontal commonality

(i) facts in Howey 

(ii) majority

(iii) certainty

3. Do the referral fees fit within the court’s definition of commonality?

- horizontal commonality

Application of the Standard:

1) pooling

2) share in the profits and 
3) share in the risks

Ruling: a Ponzi or pyramid scheme satisfies horizontal commonality standard.
Recognizing Scams

Asks for Money Up Front

Promises Abnormal Returns

Uses High Pressure Sales Tactics

Testimonials from Big Winners (Euphoria)

Person to person pressure (Only one left; want to be nice to me?)

Targets vulnerable marks (older; less savy)

Depends on a Continuing Flow of New Investors (a/k/a Suckers)

Enlists initial investors in attracting new investors

Promoter Characteristics

Very Personable

“He doesn’t look like a con artist!”

History of Scams

Wants a Quick Exit

Odd Technical Systems of Organization

Odd Use of Language in Contracts



	EXPECTATION OF PROFITS
	Expectation of Profits

SECURITIES TRANSACTIONS

– key characteristics

- information asymmetries

- collective action problems

- “closeness” to public capital markets

- tendency of investors to get “greedy”

- lack of another, comparable regulatory regime

United Housing Foundation, Inc. v. Forman (SC, 1975, J. Powell)
· Co-op tenants sued the Co-op developer for fraudulent representations in the rental terms, conditions and pricing of the Co-op units 

· J. Powell (compare w/ Landreth)

· Test: What distinguishes a sec transaction is an investment where one parts with his money in the hope of receiving profits from efforts of others and not where he purchases a commodity for personal consumption or living quarters for personal use. 
1. Does the Co-Op share or an IBM share better fit the traditional characteristics of “stock”? Does all stock have the same characteristics?

RIVERBAY

IBM

Dividend – Profit

NO

YES

Transferable

NO

YES

Voting Rights

NO

YES

Appreciable Value

NO

YES

3. Should courts use the Howey test to determine whether the stock of particular companies counts as a security?

- Label STOCK =>“form should be disregarded for substance and the emphasis should be on economic reality”

4. What if the Court held that anything labeled “stock” fell within the definition of a security?

- avoid securities regulatory scheme by not labeling instrument “stock”

SEC v. Edwards (SC, 2004, J. O’Connor) DEBT YES

1. Was the Court’s conclusion that a guaranteed return did not exclude a financial instrument from the definition of a security consistent with the emphasis on risk reduction in Daniel and Marine Bank?



	EFFORTS OF ANOTHER
	SPECTRUM OF INVESTOR EFFORT

I. Investor does nothing

II. Investor picks 1

III. Investor relies on managers w/ control investor

IV. Does all Investment Contract Efforts of Another

 “solely through the efforts of another”

- amount of information asymmetry

- relationship with capital markets Rivanna 
Investor relies on managers w/ control (under III.)
Rivanna Trawlers v. Thompson Trawlers (4th Circuit, 1988)
· Partnership ordinarily are not considered investment contracts b/c they grant partners – the investors – control over significant decisions.

· Williams (5th Circuit) identified exception: when partners are so dependent on a particular manager that they cannot replace him or otherwise exercise ultimate control

· The mere choice of partners to remain passive (delegation of powers) is not sufficient to create a sec

1. Why is it that the “mere choice by a  partner to remain passive is not sufficient to create a security interest”?

2. Would a lack of actual knowledge or business expertise on the part of the partners be enough to show that it is not possible for the partners to exercise their contract powers of control?



	Four prong Howey test

a. Investment decision must be at stake

b. Dispute over meaning of “common enterprise”

c. Profits, not consumption

d. Not too much investor effort or power to control




STOCK
Landreth Timber Company v. Landreth (SC, 1985, J. Powell)
“A rose by any other name would smell as sweet” William Shakespeare (quoted by J. Selya in SG)
· No label stock

· No Howey test when stock
=> no unified test for the definition of a sec? No (Powell) 

NOTE
Reves v. Ernst & Young

· Commitment to an examination of the economic realities of a transaction does not necessarily entail a case-by-case analysis. 

· Some instruments are obviously within the class: see stock in Landreth Timber

I. Presumption: every note is a security (2nd Circuit: every note w/ a term of more than nine months is a sec)

II. FAMILY RESEMBLANCE TEST
Multi-factor balancing test. 

- motivation of seller and buyer

- plan of distribution

- reasonable expectations of investing public

- presence of alternative regulatory regime

	WHAT IS THE DIFFERENCE BETWEEN THE HOWEY AND REVES TESTS?

	HOWEY
	REVES

	INVEST MONEY
	MOTIVATIONS OF LENDER AND BORROWER



	COMMON ENTERPRISE
	PLAN OF DISTRIBUTION



	EXPECTATION OF PROFITS
	EXPECTATION OF INVESTING PUBLIC



	EFFORTS OF ANOTHER
	

	ALTERNATIVE REGULATORY REGIME


	ALTERNATIVE REGULATORY REGIME




DISCLOSURE & ACCURACY
I. Mandatory & Disclosure

Arguments favoring mandatory disclosure (i) comparable disclosure (ii) reduction of agency costs (iii) overcomning externalities (iv) reduction of duplicative research

1. 1934

2. 1964

The mandatory disclosure requirements of the SEA are triggered when a firm goes public. 

	WHAT IS A PUBLIC COMPANY

	§
	Trigger
	Requirements
	Termination

	§ 12(a)

Listing on a national exchange


	Exchange listing
	· Periodic filings (§ 13)

· Proxy rules + annual report (§ 14)

· Tender offer rules (§ 14)

· Insider stock transactions
	Rule 12g-4

Delisting & either 

(a) < 300 shareholders or 

(b) < 500 shareholders & < $10m in assets for three years.

	§ 12(g)

Over the counter stocks 


	> 500 shareholders + 

> $10 millions in assets

(Rule 12g-1)

· see Rule 144k!

· problem for high tech sector which is dependent on option-based compensation ( co. may find itself “going public” before it is ready for IPO. 
	· Periodic filings (§ 13)

· Proxy rules + annual report (§ 14)

· Tender offer rules (§ 14)

· Insider stock transactions
	Rule 12g-4

Delisting & either 

(a) < 300 shareholders or 

(b) < 500 shareholders & < $10m in assets for three years.

	
	Voluntary registration
	· 
	

	§ 15(d) Filing a RS 
- makes private placement more attractive

- periodic filings but not subject to proxy solicitation, tender offer, or short-swing profit provisions of the Exchange Act


	Registered PO
	Periodic filings
	< 300 shareholders 
No earlier that next fiscal year after the offering


Public company status – requirements 

§ 12: Registration Requirements

- § 12(a) for Exchange-Listed Securities

- § 12(g) for Public OTC issuers

§ 13: Reporting Requirements

· Regulation F-D selective disclosure

§ 14: Proxy / Tender Offer Rules

§ 15(d): Registration after Public Offerings

§ 16: Short Swing Profit Rules
I. MANDATORY DISCLOSURE
A. Form 8-K

§ 409 SO Act gave the SEC authority to require SEA reporting co. to disclose “on a rapid and current basis” material info re. changes in a co.’s financial condition or operation

The 8-K, or “current” report, it comes closer to requiring “real time” disclosure; items required must be made within 4 business days of the specified event 

Items: see page 162.
B. Form 10-K
Form 20-F for foreign private issuers. 

· Audited financial statements must be filed with it.

· Item 103 Reg S-K: “Describe briefly any material pending legal proceedings, other than ordinary routine litigation incidental to the business, to which the registrant or any of its subsidiaries is a party or of which any of their property is the subject. Include the name of the court or agency in which the proceedings are pending, the date instituted, the principal parties thereto, a description of the factual basis alleged to underlie the proceeding and the relief sought. Include similar information as to any such proceedings known to be contemplated by governmental authorities.”

· Item 303 Reg S-K: MD & A management discussion & analysis 
· Sub§ (a)(4) requires disclosure of “Off balance sheet arrangement” if they are “reasonably likely” to affect the registrant ( see Enron
C. Form 10-Q
Quarterly report

· Financial statements need not to be audited

· Certification requirement 
(1) It focuses on CEO and CFO on the need for accuracy in reporting

(2) Reduction of ability of them to claim ignorance or omissions in the periodic reports

· Compare w/ W.R. Grace (a pre-SO Act case)
· Company treated more harshly than the individuals b/c Grace Jr. “dominated” the company

· Commissioner William says that advice of lawyers should be a defense to an SEC enforcement 

II. VOLUNTARY DISCLOSURE 
Regulation FD – SELECTIVE DISCLOSURE
1. If intentional the company must disclose the info simultaneously to the entire market, 

2. If non-intentional co. must disclose the info to the mk the sooner between 24 hours or by the time trading commences on the  NYSE
· SEC enforcement proceeding is the cease-and-desist proceeding under § 21C SEA, where SEC bears only burden of showing that a person “is violating, has violated, or I s about to violate” the SEA.  Proceeding before SEC Administrative Law Judge, w/ review by the SEC. Eventually Federal Court of Appeals. 

· see In the Matter of Siebel Systems 

· Only selective disclosures to covered persons: broker-dealers, info advisers, investment co. and holders of the issuer’s sec (if it is “reasonable foreseeable” that holder will trade on the info)
· No Journalist, Duty of trust of confidence, Road-sow

· Prompt correction w/ (1) form 8-K or (2) press release

Regulation G

Regulation G is another rule relating to voluntary disclosure: if public disclosure of any material info includes a non-GAAP financial measure, such as pro forma financial, the registrant must include in the same disclosure or release a presentation of the most directly comparable GAAP financial measure and a (quantitative) reconciliation of the disclose non-GAAP financial measure to the most directly comparable GAAP financial measure

	FRAUD IN CONNECTION WITH THE PURCHASE OR SALE OF A SECURITY

	Section 10(b) & RULE 10b-5


	ECONOMICS
	It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national sec exchange,

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

b. to make any untrue statement of material fact or to omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading, or

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

· Lemons effect
· Fraud’s costs
· how investors direct capital

· companies retain money

· managers will keep firm in business longer than justified 

· Higher cost of capital!

· Fraud and Corporate Control

· Private cause of action is additional deterrence



	PRIVATE CAUSE OF ACTION
	· Kardon (1946)

· “We deal with a judicial oak which has grown from a little more than a legislative acorn” Blue Chip Stamps

· Existence “beyond peradventure” Herman & MacLean

Herman & MacLean (SC, 1983, J. Marshall) 

· § 11 and Rule 10b-5 “address different types of wrongdoing”

· § 11 Minimal burden, but narrow scope

· Misrepresentation in the RS

· Investor must “trace” security to offering

· Rule 10b-5 has a higher burden, but broad scope. It is a “catchall” antifraud provision 

· Covers the field

· Scienter requirement is the principal obstacle 
· Analysis

· purpose of SA is protection of purchasers of registered sec

· established judicial interpretation in 1975

· broad construction 

· The causes of action can be cumulated

( § 18 pf SEA becomes dustbin of history

( § 9 of SEA
( Overlap with state law causes of action

· § 28(a) is saving clause 
· § 28(e) preempts “covered class actions” under state law involving the sec of issuers listed on one of the national exchanges or Nasdaq-NMS



	THE CLASS ACTION MECHANISM 
	Private Securities Litigation Reform Act of 1995 (§§ 21D and 21E of the Exchange Act)

· Pleading with Particularity

· Stay on Discovery until after Motion to Dismiss

· Early Class Notice

· Lead Plaintiff Presumption

· Court Review for Reasonable Attorney’s Fees

· Forward Looking Information Safe Harbor

· Proportionate Liability

· No diminution of # of lawsuits because PSLRA did not change the measure of damages. See out-of-pocket measure creates potentially ruinous consequences. 

