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ASSIGNMENT NO. 1 - OVERVIEW

· Historically, business failed bec of inability to find capital
· State Blue Sky laws – very simple licensing statutes (now every state has): issuer of securities planning to sell securities in that state had to obtain license from state official
Sec Act of 1933

· Philosophy of the statute: pure disclosure concept.  The admin agency has no authority to reject proposal that security be registered be it disapproved.  The only req’nt: that I fully, accurately, adequately describe what the deal is, including drawbacks (even if illegal deal – can register securities, only accurately disclose) and can sell to people.
· The Act gives an effective remedy to people who bought securities in initial public offering (under Blue Sky laws – private right of action only if bought Blue Sky security in that state; but not if no disclosure)
· Typically in 1932, we bought the security – how will it be marketed
Issuer (manufacturer): sold security to
might be disclosure doc’nt; no privity
Underwriter/investment banker (whole seller): sold security to
might be disclosure doc’nt; no privity
Dealers/retail securities dealers (retailer)
privity, but no negligence

I buy security from the dealer; things don’t work out; I look at disclosure doc’nt – inaccurate or misleading

Under Blue Sky law – no remedy

2 possibilities: K and tort


If K: I have to say that smb warranted the quality of info, but won’t find warranty – so, no K-tual remedy


If tort:

Tort of deceit or misrepresentation – elements

1. Misrepresentation

2. Materiality

3. Reliance

4. Scienter (knowingly) – conscious purpose to defraud

5. Proximate causation – has to be a loss which is attributable to misrep’n

Who has the burden of proof? – P – on each issue and element of this cause of action

In this case, P can’t prove scienter – very hard to prove: there isn’t any scienter: people (issuer and underwriter) simply got this wrong – they didn’t do it to me deliberately – so, tort of deceit will fail

So, fraud remedy provides little incentive for actors to disclose all material info.

Tort of negligent misrepresentation – there is a cause of action, but still not a good lawsuit

Ultramares case:

· Factor – commercial lender – makes loans on securities (inventories, accounts receivable); high risk loans – charge high interest.

· Here, borrower was looking for a factor; factor wanted audited financial st’nt; auditors delivered copies to borrower for borrower to deliver to lenders; Ultramares/lender got it

· 2 problems: accounts receivable greatly overstated and accounts payable greatly understated; borrower went broke

· Palsgraf: anybody who’s w/n the zone of risk created by neg conduct has a cause of action.  Ultramares people say: this covers our sit’n – auditors are liable to us, we’re w/n the zone of risk created by neg audit.

· Ct of App (Cardozo): no, no liability for indeterminate period, amount, indeterminate class.  Action for neg misrep’n required privity: direct dealing bet P and neg misrepresentor.  Here, auditors never dealt w/Ultramares – no neg misrep’n.

In our case: 

· If try neg misrep’n – sue the dealer w/whom we dealt.  Dealer has a defense – no negligence.  He has no more info than issuer; no way in which he failed to perform.

· Issuer and underwriter must have misrepresented smth, but problem – no privity: we never dealt w/issuer or underwriter.

· So, under Ultramares – we have no cause of action for neg misrep’n.  In 1932 – no remedy.

· Downsides: (1) injury to ind’l investor and (2) systemic problem: does harm to people’s willingness to buy securities if they have no remedy when they are deceived.

1933 Act – very narrowly drafted statute: deals with single topic –

· the issuer or persons controlling the issuer marketing securities to the public has to go through administrative process – registration

· in the end of the day – product of registration – disclosure doc’nt – called prospectus – required to be used in connection with sale of securities

· when security is sold, prospectus has to be delivered with it (every buyer should have it)

2 remedies

1. Sec 11 provides a remedy when smb has bought a security, and there is info defect in disclosure doc’nt – damage remedy against series of Ds other than the dealer

2. Sec 12(2) – right of rescission ag the party which investor is in privity with (the dealer) – you can put a security back

Sec 27 of 34 Act – virtually all lawsuits are federal: fed courts have exclusive j’n over cases arising under 34 Act

Sec 11 of 33 Act – state and fed courts have concurrent j’n (majority of cases is brought in fed courts)

Sec 11 of 33 Act

· Allows for private right of action without privity.

· Who has the burden of proof: P’s knowledge that info is bad is an affirmative defense; D has burden of proof – burden of non-persuasion on that issue

Who may be sued? – Sec 11(a)(1).


In case any part of the registration st’nt, when such part became effective, contained an unture st’nt of a material fact or omitted to state a material fact required to be stated therein or necessary to make the st’nts therein not misleading, any person acquiring such security (unless it is proved that at the time of such acquisition he knew of such untruth or omission) may sue
(1) every person who signed registration st’nt; look at Sec 6(a) – who should sign registration st’nt (issuer, its principal executive officers, its principal financial officer, its comptroller or principal accounting officer, and the majority of its board of directors or persons performing similar functions)

(2) every person who was a director or partner in, the issuer at the time of the filing of the part of the registration st’nt w/r/t which his liability is asserted

(3) every person who, w/his consent, is named in the registration st’nt as being or about to become a director or partner

(4) every accountant, engineer, or appraiser, who has w/his consent been named as having prepared or certified any part of the registration st’nt, or report or valuation iin connection w/the registration st’nt: liable only over the expertised portion

(5) every underwriter w/r/t such security

· Liability attaches when any (relevant) part of registration st’nt became effective
· Sec 6(a) – reg st’nt is to be signed by the issuer + its principal officers + majority of the board of directors.  Only issuer can register sec’s.

· Director that doesn’t sign reg st’nt is not better off than director who signed reg st’nt: under Sec 11(a)(1) every signer is liable; under Sec 11(a)(2) every director is liable.

· What all these people have in common? – no privity bet them and buyer.  Sec 11 has breached the wall of privity.

P/buyer must prove:

· he bought security w/n limitations period, which was registered

· there was materially bad info in reg st’nt.  Materiality is determined as of effective date of misleading part of registration st’nt/prospectus under Sec 11(a) (that at the time when registration st’nt bec effective info was material).
· Ds, one by one, now have burden to prove that they were not negligent.

P/Buyer does not have to prove:

· privity

· reliance (Exception: Sec 11(b) - if buyer bought security later than 1 year after registration became effective – buyer has to prove reliance; otherwise – not)

· loss causation: P lost money - presumed

but loss causation is an affirmative defense: D may use Sec 11(e) to reduce P’s $ recovery by showing that loss was caused by factors other than reg st’nt

· Only the issuer can register securities (exception – securities of foreign gov’nt can be registered by the underwriter)

· Affirmative/due diligence defenses are not available to issuer

· Issuer’s liability – strict liability (liability of insurer): doesn’t matter how info got to be bad, by neg or not – issuer is liable for any matierial misrepresentations and omissions

Affirmative/due diligence defenses

11(b)(1) and 11(b)(2) – disclaimers of responsibility (I have nothing to do w/this)

11(b)(3)(A) – due diligence defense; it’s a negligence standard; burden is on D, rather than P, to prove non-negligence (different from common-law negligence)

Sec 11(b) provides

“no person, other than the issuer, shall be liable who shall sustain the burden of proof

(3) that (A) as regards any part of the registration st’nt not purporting to be made on the authority of an expert he had, after reasonable investigation, reasonable ground to believe and did believe, at the time such part of the registration st’nt became effective, that the st’nts therein were true and that there was no omission to state a material fact required to be state therein or necessary to make the st’nts therin not misleading;


So, for non-expertised portions, non-issues have affirmative defense of non-negligence:



Reasonable investigation



Reasonable belief in truth of disclosure

(B) as regards any part of the registration st’nt purporting to be made upon his authority as an expert… (i) he had, after reasonable investigation, reasonable ground to believe and did believe, at the time such part of the registration st’tn became effective, that the st’nts therein were true and that there was no omission to state a material fact required to be stated therein or necessary to make the st’nt therein not misleading


Experts have affirmative defenses of:



Non-negligence (reas investigation + reas belief in truth)



Misstatement of expert’s original version

(C) as regards any part of the registration st’nt purporting to be made on the authority of an expert (other than himself) he had no reasonable ground to believe and did not believe, at the time such part of the registration st’nt became effective, that the st’nts therein were untrue or that there was an omission to state a material fact required to be state therein or necessary to make the st’nts therein not misleading.


Non-experts sued on expertised portions or reporoductions of public official documents, have affirmative defenses of proving:



No reas ground to believe poriton was materially misleading



No reas ground to believe portion was not correct statement of expert’s original opinion or public document

Sec 11(c) defines reasonable investigation and reasonable ground for belief

the standard of reasonableness shall be that required of a prudent man in the management of his own property

it’s a very high standard

Sec 11(d)  If any person becomes an underwriter w/r/t security after part of the registration st’nt w/r/t which his liability is asserted has become effective, then for the purposes of 11(b)(3) such part of registration st’nt shall be considered as having become effective w/r/t such person as of the time when he became an underwriter (e.g. public offerings of utilities securities – bidding by underwriters – bet they become underwriters – after reg st’nt bec effective)

Sec 11(e)

Hypo: IPOP (initial public offering price) $25; I bought at $40

Value at the time I sued is $2

How much are my damages? - $23


“damages as shall represent the difference bet the amount paid for the security (not exceeding the price at which the security was offered to the public) and (1) the value thereof as of the time such suit was brought)


$25 – $2 = $23

(here $40, but not greater than $25)

Pretty narrow damage remedy; discontinuity

Hypo: P continues to hold the security; time of suit value of security is $2; time lawsuit is over value is $0 (zero)

How much are my damages? – same $23


(e)(2) the price at which such security shall have been disposed of in the market before suit
Hypo: value of security at the time of judgment is $18

How much is my recovery? – same $23


(e)(3) the price at which such security shall have been disposed of after suit but before judgment if such damages shall be less than the damages representing the difference bet the amount paid for the security (not exceeding the price at which the security was offered to the public) and the value thereof as of the time such suit was brought


I still own this security at the time of judgment.  Is there reduction in damages? – No.  Damages are fixed at the time of suit.  If I continue to hold the security (price at the time of suit) – my damages are not reduced unless I sell security prior to j’nt for $18 – damages are now reduced to $7 ($25-$18) – price at the time of judgment


“Provided, that if the D proves that any portion or all of such damages represents other than the depreciation in value of such security resulting from such part of the reg st’nt, w/r/t which liability is asserted, not being true or omitting to state a material fact required to be stated to make the st’nts therein not misleading, such portion of or all such damages shall not be recoverable”


concept of loss causation

In common law – P has burden of proof of loss causation

Here – absence of loss causation is an affirmative defense

American rule on expenses of litigation: each party pays his own costs

Sec 11(e) – court may require the payment of all costs, including reasonable attorney’s fees, from the loser – potential for reversing the American rule

Analogy in corp law: NY – if you want to maintain a derivative suit, you need to post a security

Sec 11(f)(1) – joint and several liability of Ds (P can sue any D (can choose C, but not A or B), and can enforce j’nt ag any D)

but Sec 11(e) – liability of underwriters is several (because the cap on their liability is public offering price of securities they have sold)

but

Sec 11(f)(2) – reference to Sec 21D(f)(3) of 34 Act – proportional liability of outside directors (comparative fault standard)

Sec 11(f)(2)(B) – Commission is authorized to define outside director (but never done)

Usu court makes its own j’nt as to who is outside director

In sum

· It’s a negligence statute

· Misrepresentation concept is broader than common-law negligent misrepresentation

· Materiality – requirement of the cause of action

· As to issuer – not negligence-based action, but insurer: absolute duty to make info right (doesn’t matter if neg – liability is the same)

· Other Ds – negligence action, except that non-negligence is an affirmative defense; Ds, one by one, have burden of proof on that issue

· Reliance – not part of P’s claim

· Congress breached the law of privity, but tradeoffs:

1. narrow damage remedy

2. possibility of being stuck w/all costs of lawsuit if P’s claim is frivolous (same for D)

3. very short st of lim – Sec 13 (action should be brought w/n 1 year of discovery of the untrue st’nt or the omission through due diligence)

· The statute is overinclusive
Sec 12(a)(2)

· Hypo: I bought security from the dealer – I can’t sue dealer under Sec 11 (he is not a director, expert, or underwriter).  I can sue him under Sec 12(a).  What’s the nature of remedy ag the dealer? – rescission remedy.  Dealer’s defense: that he did not know and in the exercise of reas care could not have known.
· Establishes liability for persons in privity w/P: broker-dealers, who offer or sell security by use of j’nal means and by means of prospectus or oral communication
· Affirmative defense of non-negligence: didn’t know and in exercise of reas care could not have known (no reas investigation requirement)
· Remedy is rescission; if P no longer owns the security - damages
Escott v. Bar Chris

Section 11 of 33 Act
(SDNY 1968)

· The core Sec 11 case; provides a norm for what constitutes due diligence

· Action by purchasers of 5.1/2% convertible subordinated fifteen year debentures of BarChris under Sec 11 of 33 Act: that registration statement w/r/t these debentures filed with the SEC, which became effective on May 16, 1961, contained material false st’nts and material omissions.  Registration st’nt contained a prospectus – Ps challenge the accuracy of figures contained in the prospectus and also charge that the text of the prospectus, apart from the figures, was false and that material info was omitted.

· 3 category of Ds:

1. the persons who signed the registration st’nt

2. the underwriters (8 investment banking firms)

3. BarChris auditors (Peat, Marwick)

· Ds deny that the registration st’nt was false and plead defenses under Sec 11 (plus add’l defenses, including st of lim)

· Main issue of liability:

1. did the registration st’nt contain false st’nts of fact, or did it omit to state facts which should have been stated in order to prevent it from being misleading

2. if so, were the facts which were falsely stated or omitted “material” w/n the meaning of the Act

3. if so, have Ds established their affirmative defenses

Materiality

· Material info – info required to those matters as to which an average prudent investor ought reasonably to be informed before purchasing the security registered, i.e. matters which such an investor needs to know before he can make an intelligent, informed decision whether or not to buy a security.

· Material fact – a fact which if it had been correctly stated or disclosed would have deterred or tended to deter the average prudent investor from purchasing the securities in question.  The average prudent investor is not concerned w/minor inaccuracies or w/errors as to matters which are of no interest to him.  The facts which tend to deter him from purchasing a security are facts which have an important bearing upon the nature or condition of the issuing corp or its business.

· The test: would it have deterred the average prudent investor from purchasing these debentures if he had been informed that…  It’s a q’n of j’nt, to be exercised by the trier of the fact as best he can in the light of all the cir’ces.

· Here, many of the misstatements and omissions in this prospectus were material: all of them which relate to the state of affairs in 1961 and many misstatements and omissions pertaining to BarChris’s status as of December 31, 1960.

Affirmative defenses/Due Diligence Defenses

available to every D, except BarChris itself (the issuer) – Sec 11(b)(3)(A), (B), (C)

· Each D, except Peat, Marwick, claims that (1) as to the part of the registration st’nt purporting to be made on the authority of an expert, he had no reas ground to believe and did not believe that there were ahny untrue st’nts or material omissions, and (2) as to the other parts of the registration st’nt, he made a reas investigation, as a result of which he had reas ground to believe and did believe that the registration st’nt was true and that no material fact was omitted

· Q’n as to each D: whether he has sustained the burden of proving these defenses

· Who is the expert here: only those portions of the registration st’nt purporting to be made on Peat, Marwick’s authority were expertised portions.  Neither the lawyer for the co nor the lawyer for the underwriters is an expert w/n the meaning of Sec 11.  The only expert was Peat, Marwick (narrow view)

· What are expertised portions: only the audited 1960 figures (narrow view)

· The liability of a director who signs a registration st’nt does not depend upon whether or not he read it or, if he did, whether or not he understood what he was reading

· CEO, President, VP, treasurer/CFO, controller – have not proved their due diligence defenses

· Lawyer (Birnbaum): signed later am’nts of registration st’nt, thereby becoming responsible for the accuracy of the prospectus in its final form; entitled to rely on auditors for 1960 figures, but not entitled to rely on treasurer/CFO and 2 other lawyers for the other portions of the prospectus; he was required to make a reas investigaiton of the truth of all the st’tns in the unexpertised portion of the doc’nt that he signed.  Having failed to make a reas investigation, he did not have reas ground to believe that all these st’nts were true – has not established due diligence defenses except as to audited 1960 figures.

· New outside directors – no due diligence defenses except as to audited 1960 figures.  Sec 11 imposes liability in the first instance upon a director, no matter how new he is.
· Lawyer/director that drafter reg st’nt – no due diligence defenses except as to audited 1960 figures.  To require an audit would be unreasonable, but to require a check of matters easily verifiable is not unreasonable.  Even honest clients can make mistakes.  The statute imposes liability for untrue st’nts regardless of whether they are intentionally untrue.  The way to prevent mistakes is to test oral info by examining the original written record.