	ELEMENTS – TRANSACTIONAL NEXUS “in connection with the purchase or sale”

/

STANDING
	Blue Chip Stamps (SC, 1975, J. Rehnquist)
· Actual purchasers or sellers of sec (Birbaum)

· Birnbaum rule excludes

1. potential purchasers of shares

2. shareholders that decided not to sell 

( derivative action on behalf of corporate issuer

3. shareholders, creditor and others who suffered a loss in connection w/ purchase or sale of sec
( derivative action on behalf of corporate issuer

· Danger of vexatiousness b/c complaint has settlement value out of any proportion to its prospect of success. 

· The Court emphasize that without the Birnbaum rule “[p]laintiff’s entire testimony could be dependent upon uncorroborated oral evidence of many of the crucial elements of his claim, and still be sufficient to go the jury”. Why does it follow that vexatious litigation will follow?

· Please consider

· no requirement of standing for SEC

· P must not be purchaser or seller in order to seek injunctive relief. Compare Tully v. Mott Supermarkets (allowing standing) w/ Cowin v.Bresler (rejecting standing).

· Standing for forced seller. See Alley v. Miramon. 
· Shareholders who have neither bought nor sold can bring derivative action on behalf of the corporation if the corporation bought or sold sec. See Smith v. Ayres.

· Rule 10b-5 is to be contrasted w/ §§ 11, 12(a)(1) & 12(a)(2) where only purchasers can be Plaintiffs

· As a seller, you can sue buyer who lied to you under Rule 10b-5

	ELEMENTS – TRANSACTIONAL NEXUS “in connection with the purchase or sale”

/

DEFENDANTS
	“In Connection With…”

· Simple but-for causation (tort theory)

· Foreseeability (deterrence notion)

· Intrinsic Value theory

· Context – Coincides with a securities transaction

· Contractual privity (courts have consistently rejected this argument: see SEC v. Texas Gulg Sulphur)
· See corporate issuers and officers who are frequently named as D. 

Why not apply securities antifraud to all transactions?

SEC v. Zandford (SC, 2002, J. Stevens)

· Sec transactions and breaches of fiduciary duty coincide 

· See US v. O’Hagan (SC 1997): a person commits fraud in connection w/ a sec transaction when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the info. 

· Not every breach of fiduciary duty is a sec violation (see FN 4)

· NO if fraudulent real estate transaction

· NO if the broker told his client



	Plaintiffs in a Rule 10b-5 action can be a seller or a purchaser

· Compare with §§ 11, 12(a)(1), 12(a)(2) where only the purchaser can sue

Defendants include any person whose fraudulent activity is in connection with the purchase or sale of a security by plaintiff.

· Defendant does not have to be a buyer or seller of securities

	LEAD PLAINTIFF
	Lead Plaintiff in a Class Action

(Exchange Act Provisions added by the PSLRA)

· § 21D(a)(3)(A) – Early notice to the class

· § 21D(a)(3)(B)(iii)(I) – Rebuttable presumption of lead plaintiff for “person or group of persons”

· § 21D(a)(3)(B)(iii)(II) – Evidence required to rebut the presumption

· § 21D(a)(3)(B)(iv) – Limited discovery on issue of adequate plaintiff

· § 21D(a)(3)(B)(v) – Lead plaintiff selects lead counsel (subject to court approval)

· § 21D(a)(3)(B)(vi) – Restriction on professional plaintiffs

Lead plaintiff

· Rebuttable presumption
(i) Filing 

(ii) Largest financial interest

(iii) Rule 23 of the Federal Rules of Civil Procedure: prima facie showing of adequacy & typicality => courts should consider whether lead P has the ability and incentive to represent the claims of the class vigorously => whether the movant has demonstrated a willingness and ability to select competent class counsel and negotiate a reasonable retainer agreement w/ that counsel. 
· Group of persons

· No creation of efforts of lawyers

· No too large

Rebuttal

· it will not fairly and adequately represent the interests of the class

· unique defenses

· Institutional investor may not seek the lead plaintiff position

· Court determination of reasonable attorney’s fees 

· See lodestar approach: (i) # of hours and (ii) reasonable market hours. 
· PSLRA places a percentage-of-the-recovery cap on the amount of damages

· Limits of п

· no > than 5 sec fraud class actions in 3 y, unless permission of the court. 

· Per share recovery cannot be > that of any other member of the class, although “reasonable costs and expenses” can be awarded.



	ELEMENTS – JURISDICTIONAL NEXUS 


	“instrumentality of interstate commerce”



	ELEMENTS – MISSTATEMENT OF A MATERIAL FACT
	• Materiality – Affirmative Lies (Basic v. Levinson)

• Misstatement of Fact – Opinions (Virginia Bankshares)

We now cover the additional topics:

• Deception (Santa Fe)

• Omissions – Duties to Disclose

• Forward-looking Statement Safe Harbors

Deception 

Santa Fe v. Green (SC 1977 J. White)

· Delaware short form merger transactions

· Dissatisfied stockholder may petition chancery to get fair value

· Santa Fe obtained independent appraisal 

· Absent fraud, breach of fiduciary duty does not violate 10b-5

· Manipulative and deceptive conduct

· Purpose of SEA is disclosure and here we had disclosure. 

· Not when remedy in State Law

· Congress by § 10(b) did not seek to regulate transactions which constitute no more than internal corporate mismanagement 

Duty to update and Duty to disclose

Gallagher v. Abbot Laboratories (7th Circuit, 2001)

Duty to correct A duty to put out new information to correct prior disclosed information that was incorrect at the time of the prior disclosure

Duty to update A duty to disclose information when previously disclosed (and correct at the time of initial disclosure) that turns out later to be misleading

1. Would investors be better off if companies such as Abbot Laboratories did have a duty to update the disclosures in their previously filed Form 10-Ks? 

2. Should the issuers duty to correct extend to misstatements made by third parties? No, unless the issue has somehow “entangled” itself w/ the statements by affirming them.

- Duty to disclose if trading in securities (sometimes)
- Duty to update, in some circuits (2nd Circuit cautious acceptance v. 7th Circuit outright rejection), if prior disclosure has become materially misleading so long as “alive” or has forward intent and connection upon which parties may be expected to rely
- Duty to correct in all circuits if statements were misleading at time they were made
- Duty to avoid “half-truths”

- Periodic disclosure requirements impose additional disclosures for specified categories ( Real time disclosure: § 409 SO Act gave the SEC authority to require SEA reporting co. to disclose “on a rapid and current basis” material info re. changes in a co.’s financial condition or operation

The 8-K, or “current” report, it comes closer to requiring “real time” disclosure; items required must be made within 4 business days of the specified event 

Forward Looking Safe Harbor

· SEA § 21E(c)(1) a person shall not be liable with respect to any forward-looking statement, whether written or oral, if . . .(A)(i) identified as a forward-looking statement, and is accompanied by meaningful cautionary statements identifying important factors that could cause actual results to differ materially . . .; or . . .

· It rules out a caution such as “this is a forward-looking statement: caveat emptor”. But it does not rule in any particular caution. 

· Boilerplate warnings won’t do

· SEA §21E(c)(1) a person shall not be liable with respect to any forward-looking statement, whether written or oral, if . . . (B) the plaintiff fails to prove that the forward-looking statement . . . (i) was made with actual knowledge by that person that the statement was false of misleading . . .

· SEA 21E(c)(2)(A)(ii) Oral statement (i) accompanying oral warning referring to w doc (ii) identification of w doc (iii) w doc is cautionary statement

· Asher v. Baxter (7th, 2004)
· Bespeaks caution see Kaufman 
· Like PSLRA’s forward looking safe harbor: (i) prospective statement not historical info and (ii) no boilerplates

· Unlike PSLRA’s forward looking safe harbor: (i) no insulation of knowingly false statements and (ii) it is in connection w/ tender offers and IPOs. 

	ELEMENTS – SCIENTER 
	Ernst & Ernst (SC, 1973, J. Powell)

· Mail Rule

· Nay is dead 

· Ernst & Ernst had them conducted proper audit, they would have discovered mail rule

· Effect oriented approach rejected ( “it would impose liability for wholly faultless conduct where such conduct results in harm to investors, a result the Commission would be unlikely to support.”
· Knowing or intentional conduct

· Recklessness (see fn)

· No negligence (it triggers § 11)

· Consider that for Rule 10b-5 (and other private claims under SEA) PSLRA requires that complaints please with particularity facts giving rise to a strong inference that the D had the requisite state of mind. BUT discovery is stayed until after the motion to dismiss making it difficult for P to uncover facts to meet the pleading w/ particularity and avoid dismissal. Which facts??
Florida State (8th Circuit, 2001)
· securitization

· gain on sale revenue

· Strong inference of scienter 

(A) D had Motive & Opportunity to commit fraud or

· greed is ubiquitous motive

· e.g., magnitude of compensation package of CEO and timing coincidence of overstatement of earnings at just the right time to benefit him

(B) Circumstantial Evidence
· e.g., D publishes statements w/ knowledge of facts indicating crucial info in the statements was based on discredited assumptions


	ELEMENTS – RELIANCE
	NOT the SEC

YES private P ( historically reliance requirement has made class action treatment inappropriate for common law fraud. No more with combination of Affiliated Ute & Basic!
I. Affiliate Ute Citizens of Utah v. US (SC 1972, J. Blackmun)
Test: No reliance requirement in case of omission in breach of a fiduciary duty in face-to-face and open market transactions.

- Half truths? 

II. Basic v. Levinson (SC, 1988, J. Blackmun)
Fraud on the market theory: shareholders who trade in impersonal, well-developed sec mks are presumed to rely on publicly made 10b-5 misrepresentations and half truths, though D may rebut the presumption ( Affirmative representations in Open market transaction
· White Concurrent: No application of fraud on the market theory here. “The Congress with its superior resources and expertise is far better equipped that the federal courts for the tasks of determining how modern economic theory and global financial markets require that established legal notions of fraud be modified”

· If market is efficient! See Binder v. Gillespie (9th Circuit, 1999) where Basic presumption did not apply to issuer whose stock was traded in the “pink sheets”, which is a mk lacking in informational efficiency.

III. Affirmative representations in face-to-face transactions, the investor must show individual reliance. 
Efficient Capital Markets Hypothesis 

Weak Semi-Strong Strong

RELIANCE

FACE-TO-FACE

OPEN MARKET

OMISSION WITH DUTY TO DISCLOSE

& HALF TRUTHS?

No reliance requirement (Affiliated Ute)

No reliance requirement (Affiliated Ute)

HALF TRUTHS

Some courts require proof of reliance ( see Abell v. Potomac Insurance (5th Circuit, 1988) and others apply Affiliated Ute presumption ( see Chris-Craft v. Piper Aircraft (2nd Circuit, 1973)

AFFIRMATIVE REPRESENTATION

& HALF TRUTHS!

Investor must show individual reliance!
Presumption of reliance (Basic) in efficient markets
If market is efficient! See Binder v. Gillespie (9th Circuit, 1999) where Basic presumption did not apply to issuer whose stock was traded in the “pink sheets”, which is a mk lacking in informational efficiency.

Half truth is an omission that render statements misleading. 

	TRANSACTION CAUSATION a broader term for reliance but for the fraud, plaintiff would not have invested (or sold, etc.)

≠

LOSS CAUSATION akin to proximate cause => fraud cause the loss e.g., market doesn’t believe the misrepresentation, stock tanked due to market decline



	ELEMENTS – LOSS CAUSATION
	· 21D(b)(4) Loss Causation – In any private action arising under this title, the plaintiff shall have the burden of proving that the act or omission of the defendant alleged to violate this title caused the loss for which the plaintiff seeks to recover damages.
· Dura Pharmaceuticals (SC, 2005, J. Breyer)
· 9th Circuit Inflated purchase price is rejected

· Allegation and proof 

· In discussing the loss causation requirement, the Seventh Circuit has said that: “No social purpose would be served by encouraging everyone who suffers an investment loss because of an unanticipated change in market conditions to pick through offering memoranda with a fine-tooth comb in the hope of uncovering a misrepresentation.” Bastian v. Petren (7th Circuit, 1990). Why not? Wouldn’t this help “crush out” fraud?