· The underwriters are just as responsible as the co if the prospectus is false.  And prospective investors rely upon the reputation of the underwriters in deciding whether to purchase the securities.

· The positions of the underwriter and the co’s officers are adverse: st’nts made by co officers to an underwriter to induce him to underwrite may be self-serving – unduly enthusiastic, deliberately false.

· The purpose of Sec 11 is to protect investors.  Underwriters must make some reas attempt to verify the data submitted to them; they may not rely solely on the co’s officers or on the co’s counsel.  Here, underwriter’s counsel did not make a reas investigation of truth of unexpertised portions; underwriter is bound by their failure (counsel is agent of underwriter), and so the other underwriters who relied on first underwriter, are also bound by it (so liable except as to audited 1960 figures)

· Auditors (Peat, Marwick) – expert (Sec 11(b)(3)(B)).  Part of registration st’nt made upon their authority – 1960 figures; but the statute requires the court to determine their belief and the grounds thereof at the time such part of the registration st’nt became effective; so matter must be viewed as of May 16, 1961

· Accountants should not be held to a standard higher than that recognized in their profession.  GAAP required further investigation than that conducted here.  It is not always sufficient merely to ask q’ns.  Here accountant was too easily satisfied w/glib answers to his inquiries.  The burden of proof is on Peat, Marwick; it has not been satisfied – has not established its due diligence defense.

· What went wrong with the business? – bowling alleys industry got overbuilt.

· BarChris is in construction business.  Is construction business mobile? – no, extremely local business.

· Geographical dispersion (early alleys – NYC; other alleys – father and father away).

· Is there any claim that discussion of macroeconomic elements of business was inaccurate? – No, bec no info in the prospectus relating to such matters (at that time, these people would not have been permitted to tell this info).

· Business method 1: Customer wants a bowling alley; gives small downpayment to BC; then BC constructs the alley; then customer pays in installment notes.  BC discounts/sells notes to the factor (Talcott).  Factor doesn’t pay BC the full amount – only a fraction: the difference being the interest rate that the factor charges for lending money.  The factor gets paid from customers – collects the notes.  If customer didn’t pay the note, BC has to repurchase the notes – full recourse financing.

· Who is being financed here? – BC.  Talcott is financing the purchase of alley by the customer.  On whose credit is Talcott relying on making the loans? – on BC.  All financing goes forward almost on BC’s credit.  So, customers don’t have a lot of money.

· Cheaper way to borrow money – the bank, but they are being financed by a factor, bec they have no alternatives to that (loans here – expensive; cover almost entire purchase price).

· So, customers are totally dependent on the success of the business to be able to pay Talcott; and if it doesn’t work out, BC will end up w/the alleys.

· BC – not in the situation of ordinary builder.  BC is never out of the picture unless and until Talcott is paid off.  So, BC is extremely vulnerable to any downturn in the success of bowling alleys it has built.  Notes were supposed to be paid off out of operation of the alleys.  If alleys fail as business, BC will get them back.

· Are accounts receivable a serious matter in operation of the business? – Yes.  Accounts receivable – accounts reflecting a balance owed by a debtor.

· Distinguish bet inside and outside Ds: inside Ds knew what was going on – shortage of cash.  They thought they had a good business, just a little shortage of cash – they are trying to mask problems.

· Outside Ds: Grant/lawyer; Coleman/underwriter (partner in Drexel – lead underwriter); Ballard/atty – lead underwriter cousel.

· Sec 11(5) imposes a due diligence obligation on underwriters

· Other underwriters’ due diligence obligation is inherently derivative – they are relying on the lead underwriter – Drexel.  Then, due diligence was usu done by lead underwriter’s counsel.  So, there is not other way other underwriters could have done due diligence – their obligations have to be met under the statute.

· Outside Ds didn’t know about problems: inside Ds were leading them.  What misled outside Ds: they thought they knew these people.  Grant/outside counsel had done a registration st’nt for inside people the same year.

· A warrant – an option to buy a security (a certificate giving the holder the right to purchase add’l securities at a stipulated/bargain price w/n a specified time limit; sometimes a warrant is offered w/securities as an inducement to buy).  A warrant itself is a security: has to be registered if offered publicly; it’s also an offer to sell underlying common stock.  A warrant – an offer to buy; here – not immediately exercisable.  (Sec 2(3) – definition of offer to sell).

· Grant was doing the new registration on the warrant – he had every reason to believe that he knew these people.

· Inside directors were truthful: they believed that if they lie a little to get money – it’s ok.

· Judge assigned tremendous importance to officers’ loans – the co was extremely tight for cash.  Is it the central problem of the business?

· Central problem: that customers didn’t pay BC

1. the co’s liquidity position was much worse than they were telling

2. their customers weren’t doing well – so, BC had to repurchase alleys to pay off Talcott + decline in new business

If purchasers of securities knew that, they would have never bought the securities.  None of the outside Ds had anxiety about this pos’ty – they trusted inside Ds.

· Ordinarily, you can do smth to verify the accounts receivable – routing audit steps were not done here – why not? – because accounts receivable appeared on Talcott’s books (this deceived everybody).

· Relations bet BC and Talcott: Talcott is better off if BC raises several million $; Talcott was working w/BC to mask the facts.  From moral point of view, ethically, does Talcott have any responsibility to deceived investors?  Why isn’t Talcott a D here? – bec’s it’s not covered by Sec 11.  Sec 11(a) lists all possible Ds; Talcott is not one of them.  There is no such concept in Sec 11 as aider and abetter liability – the only people who can be sued under Sec 11 are those mentioned in Sec 11.
· Alternative method of financing: a sale and leaseback agreement.  BC sells the interior to Talcott (not to customer); Talcott leases it to customer.

2 kinds of leases

1. operating leases (tenants/landlord)

2. financing lease, where the lessee is functionally the owner of property, and makes lease payments for the alley.  Better for Talcott because

(1) you may be able to present your fin sit’n more favorably

(2) there may be a better position in being a lessor than a mortgagee

Under this arrangement, BC’s exposure is 25 %.

· We started – BC had 100% exposure.  In 1960 – reduced by K to 50%.  In the end of 1960 – switched to alternative method of financing – 25% - alternative A.

· Alternative B: Talcott leases alley to BC; BC leases it to customer.  Thus, BC directly owes to Talcott, rather than customer owes to Talcott – this was seriously misdescribed in the prospectus.  The B deal was never described in the prospectus.

· Judge holds that this misdescription is not material.  What would Slain think about prospectus w/o description of B deal: big problem potentially w/accounts receivable; Talcott had doubts about that in the beginning, then grew confident; so, Talcott probably thought there wasn’t much problem w/accounts receivable – so why should I worry about that.  I would have been misled.  So, these facts were extremely material – Judge is wrong.
· The 1960 financials overstate the sales and net income figure by approximately 7%; thus, earnings per share figure is overstated by 14%.  Judge says – it’s not material – 14% of that income – but this is big error.  Slain: it’s material – judge is wrong.

· 5% rule of thumb: if more than 5% error – usu. material.
· What’s Peat, Marwick’s responsibility for bad fin st’nt in 1961 (just 3 months).  Under Sec 11(a)(4), they don’t have any.  If 1960 figures – not material error, then they don’t have any liability.

· What judge found material – 1960 b/sheet figures – is not material.  Ratio of 1.6 to 1 (current assets and current liabilities) is unusually good for a construction co.

· Outside directors (Auslander and Rose) – liable both as signers and directors (doesn’t matter under which category).  Under Sec 11(b)(3), their available defense – no req’nt of reas investigation, only reas ground to believe as to expertised portion; req’nt of reas investigation as to non-expertised portion.  Reg st’nt – prospectus w/cover sheet; signature page – separately printed – no necessity that these people saw prospectus; one of these people didn’t know what he signed.  Court – it’s not reas investigation.

· What would have been reas investigation for outside directors? – court doesn’t say.  Peat, Marwick had more chance to find out and didn’t – no reas chance that these 2 directors could do it.  Slain doesn’t know what kind of reas investigation they could do to get alerted that smth was wrong.  They did exactly what Slain would have done – find people who knew about the co, like Peat, Marwick.  After this case – this is not enough – won’t work.  Court: they have to make some specific inquires about registration, but their chances of making reas investigation are very slim.

· Some say: hire independent counsel for outside Ds to do their own due diligence, but (1) cost factor and (2) too many people

· Now: due diligence mtg of the Board – a mtg at which directors who had prospectus for some time (read it) question mgmt, auditors and issuer’s lawyers about the prospectus – for outside directors this constitutes due diligence.

· Standard of liability for outside directors has changed since 1995 – added Sec 11(f)(2), which refers you to Sec 21D(f)(3) – provides for proportional liability – liability among Ds acc to their own fault

· Good advice to Auslander and Rose: don’t become directors just before registration.

· Description of business in the prospectus is not right: only described as construction business, but should also be operating bowling alleys.  Other things Ds are masking – generally relating to cash position – to make it much better than it appeared.  Why mask it? – it’s ok for co w/ huge rate of growth – stupid lie – why compromise your integrity by lying about this

· Officers’ loans: some were repaid – described in prospectus, but immediately after b/sheet date, new and larger loans were made.  Grant actually asked insiders about the loans.  Slain would do the same – take their word for it, when mgmt and accountants say that loans were repaid.

· Cash – they borrow approximately $147,000 before b/sheet date – it’s not a shocking thing.

· In an audit, the auditor doesn’t take every number and trace it back to underlying transaction; auditor does a test check (bec of money/cost and time).  We shouldn’t think that Peat, Marwick should have discovered everything that was wrong.

· Berardi didn’t discover that Capitol Lanes has not been sold, but it looked like it was sold – tough error.

· What would have happened if they discovered cash sit’n? – they’d  have described it more accurately + they’d be led to discover that they’d been lied to (once don’t trust insiders – every aspect would have been independently reviewed and disclosed to other people)

· S-1 review (Peat, Marwick undertook): auditors should give a comfort letter; just check if anything changed in strange or remarkable ways; if not – nothing to talk about.  Slain doesn’t see any fault in that – nothing has changed.

· Accuracy of numbers – very important.

· Backlog (unfilled orders on co’s books) – court says that nobody knows how the number for backlog was derived.

· Do you ask auditor for info over the phone or ask for memo?  Where the chances of getting right info are better? – ask for memo.  Sloppiness of info is huge here.  It’s normative now to ask the auditors for comfort – what backlog is, but it’s not part of expertised portion.

· Legal problem in connection w/backlog: the number is off by approximately 50% - most relates to T-Bowl Ks, that they are not legally enforceable as a matter of form.  Court says – they should not have been included in the backlog.  But this is not the cause of business going insolvent, bec. all of T-Bowl deals, except 1, closed – alleys were built and sold.  Is that material? – materiality is determined as of effective date of reg st’nt.  Another defect – it’s not the cause of the loss.  Under 11(e), loss causation is an affirmative defense.

ASSIGNMENT NO.2 – Coverage of the 1933 and 1934 Acts

1. Coverage of the 1933 Act

A.  The basic requirement.  Section 5 of 1933 Act

33 Act starts by requiring universal registration of all securities, but then exempts 99.9% of them from this requirement

Sec 5(a) of 33 Act – the starting point: j’nal means

Unless a reg st’nt is in effect as to a security, it shall be unlawful for any person, directly or indirectly –

(1) to make use of any means or instruments of transportation or communication in interstate commerce or of the mails to sell such security through the use or medium of any prospectus or otherwise; or

(2) to carry or cause to be carried through the mails or in interstate commerce, by any means or instruments of transportation, any such security for the purpose of sale or for delivery after sale.

· Have to means of transportation or communication in interstate commerce or the mails – narrow j’nal req’nt.  It’s unlawful to use j’nal means to sell a security.
· Preliminary q’n: have the j’nal means been used?  If not – no fed j’n.

· It is not true that there are 2 kinds of sec’s – reg’d and unreg’d.  Every time securities are sold, they must be registered, or there must be exemption from registration.
· Securities can be registered several times, and often are.

· If I want to sell my 1000 shares of Microsoft (through broker) – they are not registered.  I could not register them, bec only the issuer can register securities under Sec 6(a).  But I can sell my shares

· Sec 4: The provisions of Sec 5 shall not apply to –

(1) transactions by any person other than an issuer, underwriter, or dealer.

B.  What is “security”?

Sec 2(a)(1) of 33 Act and Sec 3(a)(10) of 34 Act define “security”
· These definitions differ, esp w/r/t treatment of notes: notes are securities under both Acts, but a lot of securities under Sec 2 are exempt from registration under Sec 3(a)(10) – they are not securities at all under Sec 3(a)(10).

Sec 3(a)(10) of 34 Act:

“The term ‘security’… shall not include currency or any note, draft, bill of exchange, or banker’s acceptance which has a maturity at the time of issuance of not exceeding nine months, exclusive of days of grace, or any renewal thereof the maturity of which is likewise limited.”

· Courts cite definition of security interchangeably, ignoring the difference

SEC v. W.J. Howey

Definition of investment K
(S.Ct 1946)


Service K – investment K – security (had to be registered)
· Florida corp’s offered land sales K and service K to customers (lots of customers – from out of state).  Service K – a long-term lease of property to the seller so that seller takes care of the citrus trees, and then mails profits to customer.  Customer does not have to buy a service K, can just by a land sales K and can hire another provider of services.

· SEC says: it’s investment K w/n the meaning of Sec 2(a)(1), and should have been registered under Sec 5 of 33 Act.  Thus, violation of Sec 5(a).

· State courts construed the term “investment K” to afford the investing public a full measure of protection.  Form was disregarded for substance and emphasis was placed upon economic reality.

· Definition of investment K: an investment K is a K, transaction, or scheme whereby

a person invests money in a common enterprise

and is led to expect profits

solely from the efforts of the promoter or a third party,

it being immaterial whether the shares in the enterprise are evidenced by formal certificates or by nominal interests in the physical assets employed in the enterprise.

· S.Ct holds: it’s an investment K – should have been registered - ag. Howey.  The deal only makes sense this way.

· The Sec Act prohibits the offer as well as the sale of unregistered, non-exempt securities.  Hence it is enough that Ds merely offer the essential ingredients of an investment K.  So, it is irrelevant that few investors didn’t enter into service K w/affiliate.

· What would happen if Howey unbundled service K from land sales K – what if Howey just sold land and did not offer service K (for cause of action, has to offer or sell)? – no security.  What if Howey gave another provider of services’ phone number.

Joiner case (pre-Howey)

· Selling mineral leases w/o service Ks were deemed securities bec individuals weren’t drilling on their own.

· Definition of sec’s in Sec 2(a)(1) includes fractional undivided interest in oil, gas, or other mineral rights.  If I sell full 100% of my mineral rights related to a parcel of land – is this fractional?  “Fractional” – fraction of the mineral interest.  So here – not fractional interest.  S.Ct held that it was security bec the only way it makes sense if I own the land, while smb else drills oil for everybody.

· What’s “promoter”?  Person who drilled oil is not necessarily the person who sold you the deal

The best formulation (J. Douglas): whether you’ve got a security


Are you being sold the business that you could run, or are you being asked to put money into business that smb else is going to run?
· Say, we take out service K.  I sell orange trees only to people who live around Orlando, Florida.  If it’s possible for them to do smth w/trees themselves – not securities.

· Say, we market/advertise trees to people far away in Maine (far away offerees) and to people in Orlando (local offerees).  Is it a security as to one class of offerees and a non-security to another class of offerees?  There is a case that separates these two transactions.  But Slain: it’s very awkward and unreasonable arrangement – bad.

United Housing Foundation v. Forman

Shares of stock entitling a purchaser to lease
(S.Ct 1975)




an apt in a state subsidized and supervised
nonprofit housing cooperative are not “securities”
· Whether shares of stock entitling a purchaser to lease an apt in a state subsidized and supervised nonprofit housing cooperative are “securities” w/n 33 and 34 Acts.

· Business corp was organized just to do the building.  Corp will only lease apts to people who bought stock in the corp – completely routine arrangement.

· Ps say: in the selling doc’nt on which we relied on when buying stock, developer promised that our cost of renting won’t go up bec of inflation.  Corp couldn’t make good on that promise – rents went up.  Ps allege fraud in violation of Sec 17(a) of 33 Act and Sec 10(b) and Rule 10b-5of 34 Act.  Ds say: these are not securities.

· Sec 17(a) protects only purchasers ag offer or sale.  At that time, there was 2nd Circuit case saying that there is a private right of action.  In 2000 – no possibility that 2nd Cir would hold that there is a private right of action under Sec 17(a).

· Ps: we bought securities in a NY business corp under NYBCL.

· S.Ct holds: it’s not securities (you didn’t buy sec’s, you bought an apt).  Why these are not securities?

· Transaction should not be considered a security transaction simply because the statutory definition of a security includes the words “any stock”

· Tenants/s/hs have per capitum voting: 1 vote for every s/h, instead of votes in proportion of their shares – but it’s still voting

· When stock: expectation of income flow – dividends; here – this stock doesn’t pay dividends.  S/h also hopes to get capital appreciation – non here.