	DEFENDANTS 
	Third Party’s Relationship with Fraudster

- control person with full knowledge

- full knowledge but only veto power over some aspect of the deal

- full knowledge but only contractual relationship

- full knowledge but no contractual relationship

- no knowledge of the fraud or risk of fraud



	
	Secondary Liability

20(e) of SEA 
For purposes of any action brought by the Commission [for injunctive relief], any person that knowingly [= no for reckless aid] provides substantial assistance to another person in violation of a provision of this chapter, or of any rule or regulation issued under this chapter, shall be deemed to be in violation of such provision to the same extent as the person to whom such assistance is provided.

Central Bank (SC, 1994, J. Kennedy)

· When an indenture trustee allowed a bond issuer to violate its covenants, a bondholder sues the trustee for “aiding and abetting” sec fraud

· Rejection of aiding-and-abetting liability!! 

· Fear that aiding and abetting does away with the reliance requirement



	
	Who is a primary violator?

(A) 2nd Circuit adopted bright rule test Shapiro

(B) 9th Circuit adopted more lenient substantial participant test
Wright v. Ernst & Young (2nd Circuit, 1998)
· When a shareholder sues its issuer’s accountant for preparing financials appended to a misleading press release, the accountant claims it never made actionable statements 

· To be liable for sec violations, primary violators must actually make a material misstatement or omission to inventors 

	
	Control persons 

20(a) of SEA

Factual question



	DAMAGES
	I. Open market damages

Out-of-pocket measure (as in tort law)
Compensation corrects distortion of fraud in two ways

(1) deterrence for expenditure by the perpetrator 

(2) precaution costs of victim 

=> social waste

Typical fraud action is for alleged misrepresentations that inflate price of company’s stock in secondary trading market => fraud on the market w/o any net wealth transfer; instead the wealth transfers caused by fraud occur b/w equally innocent investors 

II. Face-to-Face damages

· Out-of-pocket measure & circumstances of the situation
· RESTITUTION damages (aka disgorgement measure of damages) requires the defendant to give the plaintiff whatever profit she made. See Pidcock (11th, 1988) Disgorgement measure: when defrauding purchaser receives > seller’s loss, the damages then are purchasers’ profit. (see Janigan).
· BUT exception: D’s special or unique efforts. 

· BUT not an exception if performance as part of D’s regular salaried circumstances 

· RESCISSIONARY measure 

· PURCHASERS: if purchaser defrauded the plaintiff, return the securities or 

· SELLERS: if seller defrauded the plaintiff, return of the purchase price or the difference between the original sale price and the subsequent sale by the defendant

       See Garnatz Recessionary measure benefit of the bargain measure ??

· BENEFIT-OF-THE-BARGAIN damages are the difference between the value received and the value promised, when the value promised can be shown with certainty

III. Proportionate Liability

1. Covered persons – all persons liable for actions under 1934 Act

(§21D(f)(10)(C)(i))

2. Proportionate liability means that the covered person has to pay only the amount of damages for which he is responsible.

a. Jury (or finder of fact) must determine percentage of responsibility (based on conduct as well as causal relationship to damages) for each wrongdoer as well as whether was knowing.

b. If plaintiff can’t recover from other defendants, plaintiff loses.

c. Defendant is liable (to certain types of plaintiffs) for only up to an additional 50% of his liability under §21D(f)(4)(A)(ii).

3. Joint and several if “knowing” fraud, but knowing excludes “recklessness.” (See §21D(f)(10)(i)(B))

4. Uncollectible Share provision (§ 21D(f)(4)) – Applies for individual plaintiffs with net worth of less than $200,000, whose recoverable damages are more than 10% of their net worth. If there is any uncollectible share from a covered person (due to insolvency, etc.) then such small individual plaintiffs may collect from the remaining covered persons who face joint and several liability for the uncollectible share. For all other plaintiffs, they can collect the uncollectible share from remaining covered persons subject to two limits: (1) covered persons contribute in proportion to their responsibility and (2) uncollectible share liability of each covered person is capped at 50% of their base proportionate share.

5. Right of contribution for covered persons.



	STATUTE OF LIMITATIONS
	28 USC § 1658(b)

2 y after discovery

5 y after violation


INSIDER TRADING
1. Section 16(b) of the SEA – which prohibits short-swing profits (profits realized in any period less than six months) by corporate insiders in their own corporation's stock, except in very limited circumstance. It applies only to directors or officers of the corporation and those holding greater than 10% of the stock and is designed to prevent insider trading by those most likely to be privy to important corporate information.

2. Section 10(b) of the SEA & Rule 10b-5 

3. The European Parliament and the Council have adopted a directive on insider dealing and market manipulation. It is intended to guarantee the integrity of European financial markets and increase investor confidence. The objective is thus to create a level playing field for all economic operators in the Member States. Directive 2003/6/EC of the European Parliament and of the Council of 28 January 2003 on insider dealing and market manipulation (market abuse)
	INSIDER TRADING
	INSIDER TRADER
	OUTSIDE TRADER

	CORPORATE (INSIDE) INFORMATION
	Rule 10b-5 & Classical Insider Trading Theory

Equal Access Theory 

Unavailable Advantages 

Parity of Information

Property Rights Theory

Could Pandick Press or its clients state a Rule 10b-5 cause of action against Chiarella to protect their property rights?

Fiduciary Duty

Misappropriation Theory?

Then SEC tries with activist 2nd Circuit, but problems with SC and in particular J. Powell

Texas Gulf Suplhur (2nd, 1968) – proceeding against corporate executives – Core insider prohibited according to Equal Access theory 
Chiarella (SC, 1980, J. Powell) Classical IT Theory  
Classical IT Theory v. Government Misappropriation Theory. See Carpenter & O’Hagan. See also Stevens Concurring
· P is printer by trade

· Question is whether a person who learns from confidential doc of one co. that it is planning an attempt to secure control of a second co. violates § 10(b) if he fails to disclose the impending takeover before trading in the target co.’s sec. NO
· “the relationship between a corporate insider and the stockholders of this corporation gives rise to a disclosure obligation is not a novel twist of the law”

· “Silence in connection with the purchase or sale of sec may operate as a fraud actionable under 10(b) … such liability is premised upon a duty to disclose arising from a relationship of trust and confidence between parties to a transaction”
· In this case, however, no affirmative duty of disclosure ( see OUTSIDE - OUTSIDE
· Rule 10b-18 safe harbor for share buyback programs. Rule 10b-5 applies if issuer has repurchased shares while in possession of material non-public information.


	Cady Roberts (SEC, 1961) – proceeding against sec professionals – corporate insider must abstain from trading in the share of his corporation unless he has first disclosed material inside information known to him. 
(i) relationship affording access to inside information 

(ii) unfairness of allowing a corporate insider to take advantage of that information by trading without disclosure

( “Disclose or abstain rule”

Core Outsider
Texas Gulf Suplhur (2nd, 1968) Core Outsider prohibited according to Equal Access theory



	
	Temporary insiders 

Dirks FN 14: UW, accountants, lawyers, or consultants may enter into a “special confidential relationship” whereby they come under a fiduciary duty similar to insiders with respect to non-public material info obtained though the relationship
	Tipper-Tippee liability 

Dirks v. SEC (SC, 1983, J. Powell) 

· prior to making allegations of fraud public, stock analyst had his institutional clients liquidate their holdings

· A tippee assumes a fiduciary duty to the shareholder of a co. not to trade on material nonpublic info when a corporate insider has disclosed for his won personal benefit info to the tippee.

· Reaffirmation of relationship b/w parties requirement: “a duty to disclose arises from the relationship between parties and not merely from one’s ability to acquire information because of his position in the mk”

· Otherwise, inhibiting influence on the role of mk analysts.
· the tippee’s duty to disclose or abstain is derivative from that of the insider’s duty

· some tippees must assume an insider’s duty to the shareholders not because they receive inside info, but rather b/c it has been made available to them improperly

· Tipping is a means of indirectly violating the Cady, Roberts disclose-or-abstain rule

· Test is whether the insider personally will benefit directly or indirectly from his disclosure (see standard in Cady, Roberts, where purpose of SEC law was to eliminate “use of inside information”)
· Joint and several liability
· In this case no split among Circuits. This is b/c of J. Powell’s influence in bringing sec cases to Court’s docket.

· The Court seems concerned w/ preserving flow of corporate info to outside financial analysts. Institutional investors are likely to benefit from such tips to analysts. 

· This concern is justified. In its history, the Commission has brought only two insider trading cases even touching on the company-analyst exchange of information (in 1991, SEC v. Stevens & SEC v. Rosenberg)

	OUTSIDE INFORMATION
	?
	The 1980s were marked by a frenzy of corporate takeovers. Ironically, it is during this period that courts narrowed the scope of Section 10(b) and Rule 10b-5 in the insider trading context.
Chiarella (SC, 1980, J. Powell) NO 
· P is printer by trade

· Question is whether a person who learns from confidential doc of one co. that it is planning an attempt to secure control of a second co. violates § 10(b) if he fails to disclose the impending takeover before trading in the target co.’s sec. 

· “Silence in connection with the purchase or sale of sec may operate as a fraud actionable under 10(b) … such liability is premised upon a duty to disclose arising from a relationship of trust and confidence between parties to a transaction”
· Not every instance of financial unfairness constitutes fraudulent activity under § 10(b)

· The element required to make the silence fraudulent – a duty to disclose – is absent in the case.

· Moreover, mk info did not concern earning power or operations of the target but only plans of the acquiring co.
· § 10(b) is a catch-all clause but what it catches must be fraud and there is no fraud without duty to speak and duty of speak does not arise w/ mere possession of info.
· J. Stevens Concurrent: The Court correctly does not address whether the P’s breach of his duty of silence owed to his employer and to employers’ customers could give rise to criminal liability under Rule 10b-5. Arguments for either position. ( misappropriation theory

· Chief J. Burger Dissenting opined that he would have upheld the conviction on the grounds that the defendant had “misappropriated” confidential info obtained from his employer and wrongfully used it for personal gain (prophetic dissent)

· This is the Classical Theory 

· Relationship of trust and confidence between Acquirer-client Pandick press and Chiarella printer, but no relationship netween Investor target and Chiarella printer.

· Rule 14e-3 under Section 14(e): once a tender offer is initiation, any person other than the acquirer is prohibited to trade in the target company based on non-public material information (no deception or breach of fiduciary duty)

· Duty of confidentiality Agency Restatement § 395: “Unless otherwise agreed, an agent is subject to a duty to the principal not to use or to communicate information confidentially given him by the principal or acquired by him during the course of or on account of his agency or in violation of his duties as agent, in competition with or to the injury of the principal, on his own account or on behalf of another, although such information does not relate to the transaction in which he is then employed, unless the information is a matter of general knowledge."



	
	
	Misappropriation Theory 

US v. O’Hagan (SC, 1997, J. Ginsburg)

· a partner in a law firm, which was hired to represent the acquiring co. in a tender offer, purchased call options and stock for the target of tender offer and sold the sec after his firm withdrew representation and the tender offer was publicly announced

· A person commits a fraud in connection w/ sec transaction when he misappropriates confidential information for sec trading purposes, in breach of a duty owed to the source of the information [not to trading party]

· Deception through non-disclosure is central to the theory. See Santa Fe (SC, 1977).
· § 10(b) requirement that misappropriator’s deception use of info be “in connection with the purchase or sale of security” is satisfied b/c fiduciary’s fraud is consummated not when fiduciary gains confidential info, but when he uses the info to purchase or sell sec. See SEC v. Zandford (SC, 2002). 
· Rule 14e-3 (tender offer related info): w/o regard to whether the trader owes a pre-existing fiduciary duty to respect the confidentiality of the info.

· Splitting the elements: Misappropriation theory breaks apart Rule 10b-5 elements of deception and breach of fiduciary duty: neither of them must occur against the party trading opposite to the violator. Instead, a third party is introduced: the source of info.