· Tenant can leave the lease only to surviving spouse, not tenant’s progeny.

· Tenant who wants to move out has to sell his stock back to corp at purchase price.

· But there is prospect of profit: low rent.  As long as they are leasing it – they get housing at below-the-market rent – it’s income in economic sense; it would meet the Haig-Simons definition of income – “betteroffedness”.  This issue is undiscussed here.

· The builder usu first constructs the building (finances it out of loans from the bank), and people buy stock after the building is already there.  But here, people buy stock before the building is constructed, so they are financing the construction – factor in favor of finding security.
· S.Ct: no distinction bet investment K and security – they are coterminous.

“We perceive no distinction bet an “investment K” and an “instrument commonly known as a ‘security’.  In either case, the basic test for distinguishing the transaction for other commercial dealings is ‘whether the scheme involves an investment of money in a common enterprise with profits to come solely from the efforts of others.”  Howey.”

Most circuits held that sale of business doctrine did put a limitation on definition of a security (where there is a 100% sale of stock of a closely held corp, such a sale does not constitute sale of a “security” under sec’s acts: where there is a sale of 100% stock of close corp, there is no expectation of profit from the efforts of others, so there is no “investment K”, so it’s not a security (under Forman, definition of “security” and investment K” are coterminous”), so sec’s laws are inapplicable).

Landreth Timber Co v. Landreth

Sale of stock – securities transaction
(S.Ct 1985)



Standard of statutory literalism





Rejects sale of business doctrine






Sale of 100% of close corp – sale of sec’s

· Whether the sale of all of the stock of a co is a securities transaction subject to the antifraud provisions of the fed securities laws/the Acts.

· P says: these people owned all the stock; they made representations to me, which turned out to be untrue – violation of Rule 10b-5.

· Dist ct + 9th Circuit: sale of business doctrine applies here – if you bought 100% of business, go fight in a local court: fed securities laws do not apply to the sale of 100% of the stock of a closely held corp.
· S.Ct reversed: under Sec 2(a)(1) of 33 Act, stock is a security.  Forman court said that investment K and security are coterminous.  S.Ct doesn’t say that Forman case is overruled.  So now, investment K and security are coterminous except when they are not.  Whatever other standards may be applied to other transactions, stock is stock, and stock is a security.

· S.Ct rejects sale of business doctrine.  The standard of statutory literalism: look at statute – stock is a security – that’s dispositive.

· 5 characteristics usu associated w/common stock:

1. the right to receive dividends contingent upon an apportionment of profits;

2. negotiability;

3. the ability to be pledged or hypothecated;

4. the conferring of voting rights in proportion to the number of shares owned; and 

5. the capacity to appreciate in value.

Problem: definition of security under each Act includes “any note”
· I have an old car, which I’m trying to sell; I tell you that car only been used a couple of times, and I sell it to you.  You don’t give me cash, but a note payable in 1 year.  You then find problems with w/the car: turns out, it was used as a taxi, been to flood.  I used j’nal means to lie to you.  Is there a fed securities lawsuit that you could bring?  It’s a private offer – not a violation of Sec 5 of 33 Act.  If a note is a security, you can bring suit under Rule 10b-5 of 34 Act – I am a purchaser of security, and I defrauded you.

· You buy a house, get a mortgage; give note to developer who sells it to financial institution.  Then you claim there’s smth wrong.  Can you sue developer?

· You borrow money from a friend, give him a note, but lie to him w/r/t use of the money.  It’s a 10b-5 case, if IOU is a note.

Problem: it is understood by everybody, that you can’t apply the principle of statutory literalism to characterization of notes, bec otherwise you’ll bring every little dispute as to borrowing money to fed sec law/fed courts.

Reves v. Ernst & Young

Demand notes can be securities w/n Sec 3(a)(10) of 34 Act
(S.Ct 1990)

· Whether certain demand notes are securities w/n the meaning of Sec 3(a)(10) of 34 Act.

· Co-op (agricultural cooperative) finances itself by offering commercial paper – demand notes to both members and nonmembers.  P is suing claiming that when this co sold him notes, it provided him w/financial info, all of which was wrong.  Fin st’nts were audited by Authur Young, so Ps file suit ag Authur Young alleging violation of Rule 10b-5.  Dist ct never got to this issue, bec it ruled that demand notes are not securities.

· S.Ct holds: these demand notes are securities.  Demand notes do not necessarily have short terms – not covered w/n the 3(a)(10) exception.
· Sec 3(a)(10) of 34 Act – 9-months provision.  So, Ds say: you don’t have a 10b-5 case, bec these instruments are precisely defined out of definition of security (and you don’t have 33 Act case).

· How do you tell whether note is a security?  Cts of App – many different tests.

1. Risk capital test/Howey test – S.Ct rejects

A note is a security only if it evidences

(1) an investment;

(2) in a common enterprise;

(3) with a reasonable expectation of profits;

(4) to be derived from the enterpreneurial or managerial efforts of others

2. Investment versus commercial test

Notes issued in an investment context (which are securities) v. notes issued in a commercial or consumer context (which are not)

3. Family resemblance test – S.Ct adopts
A note is presumed to be a security, and that presumption may be rebutted only by a showing that the note bears a strong resemblance (in terms of 4 factors) to one of the enumerated categories of instrument that are not securities (even though it’s called a “note”)


4 factors
(1) the motivations that would prompt a reasonable seller and buyer to enter into the transaction: if the seller’s purpose is to raise money for the general use of a business enterprise or to finance substantial investments and the buyer is interested primarily in the profit the note is expected to generate, the instrument is likely to be a security; if the note is exchanged to facilitate the purchase and sale of a minor asset or consumer good, to correct for the seller’s cash-flow difficulties, or to advance some other commercial or consumer purpose, on the other hand, the note is less sensibly described as a security.

(2) the plan of distribution of the instrument: to determine whether it is an instrument in which there is common trading for speculation or investment

(3) the reasonable expectations of the investing public

(4) the existence of another regulatory scheme significantly reduces the risk of the instrument, thereby rendering application of the Securities Acts unnecessary

· Odd: this test still mirrors the Howey test.  S.Ct disapproves Howey w/r/t notes, but these factors are the Howey factors.  Operationally, it may not be that tough to apply, but you don’t have any self-executing formulation what would permit you to characterize other gray areas.

· The presence/absence of another comprehensive regulatory scheme – important (it was held that e’ee pensions are covered by ERISA – complete regulatory system, so don’t need fed sec laws; Marine bank held that certificates of deposit (CDs) are not securities, bec their issuance is regulated by Fed Reserve Board and other regulatory schemes).

SEC v. Koscot

Pyramid promotion enterprise – yes, investment K – sale of security
(5th Cir 1974)

· Pyramid promotion enterprise - franchise, which sold cosmetics.

· SEC sued for injunction: that this enterprise was w’n the term security, that as such it had to be registered w/SEC pursuant to 33 Act and that it violated the anti-fraud provisions of 34 Act.

· Buying a franchise – depend on financial condition of franchisor; very dependent on other franchisees.  Franchises are not treated as securities, bec buyer of franchise usu has effective control over franchise.

· Here, franchise was held to be an investment K – security, bec it’s so different from ordinary franchise.  The money was made not from selling cosmetics, but from selling franchises.  Motivation: if you sell more franchises, you move up the ladder.

· Court uses the Howley test: for investment K

(1) there is an investment of money

(2) the scheme in which an investment is made functions as a common enterprise

(3) under the scheme, profits are derived solely from the efforts of ind’ls other than investors

· 2nd req’nt: commonality of the enterprise
· Court says that the fact that an investor’s return is independent of that of other investors in the scheme is not decisive.  Rather, the requisite commonality is evidenced by the fact that the fortunes of all investors are inextricably tied to the efficacy of the Koscot meetings and guidelines on recruiting prospects and consummating a sale – this is broad vertical commonality
· Cir Courts of Appeals are divided as to whether vertical commonality is sufficient for finding investment Ks: half accepts vertical commonality, half requires horizontal commonality

· Horizontal commonality: pooling of investor funds (classical investment K involves horizontal commonality) + usu a pro rata distribution of profits among the investors

· Vertical commonality bet investors and promoters: a common enterprise may be found when the activities of the promoter are the dominant factor in the investment’s success (even though there is no pooling of funds or interests by multiple investors) (if buyer is successful – Koscot and buyer divide the take)

· Strict vertical commonality: has to be a direct relationship bet the promoters’ financial success and that of its investors – requires that the fortunes of investors be tied to the fortune of the promoter (one profit pool being shared by buyer and seller)

· Broad vertical commonality: investors’ fortunes have to be linked only to the efforts of the promoter (I won’t share profit w/you, but take a commission on selling property to you; we’re not sharing profits together, but I’m getting paid for managing property for you)


C.  What is a “sale”?

· Sec 2(a)  When used in this subchapter, unless context otherwise requires…

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

SEC v. Datronics

Spin-off – yes, sale of security under Sec 2(3)
(4th Cir 1973)

· Stock dividend – a dividend paid in the form of stock rather than cash.  A stock dividend is usu expressed as a percentage of the number of shares already held by the s/h.  A corp normally elects to issue a stock dividend in order to conserve cash.  The tax advantage of a stock dividend to a s/h is that a stock dividend is taxable at the time of sale, while a cash dividend is taxable when received.  It’s a distribution of add’l shares to people who already own shares.

· Is the recipient giving up anything by getting a stock dividend – no.  He owns the same percentage of the business, just represented by more shares.  Before, it was never regarded as sale of securities.  Spin-off was never regarded to involve a sale of securities that would require registration under 33 Act.

· SEC sued for violation of Sec 5 of 33 Act and Sec 10(b) + Rule 10b-5 of 34 Act, saying that spin-off was a sale of unregistered securities + false representations in their sale.  But s/hs of Datronics paid nothing for shares that they received.

· Spin-off – a corp divestiture in which a division of corp becomes an ind’nt co and stock of new co is distributed to original corp’s s/hs.  Here, w/o any business purpose of its own, Datronics would enter into an agr’nt w/private corp.  The agr’nt provided for the organization by Datronics of a new corp, or the utilization of one of Datronics’ subsidiaries, and the merger of the private corp into the new or subsidiary corp.  The private co was to receive the majority interest in the merger-corp.  The remainder of the stock of the corp would be delivered to, or retained by, Datronics for a nominal sum per share.  Part of it would be applied to the payment of the services of Datronics in the organization and administration of the proposed spin-off, and to Datronics’ counsel for legal services in the transaction.  Datronics was bound by each agr’nt to distribute among its own s/hs the rest of the stock as dividends.  Before such distribution, Datronics reserved for itself about one-third of the shares.  None of the newly acquired stock was ever registered.

· So, Datronics creates a new co or uses its own subsidiary.  Private corp merges into subsidiary,  Datronics takes stock of this merged corp and distributes it to its own s/hs as dividends (see p.p. 38-39 of notes).

· Datronics – publicly held co (has significant number of public s/hs) – registered

· What happened here: Datronics, a publicly traded co, would enter into agreement with private co, whereby Datronics would create a wholloy owned subsidiary that the private co could merge into.  Then Datronics would spin-off subsidiary’s shares as a stock dividend to its own s/hs, but allowed Datronics to keep a poriton of the shares as payment for its services.  This allowed public distribution of subsidiary’s shares w/o registration, and there was therefore no publicly available info about subsidiary.

· One way for private corp to do it: register add’l number of shares and sell them to the public; but have to prepare a registration st’nt w/audited financial st’nt, whereas most closely held co’s don’t have audited fin st’nts + it takes time (to have audit over several years); have to find an underwriter; it costs money to prepare a registration st’nt, and underwriter will take significant portion of it; no way to do this quickly.

· Datronics suggests to turn their private corp into public co overnight.  Private corp now owns 85% of sub’s stock; Datronics distributes stock to its own s/hs as dividend.

· Is it a sale?  Is there a change in economic sit’n of s/hs of Datronics before and after transaction? – No; s/hs of Datronics now own 15% of another business – it cost them nothing – free lunch.  Datronics gave its s/hs 15% of operating business at zero cost.  Advantage of spin-off: fast and spend not a lot of money.

· S/hs of Datronics paid nothing for those shares.  Who’s the person sought here to be protected? – people in trading market who buy those shares from Datronics’ s/hs.
· Held: for SEC – spin-off here – sale of securities for value under Sec 2(3)

· After this case, nobody would proceed to do a tax-free spin-off w/o getting a no-action letter (NAL) from SEC; but it commits SEC to nothing (in contrast to Revenue Ruling from IRS – more reliable).

· NAL Grasso (avail. 8/20/93).  Grasso involved a classic spin-off; SEC required

(1) spin-off had a business purpose

(2) before transaction, subsidiary registers stock being distributed under Sec 12 of 34 Act – this turns a subsidiary/public co into a reporting co

(3) time of transaction, info st’nt analogous to Sec 14(c) st’nt is distributed (under Sec 14(c), mgmt doesn’t need to solicit proxies, chooses not to solicit them; but still it has to distribute an info st’nt which has same info as would be required if it did solicit proxies).

2. The 1934 Act coverage of issuers

1934 Act

· 33 Act: issuer sells stock to the public: IPO (initial public offering) – tiny fraction of the market.  34 Act intended to deal with after-market (trading market) in securities.

· 33 Act – very seldom amended (have to flip pages).  34 Act has been amended a lot.

· Sec 4 establishes SEC/administrative agency to administer Securities Acts

· Sec 6 provides for registration/licensing of National Securities Exchanges (Sec 6 defines the term).  Exchanges are given authority to set forth rules to regulate conduct of their own members – they are SROs (self-regulatory organizations) – rules adopted by the Exchanges are functionally the law of US.

· Sec 7 gives Federal Reserve Board the authority to regulate margin transactions; SEC enforces them.

· Sec 15 requires registration, i.e. licensing, of Brokers and Dealers.  Broker acts as agent in transaction; dealer acts as principal in transaction (sells smth) – same person

· Sec 15A.  The vast majority of broker dealers are not members of the Exchanges.  Sec 15A provides that an association of brokers and dealers may be registered as a national securities association – NASD (National Association of Securities Dealers) – the only one that has been registered; it’s a voluntary organization.

· NASDAQ (automated quotations) – NASD adopted a system that functionally became and exchange

· Any registered broker dealer can belong; every broker dealer joins it – why?

Sec 15A(e)(1)  The rules of a registered securities association may provide that no member thereof shall deal w/any nonmember professional except at the same prices, for the same commissions or fees, and on the same terms and conditions as are by such member accorded to the general public.

Thus, a member of NASD can only deal with non-members as retail customers (in OTC, dealers regularly buy from other dealers – so they are coerced to join)

· NASDAQ – computerized OTC market; more and more takes on functions of Exchange; to permit OTC dealers to post their bids and offers on a system of automated quotations; then added req’nt that you report transactions on NASDAQ

Regulation of issuers of securities

Sections 12, 13, 14, 16

Sec 12 requires registration of securities.  Sec 5 of 33 Act also requires registration of securities – but totally separate requirements

· Under 33 Act, you register units of securities being sold for the purpose of particular transaction (sell 100,000 shares of common – register 100,000 of common).

· Under Sec 12, you register the class of securities (common, preferred, etc).  Emphasis of 34 Act disclosure is on financial status of the issuer and not that of the transaction at issue.

If you want to sell common, you have to register it under Sec 5 of 33 Act and under Sec 12 of 34 Act.  If you want to sell additional common, you have to register it under Sec 5, but you don’t have register it under Sec 12, because that class is already registered.