· See Regulation FD (selective distribution) 




PUBLIC OFFERINGS
Types of offering

1. Firm commitment

· Purchase

· Gross spread (normally 7%)

· Certainty 

2. Best efforts

· Investment bank acts as a selling agent

· Investors face greater risks

· Conditional best efforts

3. Direct PO

· Rights offering or

· Directed to the public at large

4. Dutch Action Offering
· Highest single price that will still allow the issuer to sell all the desired shares. 

· Calms speculative fervor, i.e. Underpricing

Costs of going public

· Restructuration

· Out of the pocket and imputed costs

· Dilution effect

· Risk of takeover

· Ongoing costs of public filing

· Sharply increased post SOA

Plain English Disclosures (Rules 420 and 421)
	U/W

	2(a)(11) U/W 

· The term "U/W" means any person who has purchased from an issuer with a view to… the distribution of any security, or 

· participates or has a direct or indirect participation in any such undertaking, or 

· participates or has a participation in the direct or indirect underwriting of any such undertaking; 

but such term shall not include a person whose interest is limited to a commission from an U/W or dealer not in excess of the usual and customary distributors' or sellers' commission.


	· Initial starting point for PO (especially IPOs)

· Source of advice on structuring the corporation for public investors, pricing, etc. 

· Source of contacts with large institutional investors

· Source of financing (e.g., firm commitment offerings)

· Gatekeepers:

· they serve as screeners and bring only good offerings to investors 

· reputation can me them charge issuers higher rates, giving them a financial incentive to screen

· if investors fail to distinguish U/Ws bases on reputation, then free riding occurs and U/Ws lose the incentive to screen

· Bulge bracket

· Tombstone 

· Bake-off: in house analyst. NY State Attorney General Eliot Spitzer investigated at Merryl Lunch: joint settlement w/ SEC and then majors investment banks for over $ 1.4 billion in 2002. NASD and NYSE rules now limit suck bake-offs. 

· U/W process see page 416




	PUBLIC OFFERING DISCLOSURE

	Document
	Use
	Special Antifraud Provision

	RS
1. Form S-1

· available to all issuers – don’t qualify for Form S-3
· Incorporation by reference only for eligible reporting issuers with one annual report –  Only backward incorporation by reference 
2. Form S-3
· Available to 
· US reporting company for one year and 
· have > $75 m

· Can incorporate by reference any periodic report

· No annual report to investors

· Must include material changes to periodic filings 

3. Form SB-2
· available to revenues < $ 75,000

4. Form SB-1
· available to revenues < $ 10,000


	Filed with SEC
	§ 11 Liability 

· DD defense for non-issuer participants 

	Statutory Prospectus
	Distributed to Investors
	§ 12(a)(2) Liability

· Reasonable care defense for sellers


	ISSUER
	REQUIREMENT
	Ineligible issuers

	Non-reporting issuer
	No periodic reports
	In the past 3 y

· Blank check or shell company and penny stock issuers
· Bankruptcy petition (unless filing of an annual report w/ audited financial statements)

· Violation antifraud provision

· RS has been subject to refusal or stop

· RS is subject to any pending proceedings

	Unseasoned Issuer
	Reporting, but not eligible for S-3
	

	Seasoned Issuer
	S-3 eligible for primary offerings
	

	Well-known Seasoned Issuer (WKSI) 

· See Rule 405
· 30% of listed issuers

· 95% of US mk capitalization in 2004
	· S-3 eligible for primary offerings; AND
· $700 m in equity OR $1 b in debt offerings over last three years
	· 


	PREFILING PERIOD

“in registration” (SEC Rel. 5180)

	NO SALES

NO OFFERS TO SELL OR TO BUY

	

	OFFER

· Publicity by means of public media emanating from brokerdealer firms who as U/W negotiated for PO (presumption in In the Matter of Carl M. Loeb)

· Brochure w/ name of U/W (SEC Rel. 3844)

· Publicity campaign (SEC Rel. 3844)

· Scheduled Analyst’s Meeting (SEC Rel. 3844) is not an offer

· Many prints of the speech above (SEC Rel. 3844) 

· Factual info (SEC Rel. 5180) is not an offer

· Prediciton, projections, forecast or opinion w/ respect to value (SEC Rel. 5180)

· “The SEC prohibits me from making any statements that would hype my IPO” ( delay (Salesforce.com case)

· All non-real time communication on the Internet (Rule 405) is an offer

· Real time communication on the Internet (Rule 405) is not an offer

· Hyperlink (Rule 433) is an offer

· Hyperlink containing historical issuer info in a separate § of issuer’s web site (Rule 433) is not an offer

	All communications that may condition the mk for sec

In the Matter of Carl M. Loeb
· No particular legal form

· “condition the public mind or arouse public interest in the particular sec” 

· “Where an issue has new value since it may be easier to whip up a speculative fenxy” 

SEC Release No. 3844

Does the issuer’s communication condition the market?

· Motivation of the communication: arranged after a financing decision is more likely an offer

· Type of information: soft, forward-looking information is more likely an offer

· Breadth of the distribution: broader means more likely an offer

· Form of the communication written, easily reproduced and distributed communications are more likely an offer

· Mentioning facts about the offering: naming the U/W is more likely an offer

SEC Release No. 5180

Did the issuer intend to condition the market?

· Purpose: initiating publicity when in registration

· Soft information: soft, forward-looking information



	· Rule 135

· Rule 163A

· Rule 168

· Rule 169

· Rule 163

	Checklist
Remember that § 5 is the starting point

1. Are we “in registration?”

2. Is the communication an “offer” under § 2(a)(3)?

3. Does a safe harbor or exemption apply?

(Rules 135, 163, 163A, 168, 169; § 4)

4. What does the safe harbor get us?


	WAITING PERIOD

	§5(b)(1)

	· NO SALES
· PRELIMINARY PROSPECTUS - Rule 430  ( Prospectus meeting requirements of Section 10(b)

	· PRELIMINARY PROSPECTUS - Rule 430  ( Prospectus meeting requirements of Section 10(b) - No price info

· ROADSHOW For institutional investors

· TOMBSTONE ADVERTISEMENTS - Rule 134

· SOLICITATION OF INTERESTS - Rule 134

· FREE WRITING PROSPECTUS - Rule 164

FREE WRITING PROSPECTUS

Rule 164

Biggest change in 2005 PO Reform

Written Communications (Rule 405)

· “[A]ny communication that is written, printed, a radio or television broadcast, or a graphic communication”

· “Graphic communication … shall include all forms of electronic media, including, but not limited to, audiotapes, videotapes, facismiles, CD-ROM, electronic mail, Internet Web sites….”

· Any ndirect communication through media, including interviews

· “Graphic communication shall not include a communication that, at the time of the communication, originates live, in real-time to a live audience and does not originate in recorded form….”

Free Writing Prospectuses (Rules 164, 433)

· any written communication that offers to sell or solicits an offer to buy a security that are or will be subject to a RS that do not meet the requirements of a § 10 statutory prospectus 

· indirect communications through media sources offering or soliciting 

–Compensated

–Uncompensated

Rqmts

Non-Rep. & Unseas.

Seasoned & WKSI

Eligibility

Only after filing of RS

Only after filing of RS

BUT WKSI may use Rule 163 in Pre-Filing Period

§ 10 Prospectus (Solicitation of interest)
Must have filed

Must accompany or precede
Must have filed

No delivery 

Information

· No info conflicting with RS

· Legend

· No info conflicting with R

· Legend

Filing

FWP must be filed with SEC no later than 1st use

FWP must be filed with SEC no later than 1st use
Record Retention

3 y

3 y

FWP Filing Requirement

Issuer FWP

Issuer Filing Requirement

Offering Participant FWP

· “broad unrestricted dissemination

· Unless previously filed with SEC

Media FWP

Exempted if:

· No payment

· Filed by issuer within 4 days of becoming aware

Exceptions:

· No substantive changes to FWP previously filed

· Pre-recorded version of an electronic roadshow (Filing for Non-Reporting Issuers, unless bona fide version of it available without restrictions)



	· Rule 135 (see pre-filing period)
· Rule 137 (see analyst chart)
· Rule 138 (see analyst chart)
· Rule 139 (see analyst chart)
· Rule 168 (see pre-filing period)
· Rule 169 (see pre-filing period)
· Rule 134

If applicable removes communication from 2(a)(10) prospectus or free writing prospectus status

(a) Tombstone advertisement - Permissible Information 

· factual information on issuer 

· information on the security

· price

· use of proceeds

· U/Ws

· procedures U/Ws will use to conduct offering

(b) Mandatory Information 

· legend!
· contact person to obtain prospectus!

(c) Exceptions from Rule 134(b) requirements

(d) Solicitations of interest ( If § 10 Statutory Prospectus accompanies or precedes Rule 134 (electronic and hypelink is OK) (see FWP)
· No term sheet

	The Process of Going Effective

SEC’S REVIEW PROCESS

· SEC selectively reviews RS filings

· focus on IPOs Form S-1 filings

· 20 day review period, after which RS becomes automatically effective (§8(a))

· issuers waive 20 day review period and wait for SEC approval (Rule 473)




	WAITING PERIOD

	TREATMENT OF ELECTRONIC ROADSHOWS

	Real-Time road show? 
	YES (
	Treated as Oral communication (Rule 405)

	NO↓
	
	

	Equity offering by Non-SEA Reporting Issuers Registering Common Equity or Convertible Equity Sec
	YES (
	“Bona fide” electronic road show available?

	NO↓
	
	YES↓
	NO↓

	No Filing Required - Rule 433(d)(8)
	
	No Filing Required - Rule 433(d)(8)
	Filing Required - Rule 433(d)(8)


	WAITING PERIOD

	ANALYSTS

	Buy-side analysts: work directly for large institutional investors 

OR

Sell-side investors: associated w/ large brokerage firms

	BROKER-DEALERS NOT PARTICIPATING IN THE DISTRIBUTION
	RULE 137

Legal effect: not an U/W

Allows broker-dealers to distribute info about reporting issuers

· Regular course of business 

· Non-participating broker-dealers

· Non a blank check co., shell co., or issuer in a penny stock offering


	§ 5 Gun-Jumping Rules
	( § 4(3) exemption from § 5

Two Conditions

1. dealer is not U/W ( Rule 137!

2. publication or distribution of research does not take place during the prospectus delivery requirement period as defined in § 4(3) in conjunction with Rule 174 ( Rule 174 reduces the prospectus delivery period for a previously reporting company to zero days! 
	( § 2(a)(11) 

Definition of U/W (Rule 137)

	BROKER-DEALERS PARTICIPATING IN THE DISTRIBUTION
	RULE 138

Legal effect: not an offer


	Two groups

(2) common stock and preferred and debt sec convertible into common stock

(3) preferred and debt sec non convertible in common stock

· safe harbor to provide opinion on one group even if offering sec belonging to the other group 

Regular course of business

	
	RULE 139

Legal effect: not an offer

More general safe harbor for participating broker-dealers publishing research reports on SEAT reporting issuers 


	Issuer-specific report

1. S-3 issuers

2. Filed required periodic report for past 12 months

3. Must be issued in “regular course of broker-dealer’s] business”

4. Cannot be initiation of coverage
	Industry reports

1. Reporting issuers

2. Similar info on industry or comprehensive list of recommendations

3. No greater space or prominence for issuer

4. Must be issued in “regular course of [broker-dealer’s] business

5. Must have similar info on issuer in similar reports at time of publication 


	POST-EFFECTIVE PERIOD

	§5(b)(2)

	FINAL PROSPECTUS

Only a prospectus meeting the requirements of § 10(a) constitutes a valid statutory prospectus. 

[the § 10(b) preliminary prospectus authorized by Rule 430 no longer meets the requirements of § 5(b)]

	§ 5(b)(1) 

It shall be unlawful for any person (1) to ... transmit any prospectus relating to any security with respect to which a RS has been filed under this title, unless such prospectus meets the requirements of § 10; ...

[the real bite of § 5(b) lies in § 5(b)(1), b/c definition of prospectus includes written confirmation of sale and thus u/w sending confirmations fall w/ the pospectus delivery requirement].