· If the issuer doesn’t have a class of securities registered under Sec 12 – Sections 13, 14, 16 are inapplicable

Section 12(a)  If co’s securities are listed and traded on Exchange, co has to register such class of securities


It shall be unlawful for any member, broker, or dealer to effect any transaction in any security on a national securities exchange unless a registration is effective as to such security for such exchange
Section 12(b)  A security may be registered on a national securities exchange by the issuer filing an application with the exchange…

· In 1934, this system applied only to securities listed on the exchanges, but most securities are traded on the OTC market

· In 1964 Congress added Section 12(g) (to bring OTC w/n continuous disclosure system)


12(g)(1)  Every issuer which is engaged in interstate commerce, or in a business affecting interstate commerce, or whose securities are traded by use of the mails or any means or instrumentality of interstate commerce shall – 

(A) register security with the Commission by filing registration statement w/n 120 days from 1964 if
1. issuer has total assets exceeding $10 million and

2. a class of equity security held of record by 750 or more persons
(B) register security after 2 years from 1964 if
1. issuer has total assets exceeding $10 million and

2. a class of equity security held of record by 500 or more but less than 750 persons
(smaller co’s get additional year to register)

· Then issuer becomes subject to Sections 13 (continuous disclosure rule), 14 (proxies), 16 (one aspect of insider trading) of 34 Act

· “in interstate commerce or affecting interstate commerce” – very broad (covers everything)

· Now, if you meet the quantum of assets and number of s/hs tests, you have to register

Section 13  Continuous Disclosure System

Consequences from having security registered under Sec 12 - Sec 13(a) becomes applicable

Sec 13(a) requires annual reports with audited fin st’nt – ind’nt opinion of certified public accountants – heart of this (Rule 13a-1: Form 10-K), periodic/quarterly reports (Rule 13a-13: Form 10-Q), and when some major event/change occurs (bankruptcy, etc) – monthly/current reports (Rule 13a-11: Form 8-K)

· Section 12(h) gives Commission blanket power to provide add’l exemptions from Section 12(g) (+ 13, 14, 15(d) or 16), but not 12(a))

· Sec 12(h) – grant of authority pursuant to which in Sec 12(g)(1), SEC raised asset barrier to $10 million

· Section 15(d): if stock is registered under 33 Act – you become subject to continuous disclosure system under Sec 15(d) of 34 Act – you become subject to entire Sec 13 as if you have a class of equity securities registered under Sec 12 (in 1964, Sec 15(d) was amended to codify and legitimate SEC’s practice before that day)

· Section 3(a)(11) of 33 Act exempts intrastate offerings of securities

· The statute trumps the rule

Registration st’nt: cover page, prospsectus, signature page

Section 14  Proxies
Plenary authority of SEC to regulate proxies – For all securities registered under Section 12, it is illegal to solicit proxies in contravention of SEC rules

· If securities are not registered under Section 12, proxy rules have nothing to do with you

· There is no requirement in fed law that proxies be solicited, but once one does, they are governed by Section 14 and the rules promulgated thereunder

· If mgmt owns 51% of shares – doesn’t need votes, but still has to provide info to s/h under Sec 14(c) – same info as in proxies
Section 16 – deals with insider trading

· Sec 16 – the only section that expressly deals w/Insider Trading

· Sec 16(a) – 3 classes of people
1. beneficial owner of more than 10% of any class of any equity security registered under §12
2. director

3. officer

Note: but if you are w/n reporting class (director, officer), you have to report your ownership of all equity securities whether or not registered under §12

File Form 3 w/the Commission

At the end of any month, you have to report any change in your ownership; you have to report any gift or purchase

· Say, co has a class of equity sec registered under Sec 12.  I’m a director/officer, own preferred stock (not registered).  Do I have to report it? – Yes + all changes in my ownership position on a monthly basis, bec of my ownership of all equity securities of that issuer (issuer has class of equity securities registered)

· Sec 16(b) – any equity security (matches 16(a)’s reporting thing) – short term (6 months) insider trading:


If any class of persons required to report w/n 16(a) has profit from purchase and sale w/n less than 6 months, issuer can recapture this profit

1. The only people covered are people covered in Sec 16(a)

2. Statute operates automatically (the actual use of inside info is irrelevant)

3. Are these transactions illegal? – No – all it says it says is that profit is to be recaptured by the issuer

4. You can have a recapturable profit w/n a loss

5. Contemporaneous ownership rule – in order to bring a derivative suit, you have to be a s/h at the time of events – does not apply to Sec 16(b)

How to compute profit: take transaction and go 6 months back or forward and match it w/any sale/purchase at higher price (see p. 202 of notes of corp).

· 16(b) cases – small number of Ps; Attys fees – motivation for litigation (lawsuits w/o clients); these cases always get settled; 16(b) system – effective, self-administering, efficient, doesn’t cost any money to taxpayers – it’s practice w/o clients

· 16(b) aims at short-term trading: to prevent mgmt from profiting on short-term fluctuations; this is not a broad statutory prohibition on insider trading

· Prohibition on insider trading is not implicit in law

· Sec 16(c) applies to any equity security (need not be registered under Sec 12); forbids a short sale by these insiders

· they could be utilizing inside info to the disadvantage of people buying

· plus, once you sold short, you can affect stock going down – people in a position to affect stock shouldn’t make use of it

· Transactions under 16(c) are illegal – you get criminally prosecuted for this
· Then in 1968, Congress added the Williams Act – regulation of tender offers - 13(d)(1), 14(d), (e), (f) of 34 Act

· Could a South Dakota corp, whose public offering of common stock solely to residents of South Dakota and so exempt from registration under 33 act by reason of Sec 3(a)(11) and thus, exempt from registration under 34 Act under Rule 12(g)(1) and Sec 12(h), trade its securities on NASDAQ?  NASDAQ would not want that – unknown, non-reporting co.  Where do you get info about this co? – on the pink sheets.  Before NASDAQ, the only source of info about co were pink sheets (equity) and greet sheets (debt)

· Listed dealers – those who deal w/other dealers (were prepared to buy/sell) – on OTC market; but the only thing you can find out about from pink sheets – what dealers hold themselves out as being able to buy, for how much, and price as to other dealers.

Problems – Sec 12, 14 and 15(d) of 34 Act (see handout)

· Co’s listed on pink sheets (equity): small domestic co’s and large world class co’s.  How come?

Foreign Issuers

· Foreign corps historically have been reluctant to become involved in US securities market:

(1) paranoid about SEC

(2) much greater reason: to avoid being involved in American litigation

(3) accounting: In order to have your securities listed on stock exchange (statute says so) and quoted on NASDAQ (NASDAQ will not quote unless you register), you have to file Form 10-K which has audited financial st’nts, which have to be prepared in acc with US GAAP.  For foreign co’s:

· question of cost

· Americans are comfortable w/idea that fin st’nts for accounting purposes (balance sheets) and for tax purposes are very different (in US, acc books can be very different from tax).

· If foreign co’s would have to recompute their income in acc w/GAAP, their income will be higher than income computed under home-country GAAP

Thus, very few co’s are traded on stock exchange and NASDAQ (most that are traded are Canadian)

Lot’s of foreign co’s are traded on London stock exchange

· Most problems about 34 Act registration are w/r/t foreign issuers

· ADRs – American Depository Receipts – securities issued by a US bank in place of the foreign shares held in trust by that bank, thereby facilitating the trading of foreign shares in US markets.  (US banks sell negotiable instruments representing same securities that they hold abroad – I buy ADR for stock of Deutsche bank.)

· Are co’s whose ADR I buy required to register under Sec 12?

· Sec 12(g) says that co’s engaged in/affecting interstate commerce with number of req’nts have to register.

· Sec 3(a)(17) of 34 Act – definition of interstate commerce: defines interstate commerce to include foreign commerce – so, foreign co has to file registration st’nt under Sec 12 (even if it has no US s/hs and has no assets in US)

· Rule 12g-3 involves ADRs

· There are 3 levels of ADR programs: what set of obligations are imposed on corp whose sec’s are traded locally through ADRs

(1) if foreign issuer wants to have public offering in US, to arrange for ADRs to be offers will require registration under 33 Act, then subject to Sec 15(d) of 34 Act and so, will have to register under Sec 12 of 34 Act; if quoted on NASDAQ – have to register under Sec 12, otherwise NASDAQ won’t quote them

(2) if want to apply for listing of ADRs, have to register underlying stock under Sec 12 (no problem)

(3) problem: what about issuer whose securities are traded on OTC market and never had a public offering and never sought to have sec’s listed on the exchange or quoted on NASDAQ– what is their obligation, and what can SEC do to enforce it?

Rule 12g3-2 of 34 Act – applies to 1st level of ADR programs
Rule 12g3-2(a)  Sec’s of any class issued by any foreign private issuer shall be exempt from Sec 12(g) of the Act if the class has fewer than 300 holders resident in the US
Rule 12g3-2(b) – broadly exempts the foreign private issuers of 1st level ADR programs from Sec 12(g), but under condition that they furnish (not file) to SEC home-country info that (a) they provide to their own gov’nt, or (b) stock exchanges, or (c) are required to distribute to their security holders.

· 2 kinds of ADR level 1 programs

(1) sponsored – foreign issuer is paying administrative costs of US ADR programs

(2) unsponsored – foreign issuer doesn’t do anything; bank is paying expenses and then charges purchasers of ADRs

· Rule 12g3-2 doesn’t distinguish bet sponsored and unsponsored programs.

· Very large number of issuers have never complied.

· This rule applies to “foreign private issuers”.  Rule 405 of 33 Act (Supp p. 104)defines the term “foreign private issuer”: it doesn’t include every corp incorporated outside US.  Internal affairs doctrine: what state’s law applies; court may decide if it’s a corp or pseudo-corp (incorporated outside, but everything else/business is in US) – Rule 405 incorporates this doctrine.

3. The integrated disclosure system

· Prior sit’n: each form had its own instructions

· In 1983, SEC adopted Regulation S-K – great breakthrough: common source of instructions as to disclosure, whatever disclosure is for – tremendous efficiency

· Adoption of the three tier system for 33 Act registration (see handout)

· People buy sec’s on the basis of advice – from broker – broker is getting this info from securities analysts.  Securities analysts are the only people who read info provided by SEC’s disclosures.  Thus, disclosure system had to (1) exclude huge amount of info that sec’s analyst already knows; (2) include info that sec’s analyst regards as highly important, but which SEC did not require to be disclosed: soft/forward-looking info
· 1980s – SEC required that co’s limit disclosure to only historical info about this co.  Issuer – insurer of accuracy of info – incentive for issuers to limit disclosure to historical facts

· But people want to know forward-looking info: not what happened in the past, but what will happen in the future.

· SEC required disclosure of: offering price; underlying arrangements; what are you planning to do w/the money.

· If Form S-3: that’s all that’s required to be disclosed.  Assumption: all other info is easily available.

· This was a great reform: reduced the amount of useless paper.

· Downside:  In BarChris, underwriters were liable bec they couldn’t meet Sec 11(b)(3) due diligence defenses.  Form S-3: info is incorporated by reference from other public places.  How does underwriter meet due diligence obligations w/r/t documents prepared before he came to the scene and had no opportunity to investigate – it can’t be done.

· Rule 176 of 33 Act (Supp p. 88): Cir’ces affecting the determination of what constitutes reasonable investigation and reasonable grounds for belief under Sec 11 of the Securities Act (compare Judge Maclean’s opinion in BarChris and the statute).  Rule 176 reduces due diligence obligations for underwriters where info is incorporated by reference.
· Sec 19(a) of 33 Act: if good faith reliance on rule of SEC – no liability, even if ultimately the rule is determined to be invalid (or amended, or rescinded); Rule is complete safe harbor.  (Usu. no such thing – gov’nt agents have no apparent authority).

· Underlying this 3 tier system is semi-strong form of efficient market hypothesis: info is there and available, everybody’s got it.  Slain quarrels w/its application.  Form S-3: w/r/t large co’s – it’s true, but w/r/t small co’s with $75,000,000 of stock – not true.  In the 1990s, SEC makes Form S-3 more and more available; Slain – SEC should make it less and less available (bec Form S-3 says you should get info from other sources).

· In 1993, SEC adopted separate disclosure regiment w/r/t small businesses – Form SB – much less rigorous.  It appears that SEC concluded that its disclosure requirements were too strict w/r/t vast majority of co’s – overregulation; but it’s good that SEC recognized the problem and acted on it.

· 3 tier system for info disclosures pursuant to 33 Act registration: allows for reduced dislosure by co’s in good standing and allows for incorporation of 34 Act disclosures by reference.

ASSIGNMENT NO. 3 – 1933 ACT EXEMPTIONS
1. Exempt Transactions

Sec 4  The provisions of Sec 5 shall not apply to

Sec 4(2) “transactions by an issuer not involving any public offering”

Sec 2(4) defines “issuer”

SEC v. Ralston Purina

Sec 4(2) exemption: “public offering” to key e’ees
(S.Ct 1953)
Exemption when there is access to same kind of info as registration would disclose

Burden of proof on the person claiming exemption


Buyers and Offerees

· Co sold unregistered stock to its e’ees.  SEC sues to enjoin co’s unregistered offerings as violative of Sec 5.  Issue: whether co’s offerings of stock to its “key employees” is w/n Sec 4(2) exemption.  Held: ag co/D – stock is not w/n exemption.

· Was this co trying to raise capital? – no.  Are they selling stock at discoung to e’ees – no, at market price (no bargain purchase) – so not as compensation.  This co was trying to encourage ownership of e’es in the co: e’ee’s interest in the co is higher when his money is in the co.

· D claimed that it sold stock only to “key e’ees”, but in reality they gave stock to any e’ee who showed up and asked.  D says: there was no “public offering”.

· Court: an offering to all of co’s e’ees would be public.  To be public, an offer need not be open to the whole world.
· The applicability of exemption should turn on whether the particular class of persons affected need the protection of the Act.

· Court expressly rejects a numerical test.  Conceptually opens a possibility of a public offering to 1 person.

· The test: The focus of inquiry should be on the need of the offerees for the protections afforded by registration.  The e’ees here were not shown to have ACCESS to the kind of info which registration would disclose: there has to be access to same kind of info as registration would disclose
· Issuer has the burden of proof on exemption.  The burden of proof is always on the person claiming the exemption.
· 1935 release: presumption – offering to more than 25 people was public – became thumbnail test for public offering thereafter; but SEC was never willing to take that position.

· Can there be offering to hundreds which would be non-public? – yes, institutional investors.  Offering to any number of institutional investors is a Sec 4(2) exempt transaction (even if hundreds of inst’l investors).

Sec 12(a)(1) of 33 Act  Any person who offers or sells a security in violation of Sec 5 shall be liable to the person purchasing such security from the him, who may be sue to recover the consideration paid for such security w/interest thereon (to rescind) or for damages if he no longer owns the security.

· Issuer sells sec’s to

A

B

C

D sells it to D2-D26

E

ABSDE – not members of the public; sophisticated.  Nobody knows that D has a subgroup of investors; issuer doesn’t know about it.  Under Sec 12(1), buyer (D2-D26) can sue D.

A wants out.  Issuer didn’t sell sec’s to A in violation of Sec 5.  But there was a public offering – D made one.  ABCE are entitled to rescind against issuer.  Issuer cannot rescind.
· To establish availability of Sec 4(2) exemption, does issuer have to establish that all people who bought were not members of the public? – vice of Ralston Purina decision

· When the sec’s “come to rest”: in whose hand have they remained for some protracted period of time.  Here, sec’s came to rest after D2-D26 bought in

· We do have a public offering (D resells).  It’s not a public offering that issuer contemplated/wanted; issuer tried to prevent it, but it doesn’t matter
· Then Sec 4(2) doesn’t apply – transaction is unexempt bec of public offering that D made

· D2-D26 have right of rescission ag D.  You only have rescission rights ag immediate seller.

· Can D rescind? – no, D is estopped by his own violative conduct

· A wants out of the deal bec deal is not going well

· Can A get out? – it’s all one transaction.  Sec 4(2) exemption doesn’t apply – so transaction violates Sec 5 – ABCE have right to rescind
· Say, D didn’t resell any sec’s; the only people who bought are ABCDE – not members of the public

· So, it has to be not public offering under Sec 4(2)

· Ralston Purina said that we’re concerned with not only people who bought sec’s, but also with people to whom sec’s have been offered - offerees
· K law: offer is communications which ripen into K when smb says “I accept”; in this context, offer is communications to people that there’s smth here they could buy
· Say, issuer goes broke – bankruptcy.  A wants out of the deal – sec’s are not registered – A has right to rescind unless exemption.  Exemption depends on transaction not involving public offering.  Issuer has burden of proof.  Who is representing the issuer at this point – trustee in bankruptcy, who has to prove that these people are the only offerees.  Former mgmt will know who offerees are, but mgmt won’t come to court to testify on trustee’s behalf.  So, A can rescind bec of trustee’s inability to prove that offerees are not members of the public and so, inability to prove means no availability of exemption
· After Ralston Purina, what happened w/Sec 4(2) exemption: most sophisticated buyers sued to rescind after the deal didn’t turn out well, bec not only buyers, but offerees could sue – hard to prove who offerees are.

Continental Tobacco: issuer made an offering doc’nt – put all info as to offerees; deal failed; one of buyers sued for rescission.  Trustee says: we have proof on who offerees are.  Court: no Sec 4(2) exemption – Ralston Purina says that offerees should have info and access to info: Not only did you have info, but also that you could have info whether or not issuer wanted to give it to you – you must have had access to additional info

· So, Sec 4(2) exemption has always been limited

· But generally, limit offers (and sales) of securities to institutional investors (sophisticated)

(1) Who is an underwriter?