§ 2(a)(10) 

The term "prospectus" means any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television, which offers any security for sale or confirms the sale of any security; except that ... (a) a communication sent or given after the effective date of the RS (other than a prospectus permitted under sub§ 10(b)) shall not be deemed a prospectus if it is proved that prior to or at the same time with such communication a written prospectus meeting the requirements of sub§ 10(a) at the time of such communication was sent or given to the person to whom the communication was made,

§ 5(b)(2) of the 1933 Act

(b) It shall be unlawful for any person (2) to carry . . . any such security for the purpose of sale or for delivery after sale, unless accompanied or preceded by a prospectus that meets the requirements of sub§ (a) of § 10.



	Form of the final prospectus

It adds price-related info. 

Rule 430A alleviate timing concerns b/c is available only for all  cash, firm commitment rule

	· Rule 135
· Rule 168 

· Rule 169


	POST-EFFECTIVE PERIOD

	PROSPECTUS DELIVERY REQUIREMENTS

	· Consider that costs an indefinite delivery requirement would place on secondary market

· Even if readership were below 100%, mandatory disclosure may protect retail investors:

(i) The mere drafting of a disclosure doc that the SEC may review encourages issuers to be truthful in their disclosure;

(ii) Retail investor may obtain info indirectly;
(iii) Even if retail investors make no effort to digest the info, disclosure may influence the market for the offering.

	RULE 174 – TIME LIMITS FOR § 5(b) DELIVERY REQUIREMENT
	Reporting company 
	National SE or NASDAQ Listed 
	Seasoned offering 
	No prior offering

	
	No delivery requirement
	25 d
	40 d
	90 d

	RULE 172 – 

ACCESS EQUALS DELIVERY (Way to distribute Prospectus)

(SEC’s 2005 PO REFORM)
	a. Requirement that a prospectus precede or accompany  a written confirmation of sale of Section 5(b)(1) is exempted IF


	
	b. Requirement that a prospectus precede or accompany a sec transmitted for sale of Section 5(b)(2) is exempted IF


	
	c. Conditions.
· The issuer has filed with the Commission a prospectus with respect to the offering that satisfies the requirements of § 10(a) of the Act OR 
· the issuer will make a good faith and reasonable effort to file such a prospectus within the time required under Rule 424 (§230.424) and, in the event that the issuer fails to file timely such a prospectus, the issuer files the prospectus as soon as practicable thereafter
· Filing condition not required for dealers who would otherwise face a prospectus delivery requirement due to the operation of Sections 5 and 4(3) – Rule 172(c)(4)



	UPDATING

	PROSPECTUS
	REGISTRATION STATEMENET

	· Antifraud liability (10b-5 & 12(a)(2))
· SEC v. Manor Nursing (2nd Circuit, 1972): a grossly misleading prospectus would violate the P delivery violations of § 5, thus potentially giving rise to § 12(a)(1) cause of action
· But in SEC v. South West Coal & Energy (5th Circuit, 1980): this interpretation (i) renders § 11 and § 12(a)(2) superfluous and (ii) DD defense unavailable. 

· § 10(a)(3) of SA: if P used for > 9 months after effective date of RS, info in the P may not be > 16 months old to the extent that info is known to the “user of P” or can be provided w/o unreasonable effort or expense
· little effect b/c delivery requirement for non-shelf PO may continue at most for 90 days after commencement of offering 

· Shelf registration. Issuers doing a Shelf R. under Rule 415 must update the P to reflect any fundamental change to the info set forth in the RS pursuant to Item 512(a) of Reg S-K
	· No general duty to update 
· RS speaks as of “effective date”
· Antifraud liability under § 11 and Rule 10b-5

· SEC may issue stop order if RS contains misrepresentations at the time of the effective date pursuant to § 8(d)

· Two major exceptions
1. Shelf registrations using Rule 415

· SEC’s view (see Release No. 6276) that “material” changes should result in an amendment to the RS – but what of Item 512(a)’s emphasis on “fundamental” changes?

2. Rule 424(a)’s statement about the filing of a prospectus (as anamendment to the RS) if there are “substantive changes from or additions to” the RS



	GUN JUMPING RULES - SUMMARY

	OFFER?
	YES (
	R.S. FILED?
	YES (
	PROSPECTUS?

2(10)
· ORAL

· FW

· 134
· 138, 139

· FWP: 164/433
	YES (
	§ 10?

	NO ↓
	
	NO ↓
	
	NO ↓
	YES ∕∕
	NO ↓

	NO LIABILITY
	
	EXEMPTION?

· 4(1)

· 135

· 137

· 163
· 163A

· 168

· 169
	
	NO LIABILITY
	
	§ 5(b) VIOLATION

	
	
	NO ↓
	
	
	
	

	
	
	§ 5(c)
VIOLATION
	
	
	
	


SHELF REGISTRATION
· § 6(a) states that “a RS shall be deemed effective only as to the sec specified therein as proposed to be offered”. 
· The SEC in Shawnee Chiles interpreted § 6(a) as prohibiting issuers from registering sec not intended to be offered immediately or in the near future.

· For little-known issuers the SEC’s prohibition of indefinite registration of sec protects investors from unwise purchases of sec.

· Also, if an issuer sells sec using an out-to-date or otherwise misleading prospectus the issuer and those soliciting purchases on its behalf potentially face § 12(a)(2) antifraud liability. 

	SHELF-REGISTRATION

	Rule 415
	Offerings meeting Rule 415 five requirements may be offered on a “continuous or delayed basis in the future” 

	1. Only certain types of offerings

Rule 415(a)(1)


	The RS pertains only to:

(i) Sec which are to be offered or sold solely by or on behalf of a person or persons other than the registrant ... ;

(iv) Sec which are to be issued upon conversion of other outstanding sec;

(viii) Sec which are to be issued in connection with business combination transactions;

(ix) Sec the offering of which will be commenced promptly, will be made on a continuous basis and may continue for a period in excess of 30 days. ...

(x) Sec registered (or qualified to be registered) on Form S-3 … which are to be offered and sold on an immediate,

continuous or delayed basis by or on behalf of the registrant

	2. Two-years time limit for non-S-3 issuers

Rule 415(a)(2)

	(2) Sec in paragraph (a)(1)(viii) of this § and sec in paragraph (a)(1)(ix) of this § that are not registered on Form S-3 … may only be registered in an amount which, at the time the RS becomes effective, is reasonably expected to be offered and sold within two years from the initial effective date of the registration.

	3. Updating

(S-3 issuers by incorporation)

Rule 415(a)(3)


	(3) The registrant furnishes the undertakings required by Item 512(a) of Regulation S-K …

Item 512(a)(1) Undertakings

The undersigned registrant hereby undertakes ... [t]o file ... a post-effective amendment to this RS:

(i) To include any prospectus required by § 10(a)(3) of the Sec Act of 1933;

Provided, however, that:

 (B) Paragraphs (a)(1)(i), (a)(1)(ii) and (a)(1)(iii) of this § do not apply if the RS is on Form S-3 … and the information required to be included in a post-effective amendment by those paragraphs is contained in reports filed with or furnished to the Commission by the registrant pursuant to § 13 or § 15(d) of the SEA that are incorporated by reference in the RS, or is contained in a form of prospectus filed pursuant to Rule 424(b) that is part of the RS.

(ii) To reflect in the prospectus any facts or events arising after the effective date ... which, individually or in the aggregate, represent a fundamental change in the information set forth in the RS;

(iii) To include any material information with respect to the plan of distribution not previously disclosed in the RS

· Filing of a post-effective amendment to the RS includes the info in the RS for purposes of § 11 liability

	4. “At the market” equity offering

Rule 415(a)(4)
	“At the market offering” means an offering of equity sec into an existing trading market for outstanding shares of the same class at other than a fixed price.

In the case of a RS pertaining to an at the market offering of equity sec by or on behalf of the registrant, the offering must come within paragraph (a)(1)(x) of this § [Form S-3]. 

	5. 3-years limit

Rule 415(a)(5)
	Three year re-registration

	Rule 415(a)(6)
	Carry forward of offers and filing fees to new RS

	Rule 430B(a)
	A form of prospectus filed as part of a RS for offerings pursuant to Rule 415(a)(1)(vii) or (a)(1)(x) may omit from the information required by the form to be in the prospectus information that is unknown or not reasonably available to the issuer pursuant to Rule 409.

In addition, a form of prospectus filed as part of an automatic shelf RS for offerings pursuant to Rule 415(a), other than Rule 415(a)(1)(vii) or (viii), also may omit information as to whether the offering is a primary offering or an offering on behalf of persons other than the issuer, or a combination thereof, the plan of distribution for the sec, a description of the sec registered other than an identification of the name or class of such sec, and the identification of other issuers.…

Only for purposes of § 5(b)(1)

	Rule 405
Automatic Shelf Registration
	The term automatic shelf registration statement means a RS filed on Form S-3 by a well-known seasoned issue
Rule 415(a)(1)(x) Shelf Comparison

Non-Automatic Shelf

Automatic Shelf (WKSI – Rule 405)

Info (Rule 430B)

“Unknown and not reasonably available”

Need to indicate only name or class of the sec.

May Omit Additional Info:

· Secondary offering

· Plan of distribution

· Type or amount of sex (other than name or class)

· Other issues

New Classes of Sec

Include new classes through post-effective amend (automatically effective) (Rule 413(b))

Re-Registration

Every 3 y (Rule 415(a)(5))

Every 3 y (Rule 415(a)(5))

Effective date

Rule 415(a)(5)(ii) – 180 days past 3 y and continuous offerings
Effective upon filing (Rule 462(e); Rule 415(a)(5))
Filing Fees + Unsold sec (Rule 415(a)(6)

Carry forward of unsold se and filing fees
Carry forward of unsold sec; pay-as-you-go filing fee (Rule 456(b))


	Shelf Registration Updating
	Info

Updating Obligation

Form of Update

Type of Update

New Info (§ 11)

--§ 10(a)(3)

--Fundamental changes

--Material changes to plan of distribution

--Item 512(a)(1)(i)

--Item 512(a)(1)(ii)

--Item 512(a)(1)(iii)

Form of Update

--Post-effective amend.

--Form S-3 Issuer:

● Incorp. by reference

● Prosp. filed under

Rule 424(b)

Post-effective Amendment

Part of RS at time of the effective date of amendment 

Rule 430B(a)

--“unknown or not reasonably known”

--Automatic Shelf:

● Secondary offering

● Plan of distribution

● Type of sec (other than name or class)

● Other issuers 

--Item 512(a)

--Rule 430B(c):

● § 2(a)(10)(a)

● § 5(b)(2)

--Rule 430B(d):

●Post-effective amend.

●Incorp. by reference

●Prosp. filed under Rule 424(b)

Incorporation by Reference

Part of the RS at time of the filing of the report

Prospectus files under Rule 424(2)

Part of RS at time as specified



	The Base Prospectus

Rule 424(b)(2)
	A form of prospectus that is used in connection with a primary offering of sec pursuant to Rule 415(a)(1)(x) … [and] discloses information previously omitted from the prospectus filed as part of an effective RS in reliance on Rule 430B (§230.430B), shall be filed with the Commission no later than the second business day following the earlier of the date of the determination of the offering price or the date it is first used after effectiveness in connection with a public offering or sales....


	SA LIABILITY
	§ 11

	COVERS
	Materially deficient disclosure in the RS (including prospectus)

	STANDING
	Tracing requirement

· Showing that specific shares they purchased were included in the PO under the RS that contained the alleged misstatement

Hertzberg v. Dignity (9th Circuit, 1999): Gustavson does not apply to § 11 liability

· Companies doing IPO may use Rule 144 for outstanding shares. (most of the time lock-up agreements under which no sale of non-registered shares for a  certain period of time – usually six months) 

· More seasoned companies 

Abbey v. Computer Memories
· Tracing based on timing and circumstances of the trade ( rejected (more than a showing that a P’s stock “might” have come from the relevant offering; narrow scope of § 11 liability; other remedies).

· Tracing based on the fungible mass theory ( rejected (issue of fact; narrow scope of § 11 liability).
· No reliance justifies strict tracing requirement

· Double limit on damages (sec price of sale & total price of sale) justifies strict tracing requirement (J. Friendly in Barnes v. Ofosky)

· Effects on all investors. Why § 11 only for some investors? 

	DEFENDANTS

[10b-5 LIABILITY DEPENDS ON NOTION OF WHO IS PRIMARY VIOLATOR]
	Defendant

§

Escott v. BarChris Construction

Those who signed the RS

11(a)(1)

Russo, Vitolo, Pugliese, Kircher, Auslander (O), Grant (O)

Including the issuer, the CEO & the CFO among others

6(a)

Russo, Vitolo, Pugliese, Kircher, Auslander (O), Grant (O)

Directors

11(a)(2), (3)

Russo, Vitolo, Pugliese, Kircher, Birnbaum (Secretary, Inside Counsel & Director), Auslander (Outside Director) (O), Grant (O), Coleman (U/W & Director) (O)

Various experts who prepared or certified a part of the RS

11(a)(4)

Peat Parwick (Auditors) (O)

U/W

11(a)(5)

Drexel Burnham (Managing U/W), Coleman (U/W & Director) (O)

Controlling persons of any of the above

15



	MISSTATEMENT OR OMISSION
	YES

· As of effective date

· Amendment (Issuers doing a rule 415 Shelf Registration must furnish an undertaking pursuant to Item 512(a)):

· comes under coverage of § 11

· resets effective date

· Prospectus supplement (info omitted in the earlier base shelf registration prospectus)

· comes under coverage of § 11

· Does NOT reset effective date for § 11 (it does for RS, but not § 12(a)(2))

	DEFENSES
	1. DD DEFENSE

Expertised

Non-expertised

Experts

Reasonable Investigation

Reasonable and actual belief in Statements

§ 11(b)(3)(B)

Not Applicable

§ 11(a)(4)

Non-experts

No investigation

Reasonable & actual belief in statements 

§ 11(b)(3)(C)

Reasonable investigation

Reasonable & actual belief in statements 

§ 11(b)(3)(A)

§ 11(c) In determining … what constitutes reasonable investigation and reasonable ground for belief, standard of reasonableness shall be that required of a prudent man in the management of his own property
Escott v. BarChris Construction 

1. Doing nothing

2. DD

3. Complete Audit (cost would be high and PO prices would be high)

Experts: Not the lawyers, Yes the auditors

In re WorldCom Sec Litigation

· Role of U/W: U/W is the 1st line of defense w/ respect to material misrepresentations & omission in RS

· DD Defense

· Accountants as experts: 

(i) financial statements audited

(ii) interim financial statements are not; thus U/W/ may not rely on accountant’s comfort letters. 

· Integrated Disclosure in Shelf Registration to spare time and expense. 

· Rule 176 “plan your DD ahead” & High standards for DD

· Reliance defense: U/W reliance on audited financial statement may not be blind. Rather were red flags re. reliability of an audited financial statement emerge, mere reliance on an audit will not be sufficient to ward off liability. 

· red flags are “those facts which come to a D’s attention that would place a reasonable party in a D’s position ‘on notice that the audited co. was engages in wrongdoing to the detriment of its investors’”

1. Audited financial statements: “no reasonable ground to believe and did not believe”

2. Interim financial statements: reasonable investigation (even if futile)

Rule 176

In determining whether or not the conduct of a person constitutes a reasonable investigation or a reasonable ground for belief . . . , relevant circumstances include . . .

(c) – (e) [Identity of the defendant]. . . 

(f ) Reasonable reliance on officers, employees, and others . . . ;

(g) When the person is an U/W, the type of U/W arrangement, the role of the particular person as an U/W and the availability of information with

respect to the registration; and

(h) Whether, with respect to a fact or document incorporated by reference, the particular person had any responsibility for the fact or document at the time of the filing from which it was incorporated.



	
	2. Resignation Defense – § 11(b)

	
	3. Actual knowledge defense

· Usually, the defense is employed after the issuer after the issuer makes a public announcement correcting the fraud:

(i) the entire mk knew

(ii) once the correcting info is in the total mix of info in the mk, prior fraud is no longer material

	
	4. Time defense

§ 13

(iv) 1 y after they find out about the fraud (discovery statute)

(v) 3 years after sec offered to public (repose statute)

	MATERIALITY
	YES

	STATE OF MIND
	NO

Strict liability

	RELIANCE
	NO

· Tracing requirements

· If issuer earnings statement covering a period of at least 12 months, P has to prove reliance 

	CAUSATION
	NO

(Loss Causation Defense: once a value has been determined, § 11(e) allows D to argue that the difference b/w Offering Price and Value in dot due to fraud in the RS but instead results from exogenous causes)

	DAMAGES

[COMMON LAW AND RULE 10b-5 LIABILITIES: UNLIMITED DAMAGES!]
	Damages - § 11(e)
Price Paid 
(but not greater than Offering Price [§ 11(g)]) 
__ [LESS]
Value at suit filing

Resale P if sold before suit filing

Resale P if after suit filing (no lower than value at suit filing)



	
	Loss Causation Defense: once a value has been determined, § 11(e) allows D to argue that the difference b/w Offering Price and Value in dot due to fraud in the RS but instead results from exogenous causes

· Akerman v. Oryx illustrates that proving negative causation can be difficult, especially in a volatile market. 
· Negative causation may be proven by proper statistical analysis. Proof that subsequent disclosure produced no adverse results is strong evidence of negative causation. 

	
	D are jointly and severally liable – § 11(f)

· Certain D receive cap on damages

· U/W’s liability is capped at the total P underwritten and distributed- § 11(e)

· Outside Directors are proportionately liable if they did not know of violation – § 11(f)(2)

	SUMMARY
	1. Critical issue for P class:

· Tracing, i.e., standing

2. Litigation points for issuer:

· Materiality

· Loss Causation

3. For secondary D:

· DD

· Proportional Liability


	SA LIABILITY
	§ 12(a)(1)

	COVERS
	· Circumvention of the rules of the registration process.

· Not an antifraud provision



	STANDING
	A person who purchases a sec offered or sold in violation of § therefore has standing to sue under § 12(a)(1).

	DEFENDANTS

[10b-5 LIABILITY DEPENDS ON NOTION OF WHO IS PRIMARY VIOLATOR]
	Those who offer or sell to the purchasing person

- Importance of the person making contact w/ investors

Pinter v. Dahl (SC, 1988, J. Blackmun)

· When a sec broker (Pinter) was sued under § 12(a)(1) for selling unregistered sec, he claimed the owner (Dahl) was equally liable as a statutory seller.

· Dahl assisted his fellow investors iin completing the subscription agreement form prepared by Pinter

· § 12(a)(1) extends liability for selling unregistered sec to sellers and brokers/solicitors, but no to gratuitous solicitors or persons peripherally involve in the sale.

· In order to effectuate Congress’ intent that § 12(a)(1) civil liability be in terrorem, the risk of its invocation should be felt by solicitors of purchasers.

· 5th Circuit Substantial factor test is rejected, b/c 

· No ground in the Statute 

· The test would be exempting 12(a)(1) liability to participants only remotely related to the relevant aspects of the sales transaction.

· Uncertainty. 

· Rule 10b-5 liability depends on notion of primary violator

· § 11 liability extends to those persons and entities listed as statutory defendants 

· § 12(a)(1) focuses on relationship of participating party and investor purchasing sec: importance of person making contact w/ investors

	MISSTATEMENT OR OMISSION
	NO

	DEFENSES
	Time defense

§ 13

1 y from discovery (discovery statute)

3 years from sale (repose statute)

	
	

	
	

	
	

	MATERIALITY
	NO

	STATE OF MIND
	Strict liability

	RELIANCE
	NO

	CAUSATION
	NO

	DAMAGES

[COMMON LAW AND RULE 10b-5 LIABILITIES: UNLIMITED DAMAGES!]
	1. Rescission (upon tender of the sec)

· Consideration (plus interest)        – Income received

2. Rescissionary Damages (if sold sec)

· Consideration (plus interest)       
· Amount Realized                  
· Income Received

	
	

	
	


	SA LIABILITY
	§ 12(a)(2)

	COVERS
	· Civil antifraud provision for the PO prospectus and statements relating to that prospectus

· Misstatements in prospectus

	STANDING
	§ 12(a)(2) leaves courts to puzzle over at least two possible alternatives for the scope of it application:

1. Any prospectus meeting the SEC’s broad interpretation of the definition contained in § 2(a)(10)

2. Only prospectus forming part of the RS which satisfy § 10 

· Gustavson v. Alloyd J. Kennedy For § 12(a)(2) purposes, “prospectus” means only the prospectus doc accompanying a public sec offering by an issuer or controlling shareholder, and excludes secondary sec sales through sale contracts

· J. Ginsburg Dissenting § 2(a)(10) is definitive & § 10 is substantive

· Reg A does not require distribution of a prospectus that meets requirements of § 10, instead only offering circular!!

· Gustavson confines § 12(a)(2) liability to PO

· See §s 4(1) and 4(4) 9n an unsolicited broker’s transaction no prospectus delivery requirement!!

· In re Valence Technolosgy: § 12(a)(2) applies only to transaction which requires a prospectus to be delivered. The language in Gustavson makes irrelevant whether the transaction is “traceable” to a PO. Thus, no § 12(a)(2) liability to those who purchase in secondary market transactions which do not require prospectus delivery. 

· Hertzberg v. Dignity: Gustavson does not apply to § 11 liability 



	DEFENDANTS

[10b-5 LIABILITY DEPENDS ON NOTION OF WHO IS PRIMARY VIOLATOR]
	Persons who offer or sell the security (courts generally have applied Pinter to Section 12(a)(2))
Control Persons (Section 15)

By means of (Sanders) a prospectus or oral statement (Gustavson)

	MISSTATEMENT OR OMISSION
	YES

In shelf offerings, a prospectus supplement will not be retroactively deemed part of the RS as of the earlier of the date of 1st use of the date/time of the 1st contract of sale (it does for purposes of § 11)

	DEFENSES
	Time defense

§ 13

1 y from discovery (discovery statute)

3 years from sale (repose statute)

	
	

	
	

	
	

	MATERIALITY
	YES

	STATE OF MIND
	(negligence)

	RELIANCE
	NO

	CAUSATION
	Limited showing of causal connection

Sanders: focus not on individual investors, but on the market as a whole

	DAMAGES

[COMMON LAW AND RULE 10b-5 LIABILITIES: UNLIMITED DAMAGES!]
	1. Rescission (upon tender of the sec)

· Consideration (plus interest)        – Income received

2. Rescissionary Damages (if sold sec)

· Consideration (plus interest)        – Amount Realized                       – Income Received

	
	

	
	


EXEMPT OFFERINGS
Exemption from § 5
· Mandatory Disclosure  (e.g., RS & SP)

· Gun-Jumping Rules

· Restriction on info disclosure

· Distribution of Prospectus

· Prospectus (and RS) updating

· Heightened Antifraud Liability (§ 11 and 12(a)(2))

Please remember that PO offering process is not one size fits all. 

· see small businesses issuers 

· see foreign issuers

Nonetheless the gun jumping rules and antifraud liability provisions remain the same. 