· Sec 4(1) exempts from Sec 5 registration req’nt “transactions by any person other than issuer, underwriter, or dealer”

· Sec 2(11) defines “underwriter”:

1. any person who purchases from an issuer with a view to distribution of security

2. any perso who offers or sells for an issuer in connection with distribution

3. any person who participates or has direct or indirect participatioon in the activities covered by 1 or 2 above

4. any persoon who participates or has participation in direct or indirect underwriting of such undertaking

The term “underwriter” does not include persons whose interest is limited to a commission from an underwriter or dealer not in excess of the usual and customary distributor’s commission

· This language is intended to distinguish selling group of dealers involved in the initial distribution from sub-underwriters.

· So, for person to be an underwriter, purchase, sale, or underwriting activity at issue must be in connection with DISTRIBUTION.

· Distribution is not defined in the Acts (probably coterminous with public offering).

SEC v. Chinese Consolidated

Sec 4(1) exemption; Continual solicitations
(2d Cir 1941)

· D/NY corp sold bonds of Chinese gov’nt.  Bonds were never registered.  D didn’t have K-tual relationship w/Bank of China (to which money was to be delivered) or gov’nt of China.  Chinise gov’nt didn’t have agr’nt w/D.  D volunteer – got nothing out of this – patriotism.

· D was sued for violation of Sec 5.  Sec’s are not registered, so there is violation, unless exemption under Sec 4(1).

· Sec 2(11) definition of underwriter: “…offers or sells for an issuer in connection with, the distribution of any security”.  To be underwriter, you have to be someone who gets sec’s with a view of distribution.  The words “sell for an issuer in connection with the distribution of any security” ought to be read as covering continual solicitations, which normally would result in a distribution of issues of unregistered securities w/n the US.

· How do you get sec’s sold? – Sec 5(a) - you register sec’s

· Sec 6(a) How sec’s are registered.  Only the issuer can register sec’s with one exception: underwriter can register sec’s of a foreign gov’nt.

· Held: D is an underwriter – he sold sec’s – distribution.

SEC v. Guild Films

Sec 4(1) exemption; Sec’s as collateral for loans from banks
(2d Cir 1960)

· This case had tremendous consequences w/r/t private small co’s being sold to large co’s.

Jacobs

Stranton (sub)

Hal Roach (sub)

WR(sub) and Rabco (sub)

· Hal Roach borrowed $120,000 from 2 California banks.  Roach posted collateral for loans – shares of Jacobs listed on NYSE.  NYSE suspended trading on Jacobs’ stock.  Banks got suspicious, but extended loan for add’l collateral.  Guild Films made a deal to buy a major asset of Hal Roach in exchange for 400,000 shares of Guild Film stock.  Buyer/WR and Rabco gave an investment representation: that they bought sec’s w/o any view of distribution.  Restriction was stamped on stock certificates, that stock was issued for investment only, and cannot be transferred in the absence of effective registration statement.  SEC suspended all trading on Jacobs’ stock.  Banks said that they’ll call stock right now – want to sell it.  Banks asked Guild Films for clean certificate, but Guild Films wouldn’t do that.  Banks sued Guild Films in NY state court, and court orders Guild Films to issue clean certificates to the banks.  SEC now sues Guild Films to restrain the delivery of shares and sale of stock.

· Why not join SEC as a party in the 1st suit?  You cannot sue or join SEC under Doctrine of Sovereign Immunity: you can’t sue sovereign in its own courts w/o its consent.

· SEC position: these transactions would be in violation of Sec 5.  Bank: we have exemptions under Sec 4(1).  We are not issuers, not dealers – underwriters?

· Prior position: when sec’s as collateral – you can sell sec’s if deal doesn’t work – it’s a permissible transaction – doesn’t require registration, bec you contemplate that borrower will pay you back – position that banks are stating here.

· This is a loan which is already in default: the assets were not pledged until loans were already in default.

· So, the pledgor, a controlling s/h, pledged as collaeral for loan from bank a substantial block of sec’s that bore a restrictive legend on the face of securities.  After s/h defaulted on the loan, bank, knowing of the restrictive legend, sold some of the securities w/o registration statement being filed.  2d Cir held that bank was an underwriter.

· Is Rabco an underwriter? – yes; Roach – underwriter; banks – underwriters.  Result is incontestible.  But 2d Cir responds inappropriately to banks’ claim that they purchased w/o view of distribution – that they were bona fide pledgees.  Court: statute doesn’t impose such a good faith criterion: regardless of good faith, banks engaged in steps necessary to this public sale, and cannot be exempted.

· [Where a non-control person purchases unregistered security for the purpose of long-term investment, court will not find that security was purchased w/view toward distribution (hold for 3 years)

· Even when there is no investment intent, resale of unregistered securitly by non-control person only constitues distribution if resale violates criteria of issuer’s original exemption]

Hypo

· X corp: has public s/hs (there’s public market), but most of stock is owned by X.  X comes to banks – wants to borrow money – will pledge stock of X corp.  Banks says: look at Guild Films – if bank takes sec’s as a pledgee, it purchases interest in sec’s bec of possibility that you have to sell sec’s to get money back, and then banks is acquiring a sec with a view of distribution.

· 2 definitions of issuer

Is X an issuer for purposes of Sec 2(4) – no

Is X an issuer for purposes of Sec 2(11) - yes

· 2d Cir: if you take sec’s as collateral – you’re an underwriter – no Sec 4(1) exemption available when you sell – so, you don’t realistically do the deal

· American law is unhospitable to efforts of having family business from generation to generation (this will ruin us).

· You can only register sec in contemplation of immediate sale + SEC will let you register sec’s for the purposes of bank loan (at corp’s – s/hs’ cost).  When register sec’s – prospectus, which is delivered w/sec when sell sec.  You have to amend/rewrite prospectus every several months to keep it current – add’l cost – “ever-green prospectus”.

· The only thing to do – sell your co.

(2) Who is a Sec 2(11) issuer

Sec 2(4): “the term issuer means every person who issues or proposes to issue any security…” (corp itself)

Sec 2(11): the term “underwriter” means any person who has purchased from an issuer -

 “…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”

So, for purposes of determining who is an underwriter, a 2(11) issuer is

1. any issuer as normally defined under 2(4)

2. any person directly or indirectly controlling the issuer

3. any person directly or indirectly controlled by issuer

4. any person under direct or indirect common control with the issuer

In re Ira Haupt

Sec 4(4) brokerage exemption
(SEC 1946)

Underwriter characterization trumps brokerage exemption
· Ira Haupt used to be a major brokerage firm.

· This is disciplinary proceeding ag Ira for violation of Sec 5

· Park & Tilford has 8% of public stock traded on NYSE and 92% of stock owned by Schulte family.  P & T announced that it will issue a dividend in kind to its s/hs of record, consisting of whiskey.  Mgmt of P & T wants Ira to act as broker to sell about 200 shares every quarter point up (stock goes up – sell about 200 shares more).  Price of stock went up, so Ira sold about 200 shares when stock went quarter point up – distributed a big part of stock.  SEC starts suit.  Ira claims Sec 4(4) brokerage exemption.

Sec 4(4) Sec 5 shall not apply to broker’s transactions executed upon customers’ orders on any exchange or in the over-the-counter market but not the solicitation of such orders.

· But not solicitation of buyer orders to which you’re selling: broker can only sell into open market when smb else prepared buyers – permissible transaction.

· Ira: we did nothing to find buyers – they were already there; we only sold into that market; what statute says is an exempt transaction.

· SEC: brokerage exemption is a complement to Sec 4(1) exemption.  Here, your brokerage activity is effectively underwriting: you’re selling on behalf of issuer.

· SEC: underwriter characterization trumps brokerage exemption.
· Distribution has been held to comprise the entire process by which in the course of a public offering the block of sec’s is dispersed and ultimately comes to rest in the hands of the investing public.

· Sec 4(4) is only intended to exempt ordinary trading, not selling for an issuer with a view of distribution.  So, broker who sold large blocks of shares was acting as an underwriter and couldn’t get an exemption.  Here – distribution.

· Problem: suppose X wants to get not a lot of money; wants broker to sell 200 shares.  But if distribution – you don’t have broker’s exemption.

· SEC adopted Rule 154 (long gone) – 1% rule – intended to give some comfort to the broker

· New problem for X: he can sell some modest amount of shares – how many? + sell every 6 months – will be deemed distribution.

· No suggestion that any proceedings be brought ag. Schulte: view was that you could do nothing to Schultes bec they have Sec 4(1) exemption (oversight in drafting).

US v. Wolfson

No exemption for control persons
(2d Cir 1968)

Control
· Issuers/control persons violated Sec 5 bec they sold unregistered shares through brokerage houses.  They claimed that they didn’t know about registration requirements.  They argued that they come w/n Sec 4(1) exemption.

· Held: brokers were underwriters; TRANSACTIONS by underwriters – no Sec 4(1) exemption.  Sec 4(1) exempts transactions, not persons.  So, court characterizes brokers in this case as underwriters, even though the brokers had no knowledge that a distribution was taking place.

· Slain: it makes no sense – repeals Sec 4(1) exemption (question is not whether transaction involves an issuer, inderwriter, or dealer, but whether it is by one of them).  This analysis has never been applied to anything else – limited to its facts.

· Sec 4(4) was designed only to exempt the brokers’ part in security transactions.  Control persons must find their own exemptions.

· Broker can claim the exemption of Sec 4(4) if he was unaware that his customer’s part in the transaction is not exempt.

· Not SEC proceeding.  It’s criminal prosecution.  No reference to any rule that Ds violated – no such rule.  No announcement of SEC’s position.  Here – real uncertainty in the law.  SEC wants to find a test case which it hopes to win, find very unpopular figure/D, indicting him for crime and prosecuting him and sending him to prison (like Chiarella).  People are entitled to reas notice as to what the law is.

· Another problem w/this case: Wolfson is largest s/h; Gerbert is another s/h and director of corp.  Why is person selling on his behalf (here – brokers) an underwriter? – bec Gerbert is an issuer under Sec 2(11); he is not an issuer under Sec 2(4): the issuer of sec’s is corp itself.  Under Sec 2(11) – is Gerbert directly controlling the issuer? – yes, bec he is Wolfson’s associate, works w/Wolfson on many things; he is part of controlling person.

Control

· What do you mean by control? – You have control when you are somebody who can get the corp to register sec’s if you want it done
· Here, Wolfson is controlling s/h.  This definition doesn’t necessarily describe any one director.  Status of officer or director has never been squarely held to constitute controlling person.  But all directors together – yes, control.  It’s a very amorphous concept.

· A major creditor, customer, e’ee can be controlling person.

Article “Who’s ‘In Control’?”

· SEC Rule 405: “the term control means the possession, direct or indirect, of the power to direct or cause the direction of the management and policies of a person (corp), whether through the ownership of voting sec’s, by K, or otherwise”

· The power to control, even if unexercised, may constitute a person a controlling person

· Either the power to control or the actual exercise of control is sufficient to make a person a controlling person
· How little stock may a person own or have the power to vote and still be considered a controlling person? – record or beneficial ownership (or right to vote) 10% or more of the voting stock of a corp; can be less than 10%.

· While unencumbered ownership of more than 50% of the outstanding voting power of corp will usu constitute control even though unexercised simply bec the power to control is there, ownership of substantially less than 50% of stock may be indicative of control only if the power inherent in the voting power has in some fashion been manifested through the exercise of control, usu through the election of a favorably inclined majority of the board of directors.

· The search for controlling group commences when the search for controlling person fails (when a single person doesn’t appear to have actual operating control or the power to control).

· The test: taking into account history, family, business affiliations, shareholdings, position and all the other cir’ces, what person or group calls the day-to-day shots?  The shots in major matters?  Who could, if it wished, call those shots?

2. Exempt Securities

· Sec 3 of 33 Act

· 10 categories, several of them involve exempt transactions

Sec 3(a)(2)-3(a)(8) – permanent exemptions

Sec 3(a)(2): any sec issued or guaranteed by any fed, state or territorial gov’l entity or by a nat’l or state bank

Sec 3(a)(3): short term notes or bills of exchange which arise out of a current trans’n

Sec 3(a)(4): sec’s of nonprofit, religious, educational, fraternal or charitable institutions

Sec 3(a)(5): sec’s of certain savings and loan associations and farmers’ cooperatives

Sec 3(a)(6): interests in railroad equipment trusts

Sec 3(a)(7): certificates of a receiver, or trustee or debtor in possession in a bankruptcy proceeding, when issued with court approval

Sec 3(a)(8): insurance policies or annuity Ks, issued subj to supervision of a domestic gov’tal authority

· These are exemptions from Sec 5

· These sec’s are still subject to sec 12(2) and Sec 17 anti-fraud provisions.  Diff rules apply: these two sections treat exempt sec’s differently and differently from each other.

· Discontinuity bet exempt sec’s in Sec 3 and sec’s that are exempt under Sec 12(g) of 34 Act.  For example:

· Sec 3(a)(2) – any sec issued or guaranteed by a bank – exempt sec.  No corresponding exemption under Sec 12(g) – bank (with number qualifications) has to register under Sec 12.

· Sec 3(a)(8) exempts insurance Ks from 33 Act reg’n req’nts: typical insurance Ks meet the definition of investment Ks, but it doesn’t exempt stock and debt of insurance co – stock and debt have to be registered.  But Sec 12(g)(2)(G) of 34 Act – stock of insurance co’s is exempt from Sec 12.

· Savings and loan ass’ns are exempt from both 3(a)(5) of 33 Act and 12(g)(2)(C) of 34 Act..

Sec 3(a)(9)-3(a)(11) – temporary exemptions

· Sec’s are exempt only for purposes of particular tras’n described in this section: additional transaction exemptions

Sec 3(a)(9)

· Sec exchanges by the issuer with its existing s/hs exclusively where no commission or remuneration is paid for soliciting such exchange, except sec’s exchanged under Title 11

· Title 11 of US Code: bankruptcy.

· It doesn’t mean that sec once exempt is exempt in the hands of purchasers: exemption covers only particular trans’n: mostly covers conversion of convertible sec’s: underlying common delivered to you as a result of conversion doesn’t have to be registered – exempt trans’n.

· Suppose issuer has to talk people into converting – still exempt trans’n? – has to be no remuneration paid.  Convertible sec’s get converted bec issuer calls sec’s – everybody converts – so, issuer doesn’t have to do anything to convert but call sec’s.

· Suppose sec is convertible but not redeemable – then issuer has to talk people into converting – no exemption if you pay people to induce them to convert.

· SEC’s position: when corp uses its own e’ees – ok; but if it hires outside proxy solicitors – no exemption.

Sec 3(a)(10)

· Except sec’s exchanged under Title 11, exchange of sec’s which is approved after a hearing upon the fairness: where co issues sec’s to satisfy class action settlement (settlement of class action ag a corp requires approval after a hearing)

· Prior to 1976 – this applied to bankruptcy reorganization, but in 1976, Congress put this clause in Bankruptcy Code itself and made this section inapplicable in the Sec Act

Sec 3(a)(11)

· Local/intrastate offering exemption: any sec which is a part of an issue offered and sold only to residents of a single state or territory, where the issuer of such sec is a person resident and doing business w/n, or, if a corp, incorporated by and doing business w/n, such state or territory.

· Problem of integration of offering – marital disability problem
· Issuer wants to make an offering, finds 5 buyers – has to be Sec 4(2) exemption (non-public offering)
· It’s a RI corp.  4 buyers live in RI, 1 buyer lives in NY – still Sec 4(2) exemption

· Then corp decides to sell sec’s in RI as a public offering.  Sec 3(a)(11) permits issuer to make a public offering in one state.

· Problem: is this 1 or 2 offerings?  If it’s 1 integrated offering – we have no exemption under 4(2) bec offering is now public, and we have no exemption under 3(a)(11) because 1 buyer lives outside RI – marital disability problem: you can’t put these 2 exemptions together (everyone in both offers may be able to rescind under Sec 12)

· 3(a)(11) sec’s are only exempt for purposes of initial offering by issuer.  Issuer sells them in RI – it doesn’t mean that they have to stay in RI.  But if purchasers are underwriters who distribute them outside RI – How long do these sec’s have to stay in RI?  When do sec’s come to rest?
· What do you mean by resident of the state?  SEC: resident (your presence in the state) means domiciliary (intent to stay).  But salesman won’t be able to ask every purchaser that.

· What do you mean by doing business w/n the state?

1. most business in the state

2. you plan to use proceeds from offering w/n the state (what do you mean by that)

· SEC: very narrow reading of 3(a)(11)

Problems

(1)

· Issuer wants 4(2) exemption.  Selling to any number of institutional investors (institutions) – ok, non-public offering.  However, issuer has to establish that there are no public offerees (not only buyers): concept of offering is broader than K concept of offering.

· You have to establish that none of them are underwriters – haven’t acquired sec’s with a view of distribution (you have to have acquired sec’s with a view of holding sec’s as an investment)

· Change of circumstances doctrine: if cir’ces changed – ok, can sell sec’s, but has to be unforeseeable change of personal cir’ces (not cir’ces of the world around).  SEC: almost anything is foreseeable.  But this has nothing to do w/investor protection.