· although form S-3 issuers get some relief from the burden of gun-jumping rules through shelf registration, only two years (SEC’s 2005 POR allow certain larger issuers to offer sec through a shelf registration to 3 y w/o requiring new RS)
§ 3 exempts various types of sec from the registration requirements 

· E.g., US treasury bills are exempt sec

§ 4 exempts specific transactions

· 4(1) U/W (i) Gilligan, Will ; (ii) Chinese & (iii) CP Wolfson
· 4(2) Ralston Purina & Reg D (only Rule 506)

· 4 (1 ½) Ackerberg
· 4(3) See Rule 137 & See Rule 144A(c)

· 4(4) Wolfson & See Rule 144(g) 
§ 5 must be complied w/ if no exemption for sec or transaction ( Violation leads to rescission under § 12(a)(1)

	§ 4(2) OFFERINGS

“Transactions by an issuer not involving any public offering”

	Determination of whether an offering is “public”

	Sec Act Release No. 285 (1935)
	SEC v. Ralston Purina (SC, 1953, J. Clark)
	Doran (5th, 1977)

	· # of offerees

· Relationship of the offerees to each other and to the issuer 

· # of units offered

· Size of the offering

· Manner of the offering
	· Test: when determining whether the private offering exemption applies to a particular offering, the focus of the inquiry should be on the need of the offerees for the protections afforded by the registration requirements 

· Key employees: employees who took the initiative to inquiry about the offering 

· How selective you have to be? 

· “that an offering to all of its employees would be public is conceded” 

· English Companies Act & State Blue Sky Laws: to be public an offer need not to be open to the whole world.
· An offering to those who are shown to be able to fend for themselves is a transaction ‘not involving any public offering’”

· Example: executive officer

· Other examples: issuer sustains burden of proof

· SEC’s numerical test is rejected

· Burden of proof on issuer who would plead the exemption
· Focus of inquiry should be on the need of the offerees for the protections afforded by registration. The employees here were not shown to have access to the kind of info which R would disclose
	· Test: Issuer’s disclosure. If not, focus on offeree’s access and its sophistication. 

· Relevant factors
(i) # of offerees & their relationship

(ii) # of units offered

(iii) Size of offering

(iv) Manner of offering

· According to SEC v. Ralston Purina, the focus of the inquiry should be on knowledge of offerees, i.e., first factor

A. The # of the offerees: it is not in itself a decise factor
· no exemption “if any one of his fellow offerees was in a blind”

B. The offeree’s relationship to the issuer

a. Role of investment sophistication. It is not sufficient. It is not a substitute for access to the info that registration would disclose 

b. Requirement of avail info

C. The Issuer-Offeree Relationship (On Remand)

	
	· Counterargument: a co. would never defraud its own employees 

· The SEC held that the proper inquiry was not the nature of the offerings (#, size, manner, etc) but the nature of the offerees 

· In essence, the focus of inquiry shifted to the sophistication, investment and financial experience, access to info, and expertise of the offerree.
	· If the only way to get into the exemption is to give disclosure, why should I bother? 

	Summary

1. Offerees, not purchasers matter

2. Must have disclosure or access to info

· Relationship to issuer more important if no disclosure
3. Investor sophistication an important factor

· Investing experience
· Wealth?

· Increased importance if no disclosure


	REGULATION D
(Rules 501-508)


	RULE 504 (§ 3(b))
	RULE 505 (§ 3(b))
	RULE 506 (§ 4(2))

	Aggregate Offering Price
	Limited to aggregate offering price of $ 1 m
	Limited to aggregate offering price of $ 5 m
	No limit on aggregate offering price

	
	Aggregation Rule 

Issuer must reduce the Offering Price ceiling by the amount of sec sold in the 12 months preceding the offering pursuant to either 

1. an offering under § 3(b) (which includes both Rules 504 & 505 offerings)
2. an offering made in violation of § 5.
	/

	# of Purchasers
	No limit on purchasers 

· 
	· ≤ 35 purchasers (Rules 506(b)(2)(i), 501(a), 501(e))
	· ≤ 35 purchasers (Rules 505(b)(2)(ii), 501(a), 501(e))

· Sophistication requirement (Rules 506(b)(2)(ii), 501(h)) “such knowledge and experience in financial and business matters that he is capable of evaluating the merits and risks of the prospective investment”

OR

“Reasonable belief”

· Not a bright line rule

· Wealth and income

· Experience

· Education

· Present investment status

· Performance on an investment test 



	
	Not counted as a Separate Purchasers:
1. “relative, spouse or relative of the spouse of a purchaser who has the same principal residence as the purchaser” (Rule 501(e)(1)(i)

(i) 2. Accredited Investor 
(ii) entitites w/ ≥ $ 5m 

(iii) any director, EO, or GP of the issuer of sec

(iv) Any natural person whose individual new worth or joint net worth with that person’s spouse at the time of his purchase exceed $ 1m

(v) Any natural person whose individual income exceeded $ 200,000 in each of the two most recent y or whose joint income w/ his spouse exceeded $ 300,000 in each of those y and has a reasonable expectation of reaching the same income level in the current y

· Reasonable belief that investor is accredited 
· Placement agents w/ databases

· Limited resales. But exception: Rule 144

· Bright line rule: quick and cheap
	

	Excluded Issuers
	(i) Not SEA Co.
(ii) Not Investment Co.

(iii) Not Blank Check Co.
	(i) Not Investment Co.
(ii) Disqualification (505(b)(2)(iii))
	Open to all issuers

	General Solicitation 
	NO prohibition of general solicitation if issuer meets certain state law offering requirements (Rule 504(b)(1)(i)-(iii)

In a state that 

· provides for the registration of the sec under state law 

· requires public filing and delivery to investors of a “substantive disclosure doc”

(Like Resale Restriction)


	In the Matter of Kenman Co. (SEC, 1985)

FN: pre-existing relationships b/w issuer and those being solicited. Persons who received malings has no pre-existing relationship w/ Kenman. These persons were selected only b/c their names were on lists that were purchased or created by Kenman, even if the make-up of the lists may indicate that the persons themselves have some degree of investment sophistication or financial well-being.

Mineral Lands Research & Marketing Co.

 (SEC No-Action Letter, 1985)

· “The mailing of a written offer by an issuer to up to 330 persons having a pre-existing relationship w/ the general partner of the issuer would not exceed the terms of Rule 502(c) … b/c most of the offerees are a limited group with whom an officer and director of the issuer has a pre-existing business relationship” 

· “Existence of relationship b/w issuer and offerees is an important factor in determining whether offers violate Rule 502(c) … those that would enable the issuer to be aware of the financial circumstances or sophistication”

OK brokerage firms

· Solicitation may not mention any particular private placement offering

· Sufficient amount time prior to any contemplated offering to enable brokerage firm to assess sophistication of the investors.

On-line offeree questionnaires followed by screening on the part of the brokerage firms are acceptable

	Information Disclosure
	Non-Accredited Investor:

no specific disclosure required
	Non-Accredited Investor: specific disclosure required by Rule 502(b)(2)
	Non-Accredited Investor: specific disclosure required by Rule 502(b)(2)

	
	Accredited Investor: no specific disclosure required 

	
	Any material written info provided to any accredited investor must be given also to non-accredited investor - Rule 502(b)(2)(iv)

	
	Opportunity to ask questions and receive answers

· in no answer, then no investment

· but most of the time offering memorandum, even to non-accredited investors

· all purchasers , thus inconsistency with Rule 502(b)(2)(iv), above

	Resale Restrictions 

(Fundamental)
	NO prohibition if issuer meets certain state law offering requirements (Rule 504(b)(1)(i)-(iii)

In a state that 

· provides for the registration of the sec under state law 

· requires public filing and delivery to investors of a “substantive disclosure doc”

(Like General Solicitation)
	· Resale Restriction => Sec sold through Regulation D are called “restricted sec”. 

· Issuer: reasonable care to discourage investors ( legend

· No dividends or capital appreciation

If NEVER resale, then no purchasers of sec.  See Rule 144(d): one year to stop shams.

	RULE 504
	· Mini PO

· No Disclosure requirement
· No General Solicitation prohibition, if issuer meets state law requirements

· No Resale Restriction, if issuer meets state law requirements

· No limit on purchasers

BUT

· Aggregate offering price limited to $ 1 m

· Sophisticated investors will demand disclosure

· State law requirements
· Not available to all issuers 
	
	Unlimited amount of sec to unlimited amount of investors

BUT

Requirements for a Rule 506 private placements are more restrictive 
(iii) Sophistication

(iv) Disclosure (≠ 504)

(v) General Solicitation (≠ 504, if issuer meets state law requirements)

(vi) Resale Restriction (≠ 504)

	Integration

(purchasers)
	SEC Release No. 4552 (1962)

· Single plan of financing 

· Same class of sec

· Same time period

· Same type of consideration

· Same general purpose

Safe harbor from integration

1. safe harbor window: sales outside it are deemed separate from the Reg D offering
2. six-month periods window: same, but if issuer offers or sells sec that “are of the same or similar class as those offered or sold under Reg D”, then the issuer loses the safe harbor entirely 

	Innocent and Insignificant Mistakes

(Rule 508)
	Gun-Jumping rule: 

· No defense

· Defect in the offer to one investor would taint whole offer

Reg. D is more bright-line. So why? 

· Sophisticated investors

· Forgiveness is limited

1. SEC Enforcement actions

2. Failure to comply cannot pertain to a term condition or requirement directly intended to protect that particular individual or entity

3. Significant failures 

(i) general solicitation prohibition

(ii) aggregate offering price limitation

(iii) limit on # of purchasers

	Form D
	15 days to file. 

No immediate penalty, unless order, judgment or decree.

	Exchange Act Filing
	Form 8-K (all unregistered sales)

	Private Placement Process
	1. No formalities

2. Placement agent

· DD package

· Plan of financing

· Private Placement memorandum

· Marketing
· Negotiations

	Rational 
	§ 4(2) & Regulation D focus on needs of investors, relatively small scope of the offering and the selling efforts 

≠Regulation A (needs of small businesses issuers)

≠§ 3(a)(11) and Rule 147 (alternative regulatory regime, i.e., state-based sec)

≠Regulation S (importance of national boundaries)


	SECONDARY MARKET TRANSACTIONS

	SECONDARY MARKET TRANSACTIONS
	§ 5
	EXEMPTIONS

	
	
	

	Why do investors purchase sec?

1. dividends or interest  payments (≠ Amazon.com)

2. Secondary mk transactions: investors interest in cashing out may turn to the secondary sec markets 

Mechanism of liquidity

1. Interpersonal communication to facilitate transactions

· NYSE

· trading floor

· open outcry system

· specialists

· Nasdaq

· market makers

· bid price

· ask price

· spread

· competition

· reduced transactions costs

2. Electronic communication
	· § 5 applies to any persons and to all transactions 

· § 5 continues to apply for years 

· Even if both buyer and seller are outside investors w/ no affiliation and ability to force registration ore generate an up-to-date statutory prospectus
	The provisions of § 5 shall not apply to–

(1) Transactions by any person other than an issuer, U/W, or dealer.

(2) Transactions by an issuer not involving any public offering.
(3) Transactions by a dealer, except …

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



	
	· 
	

	
	· 
	


	WHO IS AN U/W?

	

	§ 2(a)(11)

I. purchase from the issuer w/ a view to reselling the sec (Investment intent test in Gilligan, Will) 

II. those who offer or sell for the issuer (Chinese Consolidated)

III. those who otherwise participate in the offering (Control Persons)

Gilligan Will v. SEC

(2ndCircuit, 1959)

· Investment intent test!

· A change in the circumstances of the issuer (e.g., a downturn in the issuer’s business, Cronwell-Collier magazines could not increase advertising) will not allow investor to resell w/o being deemed U/W.

· Courts focus on the reselling investor’s changed circumstances

· “Otherwise dealer would unload on unadvised public although it is in precisely such circumstances that disclosure is most necessary & desirable. 

· Two-year holding period rule of thumb in determining whether the sec have come to rest and thus the initial purchaser did not purchase “w/ a view to sec sales”? (Ackerberg v. Johnson)

· After a three-year the presumption of investment intent becomes conclusive. (Ackerberg v. Johnson)

· 2nd Circuit draws a connection b/w term “distribution” in the definition of U/W in § 2(a)(11) and the term PO as defined in Ralston Purina.