· Concept of access to info – separate from having info, so really the only people you can sell sec’s to is the mgmt (bec mgmt has access to info)

(2) Locked-in holders

(a) Sec 4(2) buyer (who bought with view other than to distribution).
· SEC: the longer you have held the sec – the better, but no time is dispositive
· Fungability doctrine

Say, I’m a 4(2) buyer of sec’s, I held them for 44 years – is it fair to say that I bought them with view other than to distribution? – yes, I’m not an underwriter, can sell these sec’s.  But I also bought sec’s last year – as to these sec’s, it’s not clear if I’m an underwriter – so I can’t sell these sec’s bec I might be an underwriter.  SEC: I always was deemed to be selling the ones that I could not sell – I’m an underwriter w/r/t older stock (all stock if fungible, so if person makes two purchases of stock – in 1911 and in 1954, and then sells stock in 1955, he is an underwriter w/r/t 1911 stock)

(b) Controlling person

All problems of locked-in buyer, but also problem w/r/t sec’s which person acquired in the open market, bec person dealing w/him can be underwriter w/n 2(11).  How do we tell that he is controlling person? (the Wolfson problem – any broker who sells securities for you carries the risk of being deemed an “underwriter”).

· System was so complicated, non-functional, nobody could understand it – so it was about to collapse bec of massive public disobedience.  SEC perceived that and in 1964, formed a study group – result was the Wheat Report: said that there’ll be massive public disobedience (bec people couldn’t understand it), unadministrability; system had to be simplified; availability of exemption had to be objectively ascertainable; SEC could do it by rules (doesn’t need Congress).

Rules 144, 145, 146, 147, 148

144 deals w/problems of locked-in s/h; huge success (almost no litigation)

145 – solution to problem that never really existed – special problem of mergers; Slain: it will be rescinded or greatly amended soon

146 – deals w/private placement problem; disaster – no longer exists; was abandoned in favor of Regulation D (Rules 501-508)

147 – deals w/intrastate offering 3(a)(11)

148 – bankruptcy reorg sales, bec moot when Congress in 1976 put exemption out of Sec Act into Bankruptcy Code – no longer exists

· Extreme difficulty w/financing new business in the 1970s: no possibility that a startup co could register and publicly sell stock: could find underwriter; nobody would buy the sec.  So, to go publicly, co had to have a successful private placement.  In order to have successful private placement – co had to have sit’n of stability: confidence that s/hs wouldn’t suddenly decide that they want their money back.  New co’s couldn’t get financing.

· Congress enacted Sec 4(6) and Sec 2(15) to fix private placement sit’n
Sec 4(6) The provisions of Sec 5 shall not apply to trans’ns involving offers or sales by an issuer solely to one or more accredited investors, if the aggregate offering price of an issue of sec’s does not exceed $5 million, if there is no advertising or public solicitation in conn w/the trans’n by the issuer or anyone acting on the issuer’s behalf, and if the issuer files notice w/the Commission (dead letter)

Sec 2(15) defines “accredited investor” (certain institutional investors - bank, insurance co, investment co, etc + any person w/certain level of fin sophistication to be defined by SEC)

· Grant of authority to SEC: under grant of authority in Sec 3(b), SEC can grant exemptions if the aggregate amount at which issue of sec’s is offered to the public is less than $5million.
· These are legislative rules: exempt any trans’n up to $ amount.  If leg rule – agency has to go through administrative procedure.

· Interpretive rules: like SEC’s interpretation of Sec 4(2) – represent agency’s view of the statute.  SEC has authority to administer statute; but not to amend it.  No req’nt of going through administrative procedure w/r/t interpretive rules, but normal practice of SEC and IRS is to publish them in the Federal Register – so diff’ce doesn’t have practical cons’ces.  Internal Revenue Code – mostly interpretive rules.

· Chestman: difference bet Rule 10b-5 and Rule 14e-3 – leg rule.  Court’s standard of review where change is made to leg rule v. interpretive rule:

· Interpretive rule: court will defer to agency’s view of statute until it concludes that agency is wrong – more stringent.  There are other possibilities of interpreting the statute, other than the one that SEC argues for.

· Leg rule: the only inquiry is whether this is w/n the scope of authority granted to SEC by Congress.  Practically no chance that court will conclude that leg rule is invalid.

· Say, I act in reliance on one of rules of Regulation D.  Some rules are adopted pursuant to grant of authority in Sec 3(b) – leg rules; other rules are adopted pursuant to grant of authority in Sec 19(a) – to adopt rules and regulations as may be necessary to carry out the provisions of this title.  I sell sec’s in reliance on one of these rules – what is the risk that Sec will go after me bec it determines that the rule is invalid? – no risk.

· Under Sec 19(a), if comply with rule in good faith, and rule is later determined to be invalid – no liability (safe harbor).  Until S.Ct says that rule is invalid – can rely on it.

· Sec 19(a) of 33 Act gives SEC plenary authority over accounting in conn with registration

SEC responded with Regulation D

ASSIGNMENT NO. 4 – THE 1933 ACT EXEMPTIVE RULES

Regulation D, Rule 501-508

· An effort to remove the impediments to capital formation by small businesses; result of SEC’s evaluation of the impact of its rules and regs on the ability of small business to raise capital

· Relies on both Sec 3(b) and Sec 4(6)

· Rules 501-503 – definitions, terms, and conditions

· Rules 504 and 505 – provide exemptions from registration under Sec 3(b) (leg rules)

· Rule 506 – transactions that are deemed to be exempt from registration under Sec 4(2) (interpretive rules)

Preliminary notes

1. Reg D offerings are exempt from Sec 5 registration req’nts, but are not exempt from anti-fraud, civil liability, or other provisions of the fed securities laws

2. Nothing in these rules obviates the need to comply w/any applicable state law relating to the offer and sale of sec’s

3. Attempted compliance w/any rule in Reg D does not act as an exclusive election; the issuer can also claim the availability of any other applicable exemption

4. These rules are available only to the issuer, not to any affiliate of that issuer or to any other person for resales of the issuer’s sec’s

5. Confirms availability of Reg D for business combinations

6. Note 6 appears in all SEC’s rules: Reg D is not available if you structure trans’n so that it will look like technical compliance w/rules, but it is instead part of a plan or scheme to evade the registration provisions of the Act – registration is required

7. Sec’s offered and sold outside the US in conformity w/Reg S may be conducted simultaneously w/offers and sales w/n the US in acc w/Reg D w/o causing the two transactions to be integrated

Rule 501 Definitions

501(a) defines 8 categories of accredited investors
(1) institutional investors

(2) private business development co’s

(3) tax exempt organizations

(4) directors, executive officers and general partners of the issuer of sec’s

(5) $1,000,000 net worth test: any natural person whose individual net worth, or joint net worth with that person’s spouse, at the time of his purchase exceeds $1million

(6) $200,000 income test: any natural person w/ind’l income in excess of $200,000, or if joint income, in excess of $300,000

(7) trusts w/assets exceeding $5,000,000

(8) any entity in which all of the equity owners are accredited investors

· 501(a) concept of accredited investor is broader than definition of accredited investor in Sec 2(15)

· Concept of Ralston Purina that if people don’t need protection of the Act, the issuer doesn’t have to register, that people can then “fend for themselves”

· In (a)(5), is issuer sophisticated? – no.  It’s not that these people are inherently sophisticated – they have money to hire sophisticated people if they don’t have sophistication themselves.  Net worth – the aggregate market value of assets less obligations.  But it’s diff in diff parts of this country bec of diff costs of housing.  In NY, you can have $1million just by reason of having $1million house; but that’s not true in Maine.  So, (a)(5) is defective in not excluding the value of personal residence

501(b) Affiliate

501(c) Aggregate Offering Price

501(d) Business Combination

501(e) Calculation of Number of Purchasers: how to calculate the number of purchasers under Rules 505 and 506.

· Family members that live in one residence are considered to be one purchaser

· 501(e)(1)(iv) The following purchasers shall be excluded: Any accredited investor

501(f) Executive officer

501(g) Issuer

501(h) Purchaser Representative: buyers themselves don’t have to be sophisticated; buyer has to have purchaser representative, who is sophisticated.

Rule 502 General Conditions to Be Met

502(a) Integration: all sales that are part of the same Reg D offering must be integrated.  The rule provides a safe harbor for all offers and sales that take place at least 6 months before the start of or 6 months after the termination of the Reg D offering, as long as there are no offers and sales, excluding those to e’ee benefit plans, of the same sec’s w/n either of these 6-month periods (+ factors to determine whether there should be integration).

· So, offers made 6 months apart will not be integrated as a single offer

· Solves problem of marital disability of offerings

· Gives good description as to the body of law and safe harbor

Factors indicating that offers will be integrated:

(a) Are the sales part of a single plan of financing

(b) Do the sales involve issuance of the same class of securities

(c) Have the sales been made at or abou the same time

(d) Has the same type of consideration been received

(e) Were the sales made for the same general purpose

502(b) Information Requirements:

When issuer sells sec’s under Rules 505 or 506 – differential standard when issuer is reporting or non-reporting co:

· If issuer is non-reporting co – same info as in Reg A offering (Rule 502(b)(2)(i))

· If issuer is reporting co – info that continuous disclosure system generates (Rule 502(b)(2)(ii))

Additional importation difference:

· If issuer sells only to accredited investors or under Rule 504 (limited offerings less than $1million) – no info requirements

· If issuer sells to both accredited and non-accredited investors – Rule 501(b)(1) requires delivery of info specified in Rule 502(b)(2) to all purchasers.

502(b)(v) The issuer has to make available to each purchaser due diligence opportunity

· The rule focuses on info that must be furnished to purchasers, not offerees

· No info need be disclosed to accredited investors

502(c) Limitation on Manner of Offering: Except as provided in Rule 504(b)(1), issuer cannot use general solicitation or general advertising in conn with Reg D offerings


SEC: if issuer has no prior relationship w/purchasers – general solicitation.  Preexisting relationship is an important factor in showing that there is no public solicitation (it enables the issuer to be aware of the financial cir’ces or sophistication of the persons w/whom the relationship exists)

*502(d) Limitations on Resale – very important: The issuer shall exercise reas care to assure that purchasers of sec’s are not underwriters, which reas care will include certain inquiry as to investment purpose, disclosure of resale limitations and placement of legend on the certificate.

· If issuer sells sec’s – purchasers can resell – people to whom they resell are part of the universe of people to which issuer sold sec’s – it’s critical that it doesn’t happen.  (Sec’s acquired under Reg D have the status of sec’s acquired in a 4(2) private placement, and can’t be resold w/o either registraiton or an exemption.)

· How to avoid it

1. get investment letter – agr’nt from purchasers that they won’t resell – that they are buying for investment purposes only

2. Slain: include an agr’nt to idemnify and hold harmless if investment representation turns out to be wrong (+ you’ll have smb to sue)

502(d)(1) Reas inquiry to determine if the purchaser is acquiring the securities for himself or for other persons

502(d)(2) Written disclosure

*502(d)(3) – very important: Placement of legend on the certificate or other document that evidences the sec’s stating that the sec’s have not been registered under the Act and setting forth restrictions on transferability and sale of the sec’s

· Sec is a negotiable instrument.  Person who takes negotiable instrument w/o notice is free and clear of any obligations.  Legend on the security – constructive notice to the world of the fact that there is restriction on the transfer; it doesn’t have to be actual notice.  So, it is imperative safety device – can’t be omitted.

· Essence of negotiable instrument – integration.  You transfer all ownership in underlying rights in transferring a piece of paper.  When stock certificate is issued, all rights of s/h become integrated in the certificate; when you transfer certificate – you transfer all your rights.  Publicly held sec’s are certificated.

· Non-certificated sec’s: you transfer rights, but not in a piece of paper – you transfer by K-tual arrangements of the issuer.  Most debt sec’s are non-certificated.

Rule 503 Filing of Notice of Sales

Issuer offering or selling sec’s in reliance on Rules 504, 505 or 506 shall file notice w/the Commission on Form D

· 3 substantive exemptive rules: 504, 505, 506 – contrast w/Sec 4(6)

Sec 4(6)

	Issuer
	Manner of Sale
	Offeree Qualifications
	Purchasers Qualifications
	Required Disclosures
	Resale Restrictions

	any
	no advertising no public solicitation
	yes (offered and sold to accredited investors)
	yes (offered and sold to accredited investors)
	no
	yes (Sec 4(2) sec’s – not involving any public offering)


· Sec 4(6) – statutory exemption (by Congress).  Can be used by any issuer; amount limitation under Sec 3(b) of 5million.  Sec’s are restricted – only for investment; can be sold only to accredited investors

· Sec 4(6) is dead letter bec of offeree qualification.  Most people using Rules 505 and 506 try to limit their sales to accreditors.  Sec 4(6) had the same difficulty as Rule 146 in that it governs not only sales, but offers: who offerees are; how many; whether every offeree satisfies statutory standard.  It made 4(6) useless.  Statutory term is “public offering” – public distribution of sec’s: no reason why this whole body of law should depend on characteristics of offerees; how are offerees any worse off by reason that they didn’t buy sec’s – they are no worse off.  Problem with Sec 4(6): internal logic of Ralston Purina caused focus on offerees – now not used.

· Reg D – big break in that you are only concerned with actual buyers, not offerees.

Rule 504 Exemption for Limited Offerings and Sales of Securities Not Exceeding $1,000,000 (w/n 12 months)

· provides exemption from registration under Sec 3(b) of 33 Act

· can only be used by non-reporting issuer

(a) Exemption: Offers and sales of sec’s that satisfy the conditions in par (b) of this Rule 504 shall be exempt from Sec 5 registration under Sec 3(b) exemption, if the issuer is not
(1) subject to the reporting req’nts of Sec 13 or 15(d) of 34 Act – any non-reporting issuer, but not

(2) an investment co

(3) a development stage co that has no specific business plan or its business plan is to engage in a merger or acquisition w/unidentified co – blank check offering

· Manner of sale: no limitations if state registration applies – added so that state blue sky laws could regulate really small offerings.  Plus, sec’s are not restricted if state registration applies – buyer can turn around and sell it – completely public kind of offering.  Slain: it’s a great reform.  SEC regulatory system is on paper.  Small offerings – very high risk of fraud – not the kind of fraud that federal regulation is likely to catch (for example, to check of corp sells oil, not water – nat’l gov’nt can’t do it).

· Now Sec 18 of 33 Act outlaws state regulation if sec’s are “covered sec’s”:

· No state regulation shall directly apply to a covered sec’ty; directly or indirectly prohibit, limit, or impose any conditions upon the use of any offering doc’nt or proxy st’nt w/r/t covered sec’ty; directly or indirectly prohibit, limit, or impose conditions, based on the merits of such offering or issuer, upon the offer or sale of any such sec’ty.

Sec 18 (b) Covered securities:
(1) nationally traded sec’s

(2) investment Ks

(3) sales to qualified purchasers

· It eliminates capacity of state to license broker dealers w/r/t national sales.  Slain: this is wrong – has to be both federal and state policing of broker dealers (the more policing – the better)

Rule 505 Exemption for Limited Offers and Sales of Securities Not Exceeding $5,000,000 (w/n 12 months)

· provides exemption from registration under Sec 3(b) of 33 Act for any issuer subject to “bad boy” exception
(a) Offers and sales of sec’s that satisfy conditions in par (b) by an issuer that is not an investment co shall be exempt from Sec 5 registration under Sec 3(b) exemption

· If you (or your underwriter) have been marketed lousy – you can’t use Regulation A.  Same in Rule 505 (Rule 505(b)(1) To qualify for exemption under this Rule 505, offers and sales must satisfy the terms and conditions of Rules 501 and 502)

· $5million amount limitation of 3(b) (up to $5million)

· 35 purchasers other than unlimited accredited investors

· 502(b) info disclosure req’nts apply only if you’re selling to non-accredited investors; if you sell only to accredited investors – no disclosure req’nts

· No limitation on number of offerees (who didn’t buy)

· These are restricted sec’s in the hands of the buyer – subject to 502(d) Limitations on Resale

Rule 506 Exemption for Limited Offers and Sales Without Regard to Dollar Amount of Offering

· relates to transactions that are deemed to be exempt from registration under Sec 4(2) of 33 Act

· 506 offering is a covered security w/n the meaning of Sec 18

506(b)(2)(ii) Nature of purchasers.  Each purchaser who is not an accredited investor either alone or w/his purchaser representative(s) has such knowledge and experience in financial and business matters that he is capable of evaluating the merits and risks of the prospective investment, or the issuer reasonably believes immediately prior to making any sale that such purchaser comes w/n this description – sophistication req’nt

But not personal sophistication is required – Rule 501 purchaser representative

Now, purchaser representative can be paid by issuer, if there’s adequate disclosure

	Rule 505
	Rule 506

	“bad boy” exception

but not sophistication req’nt
	no “bad boy” exception

but there is sophistication req’nt, if other than accredited 


· No policy here that differentiates bet the two rules.  505 was adopted pursuant to SEC’s grant of authority in Sec 3(b) ($5million limitation).  Historically, this exemption had a “bad boy” exception – part of Sec 3(b) jurisprudence.  So, SEC simply carried “bad boy” exception into Rule 505

· Rule 506 – Ralston Purina case: this is part of Sec 4(2) written by decision in Ralston Purina
Rule 507 Disqualifying Provision Relating to Exemptions Under Rules 504, 505 and 506

· If you don’t file Form D under Rule 503 – bad things will happen.  No exemption under Rules 504, 505 of 506 shall be available for an issuer if he’s been subject to any order enjoining him for failure to comply w/Rule 503.