SEC v. Chinese Consolidated Benevolent Association (2ndCircuit, 1941) 

· The words “sell for an issuer in connection w/ the distribution” ought to be read as covering continual solicitation

· § 4(1) was intended to exempt only trading transactions b/w individual investors w/ relation to sec already issued and not to exempt distributions by issuers

· § 5 broadly prohibits sales of sec irrespective of the character of the person making them. The exemption is limited to “transactions”

· Association did not accept any money from the Chinese government. Nonetheless, the court held that the Association was acting “for the issuer”. Is this a sensible reading of § 2(a)(11)?

· WSJ editorial page example



	

	


	CONTROL’S PERSON RESALE

	U/W for CP

	Rule 405 – Definitions

The term control (including the terms controlling, controlled by and under common control with) means the possession, direct or indirect, of the power to direct or cause the direction of the management and policies of a person, whether through the ownership of voting sec, by contract, or otherwise.

2(a)(11)

As used in this paragraph, the term “issuer” shall include, in addition to an issuer, any  person directly or indirectly controlling or controlled by the issuer, or any person under direct or indirect common control with the issuer.

Who is an U/W?

I. Insider Trading

II. Liability for actions of those under their control (SA § 15) 

III. Registration. § 5 applies to all offers and sales of sec. But § 4(1) exempts most ordinary secondary market transactions from § 5. CP however do not qualify for § 4(1) if they sell sec w/ assistance of an intermediary b/c § 2(a)(11) makes the intermediary an U/W and the presence of U/W in the transaction destroys § 4(1) exemption. 
I. Is a CP an U/W for the issuer?

II. Is someone else U/W for the control persons? (US v. Wolfson)
( the course name should be not Sec Reg, rather Sec TRANSACTIONS Reg

“As used in this paragraph” ( the term issuer included term CP only for purposes of § 2(a)(11) and not for purposes of § 4(1). 

US v. Wolfson (2ndCircuit, 1968)

- A co.’s controlling shareholder sold unregistered sec to the public through brokers

· Transaction w/ brokerage firms

- Are brokerage firms “dealers”?

· Defense “that they operated at a level of corporate finance far above such details as the sec law”.

· § 4(1) exempts only transactions not classes of persons ( transaction exemption! 

· § 4(4) was designated to exempt only brokers’ part & CP must find their own exemption ( person exemption?




	§ 4 (1 ½) EXEMPTION

	· § 4(2) exemption is available only to issuers. 

· Still an analogy can be drawn b/w issuer private placements to investors able to “fend for themselves” and control person resales to investors also able to fend for themselves. 

· The § 4 (1 ½) exemption is a § 4(1) exemption (w/ its emphasis on the definition of an U/W) informed by § 4(2)’s distinction b/w public and private offerings.

· Ackerberg v. Johnson (8th, 1989) 

- Statutory definition of U/W: 

(i) acquisition of sec was not made “w/ a view” to distribution and 

(ii) sale was not made “for an issuer in connection w/” a distribution

(i) Distinction b/w distribution and mere trading ( 2 y; 3 y rules of thumb; here 4 y!

(ii) Ralston Purina: focus is on need of the offerees for protection. Here Ackerberg is sophisticated investor and not in need of the protections. 




	RULE 144

	

	· Investment intent test is far from clear, particularly for resales occurring less than 2 y from purchase
· Equation distribution & PO: the scope of what constitutes a PO is amorphous
· 144 to provide greater clarity and to shift focus of resales onto the availability of info about the issuer
· Either avenue – Investment intent test, definition of distribution or Rule 144 – allow the investor to use § 4(1) to exempt the transaction from § 5. 

· Sec Act Release (1972)
· Rule 144 is not exclusive, but if no 144, sellers will have substantial burden of proof

· Change in circumstances concept for determining whether U/W no longer applies

· Length of time no more presumption 

Affiliates

Non-Affiliates

Restricted Sec

Is the affiliate an U/W for the issuer?

Is the non-affiliate an U/W for the issuer?

Is the third party an U/W for the affiliate?

Unrestricted Sec

Is the third party an U/W for the affiliate?
§ 4(1) generally exempts this transaction from § 5 w/o 

· If sec are unrestricted, why do we need Rule 144 at all? Why not go directly to § 4(1) which exempts most secondary market transactions after a PO? 
· If someone assists a person in the distribution of sec, even if unrestricted, assisting person is deemed U/W under § 2(a)(11). 

· As a consequence, no § 4(1). 
· As a consequence, either § 4(1 ½) or Rule 144 to avoid a distribution. 
(a) DEFINITION

The term “affiliate” means

“a person that directly or indirectly through one or more intermediaries controls or is controlled by or is under common control w/ such issuer”

The term “restricted securities” means:

(i) Securities that are acquired directly or indirectly from the issuer, or from an affiliate of the issuer, in a transaction or chain of transactions not

involving any public offering; or

(ii) Securities acquired from the issuer that are subject to the resale limitations of Regulation D; or

(iii) Securities that are acquired in a transaction or chain of transactions meeting the requirements of Rule 144A; or . . .

(v) [Regulation S - foreign - securities].

(b) EXEMPTION

[1] Any affiliate or other person who sells restricted sec of an issuer for his own account, or

[2] any person who sells restricted or any other sec for the account of an affiliate of the issuer of such sec,

shall be deemed not to be engaged in a distribution of  such sec and therefore not to be an U/W thereof within the meaning of § 2(11) of the Act if all of the conditions of this § are met.

(c) CURRENT PUBLIC INFO

1. Issuers have had reporting status for at leas 90 days immediately preceding the sale of the sec

2. Issuer is current in its SEA periodic disclosure filings for the past 12 months

- Investor may rely upon written statement from the issuer

- Non-SEA reporting issuers must make avail info specified in Rule 12c2-11(a)(5)(i)-(xiv) and (xvi), that is info broker-dealers must keep on hand and reasonably current w/ respect to co. on which the broker-dealer publish a quotation.

(d) HOLDING PERIOD FOR RESTRICTED SEC

1 year from later of acquisition from (1) issuer or (2) affiliate

- Affiliate could act as an U/W for issuer

(e) VOLUME LIMIT

If restricted or other securities are sold for the account of an affiliate of the issuer, 

The amount of securities sold, together with all sales of restricted and other securities of the same class for the account of such person within the preceding 3 months, shall not exceed the greater of
(i) One percent of the shares or other units of the class outstanding as shown by the most recent report or statement published by the issuer, or

(ii) The average weekly reported volume of trading in such securities on all national securities exchanges and/or reported through the automated quotation system during the 4 calendar weeks preceding the filing of notice of sale
Why?

· § 4(1) is only for routine trading transactions SEC Act Release 5223 (1972)

Rational 

· Large sale of sec make stock price fall 

BUT

· unlimited sales of previously registered sec

· Unlimited sales of unregistered sec by non affiliated 

· Natural incentive

· Size is a proxy for PO tactics

(f) MANNER OF SALE

1. Unsolicited Brokers Transactions as provided in § 4(4) or

2. Market Makers as defined in § 3(a)(38) of SEA
(g) Broker’s Exemption

- The securities shall be sold in "brokers' transactions" within the meaning of § 4(4) of the Act 
- The term "brokers' transactions" in § 4(4) of the Act shall for the purposes of this rule be deemed to include transactions by a broker in which such broker--

(1) No solicitation: does not more than execute the order or orders to sell the securities as agent for the person for whose account the securities are sold; and receives no more than the usual and customary broker's commission;

· Exception:  inquiries by the broker of his customers who have indicated an unsolicited bona fide interest in the securities within the preceding 10 business days

(2) Makes a reasonable inquiry into the circumstances of the sale transaction (e.g., looking at the Form 144 filing required of some sellers indicating the expected amount of sec to be sold under Rule 144, length of time the seller has held the sec; how the seller acquired the sec; whether intention to sell additional sec of the same class; and if the seller has made any solicitations)
(k) NON-AFFILIATES [2 Y]

YES to resales of restricted sec by persons other than affiliates that take place at 2 years after “the later of the date the sec were acquired from the issuer or from an affiliate of the issuer”.

( phenomenon of going public by mistake! 

You have to register Rule 12g-1!



	

	· 


	RULE 144A

	

	In 1990 SEC promulgated another means for investors in order to provide greater access to US private placement marker for foreign issuers

Rule 144A offering is a misnomer!

· The issuer sells the sec under § 4(2) or Rule 506 of Reg D to an investment bank (or dealer)

· The investment bank – relying on Rule 144A(c) – then resells the sec to a broad range of large institutional investors

=> Combination Reg D & Rule 144A foreign issuers can sell a large amount of sec into the US 

· avoiding § 5 registration requirements

· allowing for immediate resale 

· 144A(a) – Definitions

· 144(a)(1) “Qualified Institutional Buyer”

· Rule 144A exempts two types of sellers: 

I. 144A(b) – EXEMPTION FOR PERSONS OTHER THAN ISSUERS. If 144A requirements are met, offers or sale do not constitute “distribution” od sec and thus the person offering the sec is not an U/W and thus § 4(1) exemption.
II. 144A(c) – EXEMPTION FOR DEALERS If 144A requirements are met, sec dealers are not deemed as “participants in a distribution of securities within the meaning of § 4(3)(C) of the Act” and sec are also not deemed to be “offered to the public” ( the combination of these provision allows the dealer to rely on the § 4(3) exemption.
· 144A(d) – Conditions to be met

1) QIB

2) Notice of exemption

3) Non-Fungibility requirement

4) Disclosure

· 144(d)(1) QIB

(i) ≥ $ 100m

(ii) banks  ≥ $ 100m & $ 25m audited net worth

(iii) Sec dealers  ≥ $ 10m

(iv) Sec dealers action is a riskless principal transaction 

· 144(d)(2) Notice of exemption from § 5
Legend (i) their restricted status and (ii) that resales may only take place through registration or an exemption from § 5

- YES to selling efforts

· 144(d)(3) Non-Fungibility requirement
See Microsoft example

Responses

- new series of preferred stock

- class of debt sec

· BUT: 144A(e) – Non-Integration provision

NO conversion unless the effective conversion premium ≥ 10%

· 144(d)(4) Information
· Resales

· Sec resold through Rule 144A continue to be classified as restricted sec. 

· Liquidity is important to investors

· Super-secondary market for unregistered sec of only QIBs (NASD’s automated PORTAL trading system)

· Nevertheless, QIBs often demand registration rights from issuers (non integration of initial Rule 144A offering and any subsequent PEO) ( offering memo not a prospectus and placement agents not liable!

	

	· 


	WHO IS AN U/W?
	CONTROL’S PERSON RESALE
	RULE 144
	RULE 144A

	1. U/W sweeps broadly

· Not necessary to be in the business

2. Shares obtained in an exempt offering must “come to rest” before resale

3. Exceptions:

· Change in circumstances (of the reselling investor, not of the issuer)

Resale that is not a “distribution”
	1. Individuals selling on behalf of control persons are U/W if they sell through a “distribution”

· Presence of U/W defeats use of § 4(1)

· In no U/W, § 4(1) is available

2. Resales for CP permitted if not “distribution”

3. § 4 (1 ½) exemption follows § 4(2) factors

Private resale not a “distribution”
	1. Safe harbor allowing § 4(1) exemption for sellers of sec

· Allows sale (and participation in sale) of restricted sec w/o becoming an U/W

· Allows participation in sale by control persons

2. Volume limitations and info requirements

Non-affiliates get a free pass after two years
	1. Resale to QIBs

· Not permitted to issuer

· Issuer must use § 4(2)

2. Resale  under 144A will not jeopardize issuer’s exemption

3. Non-fungible sec only

· Cannot be same class as publicly-traded sec.



	SECONDARY MK TRANSACTIONS

1. Key concepts

a. “Underwriter”

b. “Distribution”

2. Three categories of underwriter:

a. Purchase with a view to distribution

b. Participation in an issuer’s distribution

c. Distribution on behalf of a control person

3. Avoiding distribution

a. § 4 (1 ½)

b. Rule 144

c. Rule 144A
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� Section 17(a) of the Securities Act of 1933 reaches similar fraud in the initial offering or sale of a security.
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