Rule 508 Insignificant Deviations From a Term, Condition or Requirement of Regulation D

· I & I defense: creates a “inadvertent & immaterial defense”: buyer cannot rely on defective compliance of Regulation D unless he was prejudiced by the defective compliance

· If issuer failed to comply w/Reg D, purchaser bought the sec, wants to rescind – says exemption under Rules 504, 505 or 506 is not applicable – sec should have been registered.  Rule 508 says: if error was inadvertent & immaterial, purchaser can’t rescind if no showing that purchaser is himself prejudiced by the defective compliance

(1) failure to comply did not pertain to a re’nt directly inteded to protect the particular individual who relied on Sec 5 exemption

(2) failure to comply was insignificant w/r/t offering as a whole (see 508(b)(2) list)

(3) issuer made good faith and reas attempt to comply w/all of Reg D’s req’nts

· But SEC may still sue for failure to comply w/Reg D under Sec 20

Rule 701 Exemption for Offers and Sales of Securities Pursuant to Certain Compensatory Benefit Plans and Contracts Relating to Compensation

(4) Only available to non-reporting issuers.  Affiliates of the issuer may not use this section to offer or sell sec’s.  This section also does not cover resales of sec’s by any person.  This section provides an exemption only for the transactions in which the sec’s are offered or sold by the issuer, not the sec’s themselves.

(5) The purpose of this section is to provide an exemption from the registration req’nts of the Act for sec’s issued in compensatory cir’ces
(aggreagate offering price of securities: up to $5 million during 12 months)

· Form S-A: special form that issuer uses to register e’ee offers

· Rule 701 covers 2 almost impossible sit’ns: (1) high-tech start-up co’s and (2) “guest ownership” in close corps (usu co’s sell stock to e’ees at book value; there’s a K that e’ee leaves the emloy, he’s obligated to sell stock back to corp and corp is obligated to buy stock back at book value – that’s guest ownership: co doesn’t contemplate e’ees to be permanent s/hs)

· Non-reporting issuer can also use Rule 504

	
	Rule 701
	Rule 504

	(1) Restricted/non-restricted
	sec’s purchased are restricted
	sec’s are not restricted if state registration req’nts apply

	(2) Integration of offerings problem
	Sales are not integrated with other offerings
	if co sells sec’s to e’ees under 504 – limited $ amount under Rules 504 and 505


*Rule 144 Persons Deemed Not to Be Engaged in a Distribution and Therefore Not Underwriters

· Purpose: provides a safe harbor to persons holding restricted sec’s of an issuer (people who bought sec’s in 4(2) trans’ns) and to affiliates of an issuer who seek to resell either restricted or unrestricted sec’s (addresses the problem of the “locked in” s/h).

· Provides a safe harbor under 4(1) exemption for all s/hs who are selling their restricted sec’s and for affiliates who are selling their unrestricted sec’s w/o registration, and a safe harbor for brokers under 4(4) exemption who execute such transactions.  If s/hs or brokers make a sale  in compliance w/Rule 144, they will not be deemed to be underwriters or involved in a distribution.
144(a) Definitions

(1) affiliate of the issuer is a person that directly, or indirectly through one or more intermediaries, controls, or is controlled by, or is under common control with such issuer: affiliate of the issuer is controlling person

· “affiliate” – “controlled by the issuer” – contemplates a subsidiary or agent, who sells for the issuer’s account; it has never been applied to e’ee selling his own sec’s (even though you can argue that every e’ee is controlled by his e’er)

(2) person – for whose account securiteis are to be sold in reliance upon this rule – includes, in addition to such person:
(i) any relative or spouse of such person, or any relative of such spouse, any one of whom has the same home as such person

(ii) any trust or estate in which such person or any of the persons collectively own 10% or more of the total beneficial interest or of which any of such persons serve as trustee, executor or in any similar capacity

(iii) any corp or other organization (other than the issuer) in which such person(s) are the beneficial owners collectively of 10% or more of any class of equity sec’s or 10% or more of the equity interest

(3) restricted sec’s:
(i) Sec’s 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
(ii) Sec’s acquired from the issuer that are subject to the resale limitations of Rule 502(d) under Regulation D or Rule 701(c)

144(b) Conditions to Be Met – substantive exemptions

144(c) Current Public Information

· If the issuer is a reporting co (subject to Sec 13 or Sec 15(d) of 34 Act), it must be up to date w/its filings

· If the issuer is a non-reporting co, the info contemplated by Rule 15c2-11 must be publicly available

144(d) Holding Period for Restricted Sec’s – covers restricted sec’s only – 1 year must elapse between the later of the date of the acquisition of the sec’s from the issuer or from an affiliate of the issuer, and any resale of such sec’s in reliance on this section for the account of either the acquiror or any subsequent holder of those sec’s; has to be full purchase price or other consideration paid by the person acquiring sec’s from the issuer or affiliate of the issuer

144(e) Limitation on Amount of Sec’s Sold – in all 144 trans’ns, except 144(k) – there’s volume limitation

(e)(1) Sales by Affiliates

If RESTRICTED OR OTHER SEC’S are sold for the account of affiliate of the issuer, the amount of sec’s sold, together with all sales of the same class for the account of such person w/n the preceding 3 months, shall not exceed the greater of

1% of the shares or other units of the class outstanding as shown by the most recent report or st’nt published by the issuer, or


the average weekly reported volume of trading in such sec’s on all national securities exchanges and/or reported through the automated quotation system of a registered sec’s association (NASDAQ) during the 4 calendar weeks preceding the filing of notice required by 144(h), or, if no such notice is required the date of receipt of the order to execute the trans’n by the broker or the date of execution of the trans’n directly with a market maker, or…

(e)(2) Sales by Non-affiliates

The amount of RESTRICTED SECURITIES for the account of any person other than an affiliate of the issuer, together with all other sales of restricted securities of the same class for the account of such person w/n the preceding 3 months, shall not exceed


The greater of the number that would be calculated as above


BUT this rule does not apply if Rule 144(k) is satisfied

144(f) Manner of Sale

For all sales under this rule, the sale can only be done through either:

1. 4(4) brokers’ transaction or

2. transaction directly with a market maker (i.e. OTC broker-dealer)

So, seller cannot:

1. solicit orders to buy

2. make any payment in connection with offer or sale of sec’sto any person other than the broker who executes the order to sell the securities (broker’s commision)

144(g) Brokers’ Transactions

· Broker can only

1. execute a sell order as agent

2. receive no more than the usual and customary commision

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

· Brokers are required to make a reasonable inquiry to determine if seller is engaged in a distribution.  So, they must ask about

a. Length of time seller has held securities

b. Nature of transaction in which securities were acquired by such person

c. Amount of securities of the same class sold during the past 3 months by all persons whose sales are required to be taken into consideration under (e)

d. Whether such person intends to sell additional sec’s of the same class through any other means

e. Whether such perosn has solicited to buy orders in conn w/proposed sale of sec’s

f. Whether such person has made any payment to any other person in conn w/proposed sale of sec’s

g. Number of shares or other units of class outstanding, or the relevant trading volume

144(h) Notice of proposed sale

· You must file Form 144 w/SEC if you sell, during any 3-month period, more than 500 shares or other units w/aggregatre price of more than $10,000

· BUT this notice requirement does not apply if Rule 144(k) is satisfied

144(i) Bona Fide Intention to Sell – you can only fill Form 144 if you intend to sell right now – w/n reas time after filing the notice (analogous to Sec 6(a) – register if sell right now) (can’t file notice of offering “for the shelf”)

144(j) Non-exclusive rule – Suppose I don’t comply w/Rule 144, can I argue other exemption? – yes.  Rule is not exclusive – you can argue that for some other reason trans’n is exempt

.

144(k) Termination of Certain Restrictions on Sales of Restricted Sec’s by Persons Other Than Affiliates -safety valve


The req’nts of paragraphs



(c) current public info,



(e) limitation on amount of sec’s sold,



(f) manner of sale, and 



(h) notice of proposed sale


shall not apply to restricted sec’s
sold for the account of a person who is not an affiliate of the issuer at the time of the sale and has not been an affiliate during the preceding 3 months,

provided a period of at least 2 years has elapsed since the later of the date the sec’s were acquired from the issuer or from an affiliate of the issuer
· So, non-affiliates can sell all the non-restricted securities they want, even if they have held restricted securities for less than 2 years

· Sec 28 of 33 Act – grant of authority to SEC to amend the statute – essentially to rewrite the statute.  Note Sec 19(a) of 33 Act: even if grant of exemption is ultimately determined to be invalid, until then it’s reliable.

Problems Under Rule 144

Basic is a NY corp, whose common stock (the only class outstanding) is listed and traded on the American Stock Exchange.  Of the 1,500,000 shares outstanding, 700,000 are held by persons who purchased them in a public offering in 1992 or in the after market.  The remaining shares are held by persons whose shares were sold by the issuer in Sec 4(2) transactions either when the co was organized in 1975 or later.  The common stock is registered under Sec 12 of 34 Act, and Basic is current on all filings required under Sec 13 of 34 Act.  In the prior 4 weeks the reported trading volume of Basic’s common stock on the American Stock Exchange was: fourth prior week, 22,000; third prior week – 0-; second prior week, 36,000; first prior week, 10,000.

· Volume limitation: the greater of 1% of sec’s issued outstanding, or average trading volume during 4-week period

· 1% of what? - of 1,500,000 – all shares outstanding, or of 700,000 publicly traded (float)? – 1% of the total number of shares of the class outstanding – 1,500,000
· Here: 1% of 1,500,000 is 15,000

the average trading volume is 22,000 + 0 + 36,000 + 10,000 = 17,000

“the greater of”: 17,000 > 15,000, so we take 17,000 as volume limitation
1. Fred Founder, chairman of the board and the largest s/h of Basic (250,000) wishes to sell 25,000 shares purchased from the issuer in 1975
· Fred – affiliate
· Under 144(a)(3), these are restricted sec’s – acquired from the issuer in a transaction not involving a public offering

· Current info condition – we’re OK, bec it’s a reporting co not in default

· Holding period req’nt under 144(d)(1) - 1 year from acquisition of sec’s from issuer – ok here (he purchased from issuer in 1975)

· Volume limitation: 144(e)(1) applies, bec he is an affiliate

3-months prior limitation – ok –he didn’t sell

He can sell 17,000 of 25,000 now

He can sell the other 8,000 3 months later (you can use it in successive 3-month periods)

2. Same facts as problem 1, except that Founder bought 6,000 additional shares from Basic in a Sec 4(2) transaction 8 months ago
· Required holding period is not satisfied – has to be 1 year – so he can’t sell 6,000, but he can sell 17,000 of shares that he bought in 1975

3. Same facts as problem 1, except that Basic is in default in filing both Form 10K and Form 10Q.  However, the information contemplated by Rule 15c2-11(a)(6) is publicly available
· He can’t sell.  Bec Basic is a reporting co, it has to have all the required filings under 34 Act

· Rule 15c2-11 Publication or Submission of Quotations Without Current Information

Obligations of market maker when co is not a reporting co: market maker can’t market unless it has certain info about the co (but only non-reporting co)

Reporting issuer has to be current on his Sec 13 filings

4. Irving Investor bought 25,000 shares from Basic in a Sec 4(2) transaction in 1996.  Investor has no relationship to Basic except as holder of these shares which he wishes to sell.
· He can sell them all.  Under 144(k), these are restricted sec’s, he is not an affiliate.  Here, 3.5 years passed – satisfies 2-year req’nt.  Under 144(k), volume limitation of 144(e) doesn’t apply.

5. Same facts, except that Basic is in default on required filings under sec 13 of 34 Act.
· Yes, he can sell.  Under 144(k), 144(c) Current Public Info req’nt doesn’t apply to this man.  If you’re non-affiliate, held sec’s for 2 years – you’re now in Sec 4(1) – can do anything you want with these sec’s.

6. Paul Prexy, who is president of Basic and its chief operating officer, bought 60,000 shares in a market transaction when he became an executive in May, 1999.  He also bought 10,000 shares from Basic in a Sec 4(2) transaction in June, 1999.  He wishes to sell 30,000 of the May, 1999 shares.
· He is an affiliate (control over corp) – he wouldn’t be able to prove that he is not an affiliate

· Yes, he can sell May, 1999 shares: these are not restricted sec’s, bec he bought them in a market transaction
· Volume limitation of 144(e)(1) applies to “restricted or other sec’s” – both restricted and unrestricted, so he can only sell $17,000.

· He is not precluded from selling $17,000, even if June, 1999 sec’s are restricted.

· This is Wolfson problem

· If he wasn’t an affiliate, who owns unrestricted sec’s – he could sell all 60,000 – there is no fungibility doctrine.

7. Assume Prexy, president and chief operating officer, had owned on December 31, 1999, 50,000 shares: 25,000 acquired in 1996 from the issuer in a 4(2) transaction and 25,000 acquired in a market transaction in May, 1999.  On January 5, 2000, Prexy and Mrs. Prexy were divorced, and half of each bloc was transferred to Mrs. Prexy as part of the divorce settlement.  Mrs. Prexy wishes to sell all of her shares.
· Prexy is an affiliate

· 1996 shares - restricted
May 1999 shares – unrestricted
She has the aggregate of 25,000 shares:

· 12,500 which her husband got from the issuer in a 4(2) transaction in 1996 – restricted in her hands
· 12,500 which her husband got in a market transaction in May 1999 – restricted in her hands
· 1996 shares are restricted, bec acquired in a 4(2) trans’n; but shares acquired in a market trans’n are not restricted in affiliate’s own hands; but if he transfers them in a non-public offering, they become restricted in transferee’s hands.

· 144(a)(3) “restricted securities”: Sec’s become restricted in her hands, bec Prexy is an affiliate, she acquired sec’s from an affiliate in a transaction not involving any public offering
· This is all assuming they live in non-community property state – in a common law state (stock initially is his property)

· This is analogous to Wolfson case: person who takes shares from an affiliate is an underwriter.

· Characterization.  There are 2 ways to characterize this transaction:

1. these shares are a gift
2. she purchased these shares

1. If it’s a gift, then she is a donee
· Then, under 144(d)(3)(v), she can tack holding periods: her husband’s holding period + her own holding period:
144(d)(3)(v) Gifts of Securities


Securities acquired from an affiliate of the issuer, by gift shall be deemed to have been acquired by the donee when they were acquired by the donor.

As to 1996 shares, she meets 144(d) holding period req’nt (more than 1 year here)

As to May 1999 shares – 1 year holding period req’nt – she will meet in May 2000

· If she is a donee, then gross up provision of 144(e)(3)(iii) applies:
144(e)(3)(iii) The amount of sec’s sold for the account of a donee thereof during any period of 3 months within 1 year after the donation, and the amount of sec’s sold during the same 3-month period for the account of the donor, shall not exceed, in the aggregate, the amount specified in paragraph (e)(1) or (2) of this section, whichever is applicable.


donor and donee are required to gross up 1% volume limitation in any 3-month period for 1 year after the date of the gift

2. She is a purchaser (she paid for these shares by surrendering her rights)

· All these shares are restricted (either way).  144(d)(1) applies – 1 year holding period

· When does holding period begin – on January 5, 2000 – she can’t tack
· But there is no gross up provision bet buyer and seller
· SEC issued NAL, which said that: ex-wife can tack holding periods and ex-wife doesn’t have to gross up: logical discontinuity – she gets the better of both worlds

· You characterize it by nature of trans’n in which she acquired a security

8. Charles Capitalist bought 40,000 shares from Basic in a 4(2) trans’n in 1996, and purchased 15,000 shares in a market trans’n in November, 1999.  Capitalist has no relation to Basic except as owner of these shares.  On January 10,2000, Capitalist made the following gifts:
(a) 15,000 shares from the November 1999 bloc to his son, who does live in his home;

(b) 15,000 shares from the 1996 bloc to his older daughter who does not live in his home; and

(c) 7,500 shares from each bloc to his younger daughter who has resided in his home at all relevant times

The son and both daughters wish to sell

· Charles is not an affiliate

(a) November 1999 shares are not restricted sec’s (bec he acquired them in a market trans’n).  His son can sell all shares – not under 144, but under Sec 4(1) – he can do anything we wants with them.

(b) 1996 sec’s are restricted.  Charles is not an affiliate, so 144(k) applies – 2 year holding period has elapsed – so, she can sell.  It doesn’t matter that she does not live in his home.

(c) November 1999 shares – market transaction – shares are not restricted – can sell

1996 shares – 144(k) applies – can sell (see above)

So, she can sell shares from each bloc.  It doesn’t matter that she has resided in his home at all relevant times.

9. In early 1997 Basic became involved in product liability litigation to which the market responded by a sharp decline in the price of Basic’s common.  To support the market Founder bought 50,000 shares in a market trans’n in April, 1997.  In May 1998, Founder sold these shares at a significant discount to Bob Buyer, a business acquaintance.  Buyer financed the purchase by borrowing the entire purchase price from his sister, to whom he pledged the shares on a non-recourse basis.  In January 2000 Buyer paid his sister and recovered the shares.  He now wishes to sell.
· April 1997 shares are not restricted in Founder’s hands.  But Founder is an affiliate (chairman of the board, largest s/h of Basic).  So, May 1998 shares are restricted in Bob’s hands (bec he bought from Founder/affiliate).

· Classic Sec 4(1½) trans’n.

· Full recourse: note (IOU) creates legal obligation to pay – note with full recourse

Non-recourse note: when collateral of some kind has been pledged (like house mortgage), and obligation is only enforceable against the collateral.  If Bob doesn’t pay his sister, sister can take collateral and sell it, but she can’t do anything else.  Here, non-recourse note.

· Does non-recourse financing interrupt Bob’s holding period? – No

144(d)(2) Promissory Notes, Other Obligations or Installment Ks


Giving the seller from whom the sec’s were purchased a promissory note or other obligation to pay the purchase price... shall not be deemed full payment of the purchase price unless the promissory note, obligation or K…

· Here, Bob didn’t give note to Founder/seller, but he gave non-recourse note to his sister – someone is at risk other than the seller.  So, it doesn’t interrupt his holding period.

· Can he sell?  He is not affiliate; these are restricted shares, he acquired them in May 1998.  Under 144(k), 2 year holding period.  He can sell 17,000 now and the rest in May 2000 (he is selling $17,000 now under (d) 1 year holding period – then (e) volume limitation applies; in May 2000 – he can sell under 144(k) – then no volume limitation)

10. Same facts as problem 9, except that Buyer’s note to his sister was a demand note providing for full recourse.  Buyer’s sister demanded payment in January, 2000, and Buyer failed to pay.  Buyer’s sister wishes to sell the sec’s.
· Under 144(d)(3)(iv), bec it’s a full recourse note, her holding period can be tacked to Buyer’s holding period
· If non-recourse, pledgee (one with whom pledge is deposited) holding period starts when the pledge starts
144(d)(3)(iv) Pledged Securities


Sec’s which are bona fide pledged by an affiliate of the issuer when sold by the pledgee, or by a purchaser, after a default in the obligation secured by the pledge, shall be deemed to have been acquired when they were acquired by the pledgor, except that if the sec’s were pledged w/o recourse, they shall be deemed to have been acquired by the pledgee at the time of the pledge or by the purchaser at the time of purchase.

· So under 144(k), she can sell 17,000 now, and the rest in May 2000.

11. Mike Manager is a sales executive of Basic, who bought 5,000 shares in a market trans’n when he was hired in 1997.  He also purchased 5,000 shares from Basic in a 4(2) trans’n in November, 1999.  He now wishes to sell all his shares.
· He is not an affiliate.  1997 shares – non-restricted sec’s.  So, he can sell them under 4(1).

· 1999 shares – restricted sec’s.  Does it keep him from selling his 1997 shares? – No – there is no fungibility doctrine.

· So, 1999 shares are restricted sec’s, he is not an affiliate.  Under 144(d)(1), 1 year holding period for restricted sec’s.  He has to wait a year and then sell his 5,000 shares under 144(e)(2) – his volume of sec’s is ok ($5,000 < $17,000) (for 144(k), has to be 2 years – he doesn’t need that, bec he can sell a year earlier under 144(d)(1)).

12. Same facts, except that Manager has just been fired and needs money.
· He can sell 1997 shares.  W/r/t 1999 shares, he has to wait a year for 144(e)(2) and 2 years for 144(k).

· Can he use change of cir’ces doctrine?

· SEC’s view: w/adoption of Rule 144, it disapproves of whole concept of change of cir’ces doctrine – this doctrine is not applicable to any trans’n

13. Jones bought 10,000 shares from Basic in a 4(2) trans’n in August, 1993.  In September, 1993, he sold 10,000 shares short.  Jones did not cover the short sale until November, 1999.  He now wishes to sell the 10,000 shares.
· Short sale occurs where a person sells borrowed stock and repays the lender with substantially identical property either held on the date of the short sale or purchased after the sale (expecting to be able to buy the stocks later at a lower price).  I think that stock of X corp will go down, I borrow stock from the broker, I sell stock today at $10, I will later buy it back for 50 cents, I make profit less the amount that broker charges me for doing the deal.  I make the assumption that stock will go down, I will come in later to buy it at cheaper price.

· Nothing in Rule 144 that says short sale has any significance from the point of view of holding period.  Can short sale interrupt holding period? – No.
· Idea of holding period: I’m not underwriter – I held these sec’s at my own risk for some time, I bought them w/investment intent, I’m an investor

· I buy sec and simultaneously sell it short.  Am I at economic risk?  I have to buy stock back.  Worst possible case – price goes up.  When 144 was originally drafted, short sale interrupted holding period.

· Now under Rule 144, my holding period is not interrupted by short sale.  Theory: if I sell short, I got my money out of the deal.

14. In late 1999, Founder in immediate need of money found an investment advisor who sold 100,000 of Founder’s Basic shares to a total of 40 persons whom the advisor found by cold calling.  Pauline Purchaser, one of the persons located by the investment advisor, bought 200 shares.  She now wishes to sell.
· These are illegal trans’ns.  Investment advisor (broker) is an underwriter – this trans’n violates Sec 5 of 33 Act.  So, Founder is also in violation of Sec 5: under Wolfson, if agent violated, then issuer violated.
· Can Pauline sell? – Yes, under Sec 4(1): she’s not issuer, not underwriter, not dealer.  She bought them in a public offering (even though illegal).

· If she bought them in a private offering – they would be restricted sec’s, but she bought them in a public offering.

15. Prexy (President and CEO) bought 20,000 shares in a market transaction in August, 1999.  He now wishes to sell.
· These are unrestricted sec’s – so no holding period req’nt.  He is an affiliate – so (e)(1) volume limitation applies for sales of both restricted and unrestricted sec’s; volume limitation is satisfied – under (e)(1), he can sell $17,000 today.

· Legal problem: under Sec 16(b) of 34 Act, if he makes profit, this profit is recapturable – bec he acquired sec’s w/n the last 6 months.
· 2 factors of change: (1) globalization of sec’s markets; (2) no good way to integrate electronic offerings – this has to change

· Rules came from the Wheat Report.

· Old Rule 146 turned into Reg D

· Rule 147: Sec 3(a)(11) intrastate offerings rule

· Rule 148 went into bankruptcy code

General rules:

· In caluculating amount of shares outstanding for 144(e) purposes, you count both the public float and sharesheld by affiliates

· Fungability doctrine doesn’t apply to Rule 144 sales

· Affiliate’s non-restricted sec’s become restricted when

· they are transferred to the hands of donee, pledgee, trust, or estate

· they are otherwise acquired from affiliate through smth other than market transaction (e.g. marital settlement; private placement through 4(1) exemption)

· Vice presidents and other e’ees are generally not affiliates.  The only persons who are generally affiliates are

· Controlling s/hs

· Subsidiaries

· Directors

· Presidents

· There is no “change of cir’ce” doctrine under Rule 144; so if you lose your job, get sick, etc – you are not relieved from Rule 144 compliance; but you may be able to sell through 4(1).

· Where broker violates 144(g) by soliciting buy orders, cusomer who purchases security does not hold restricted sec, bec he got it through public offering (albeit illegal).  So,

· Customer can sell security under 4(1)

· Customer can rescind under 12(1)

· A person purchasing from customer cannot rescind under 12(1), bec 12(1) requires privity, and it is not the original customer’s act that was wrongful.

Rule 145 Reclassifications of Securities, Mergers, Consolidations

and Acquisitions of Assets

· Unless an exemption from registration is available, Rule 145 requires that securities issued in connection with mergers, consolidations, and certain other recapitalizations must be registered under 33 Act.  The rule also addresses issuer communications in the pre-filing period and applicable restrictions on resales by persons other than the issuer (Form S-4)

· Solution to a circular problem.  There was a point when it was a serious problem: lot’s of co’s were becoming public for the 1st time, but not registered on Exchange.  Sec 12(g) was enacted only in 1964, so these co’s were not subject to Sec 12 and Sec 14 (proxy rules).

· What were req’nts for providing info to s/hs: those imposed by state law – notice of mtg, some states – summary of info w/appraisal rights.  So, state law was nothing.

· Say, A corp merges into B corp.  Stock of A will be converted into stock of B.  Is it possible to argue that stock of B isn’t being offered to s/hs of A? – no, stock of B is being offered to s/hs of A.

· There was a no-sale rule – 3 classes of cases

1. reclassification of sec’s by charter am’nt

2. statutory mergers and consolidations

3. c-type reorganizations: transfer of co’s all assets in exchange of stock of another co, which is then distributed to selling co’s s/hs – “practical merger”

If these 3 classes – then there was no “sale” under 33 Act.  But SEC took the opposite position w/r/t 10b-5: this is a sale w/n 10b-5

· A corp – B corp –merger.  Both trade OTC sec’s; both hold s/h mtg; each co sends to its s/hs notice of mtg.  Suppose, mgmt has enough shares to get the trans’n approved – no motivation to provide info to s/hs – info won’t be provided.  S/h of A becomes s/h of B – he knows nothing about B corp.  Thus, public demand to correct that sit’n by the time of the Wheat Report.  In 1966, Wheat Report.

· But in 1964 Congress enacted Sec 12(g), which applies to OTC market + some req’nts as to assets and number of s/hs – so, such co’s became subject to proxy rules.

· Proxy st’nt required same info as you would get from registration st’nt (description of transaction, audited financial st’nt, etc)

· Is there crying need for 33 Act registration? – Info is being provided by proxy st’nt of B corp to A s/hs

· Wheat Report proposed Rule 145: sec’s of surviving co have to be registered unless other exemption (in reclassification cases – often exemption)

· Say, A and B both reporting co’s; want to merge; have to provide proxy solicitation.  Mgmt has enough stock – does it have to provide info if it doesn’t solicit proxies? – yes, under Sec 14(c), it has to provide same info as in proxy st’nt
· 33 Act registration requires prospectus covering sec’s of B offered to s/hs of A + proxy st’nt of both A and B – essentially duplicate disclosure req’nts

· Rule145 considers reclassifications, mergers or consolidations, and transfers of assets as 2(3) sales of securities, so now:

· Sec’s issued as a result of these transactions must be registered

· S/hs entitled to vote on the transaction must be presented with a prospectus of new securities to be issued prior to the vote taking place

· Disclosures requried under proxy ruled and prospectus are virtually identical, so SEC came up with Form S-4, which essentially serves as both.

Form S-4

· Wrap-Around registration st’nt – joint proxy st’nt/registration st/nt: A and B normally publish a joint proxy st’nt addressed to s/hs of each corp, that is also registration st’nt, which consists of proxy st’nt & cover sheet that says it’s also registration st’nt; and reg st’nt has a cover sheet that says it’s also a proxy st’nt

· Downside: very bad writing

· Rule 145(b) Communications Not Deemed to be a “Prospectus” or “Offer to Sell” – amends all provisions relating to offers prior to registration.  In this transaction you have to solicit proxies – reconciles requirements of proxy rules with Sec 5 of 33 Act

· Rule 145(c) Persons and Parties Deemed to Be Underwriters.  Say, in a merger, disappearing corp and its affiliates are underwriters of sec’s of surviving corp, which are being issued.  W/r/t affiliates of surviving corp – how can they sell their sec’s?
· they can register for immediate sale, but they may not want to sell immediately

· they can register for sale form time to time, but then sec’s will remain registered; prospectus ages – when sec’s are sold, they would have to provide current prospectus, so they’ll have to create “ever-green prospectus”, which would cost a fortune

· piggyback rights: give them rights to piggyback any further registration by the co (when co registers stock – affiliates too)

· Rule 145(d) Resale Provisions for Persons and Parties Deemed Underwriters – leak out provision – “underwriter” is not affiliate of the issuer and has not been for 3 months.  But if 145(d) doesn’t work, these people are stuck, bec Rule 144 doesn’t apply: these are not restricted sec’s, this is a public offering

· Slain: SEC will rescind this feature w/r/t affiliates – characterizing them as underwriters

Section 4(1½) exemption

· A hybrid exemption from registration, not enumerated in 33 Act, but w/n its intent.  It seeks to feel the gap in the statutory exemptive scheme concerning sales of sec’s by affiliates, and sales of restricted sec’s by nonaffiliates, who desire to sell such sec’s in a routine private transaction.  Certain established criteria of 4(1) and 4(2) exemptions must be met for party to successfully invoke this exemption.

· Some say, there is a 4(zero) exemption: a good deal – if it’s a good deal, nobody cares if you violated anything

· 4(1½) – since early 1950s or before that

· Under Sec 4(2), issuer can sell a block of sec’s to any number of institutional investors – it’s a private offering exempt under 4(2).  What if institutional investor decides to sell these sec’s to another institutional investor? – yes 4(1½) exemption.  Person who buys these sec’s gets restricted sec’s.

· It is not 4(1) exemption, bec inst’l investor in this case sounds like underwriter, and it is not 4(2) exemption, bec 4(2) applies only to non-public offerings by issuers, whereas here it is non-public offering by non-issuer.  So, 4(1½) exemption

· How does 4(1½) buyer get out of investment?

· He can have another 4(1½) trans’n by making another private sale.  Sec’s remain restricted in the hands of successive 4(1½) buyer
· He can get the issuer of sec’s to register them for him, usu K right to compel issuer to do that

· Rule 144 – he is non-affiliate, he holds restricted sec’s

· Problem: Issuer sells to Inst Inv 1, who 6 months later sells to Inst Inv 2, who 5 months later sells to Inst Inv 3 – these are restricted sec’s.  Rule 144 holding period req’nt w/r/t restricted sec’s – 1 year.  Measured from when?

Rule 144(d)(1) – measured from when sec’s were acquired from the issuer (when issuer sold sec’s)

Successive 4(1½) buyers can tack their holding periods

So, Inst Inv 3 only has to wait 1 month to sell sec’s

· If Issuer – Inst Inv 2 – Inst Inv 3 – Inst Inv 4: no holding period req’nt w/r/t Inst Inv 4

· If s/hs of disappearing corp vote in favor of merger, their stock is converted into surviving corp’s stock.  SEC said: these s/hs don’t have investment decision to make.  But not true:

they have to make a decision to vote for or against merger

appraisal decision

decision to hold sec’s or sell them

These are all investment decisions

Rule 144A Private Resales of Securities to Institutions

· Provides a nonexclusive safe harbor exemption from 33 Act’s registration req’nts for resales to eligible institutions (QIBs) of certain restricted sec’s

· Antifraud provisions of the Acts still apply

3 cases

1. We have a foreign issuer who wants to sell a large bloc of sec’s in US in a private placement, probably w/inst’l investor – doesn’t have to register.  Inst’l investors are willing to buy

2. High-tech start-up: co finds inst’l investors who are willing to provide start-up money for the co

3. US issuer (maybe a reporting co – it doesn’t matter) wants to make a private debt offering w/inst’l investor

· In all 3 cases, price that issuer will get, will be discounted bec of the problem of illiquidity
· In the 1st case, inst’l investors can sell sec’s in a 4(1½) trans’n, if they find a person to whom the issuer could have sold under 4(2).  But it’s not the same as selling just through broker + large bloc of sec’s.  Person buying from is getting a restricted sec – same illiquidity problem – so he is willing to pay less for sec

· Rule 144A creates trading market in restricted sec’s in the hands of QIBs (Qualified Institutional Buyers); brings into existence QIB market

Rule 144A(a) defines QIBs


Any of the following entities, action for its own account or the accounts of other QIBs, that in the aggregate owns and invests on a discretionary basis at least $100 million in securities of issuers that are not affiliated with the entity

· Insurance co

· Investment co

· Small business investment co

· Plan maintained by state on behalf of its e’ees

· E’ee benefit plan

· Trust fund

· Investment advisor

· Dealer w/investing $10 million

· Dealer on behalf of QIB, etc.

· Sec’s bought in 4(2) trans’n can be resold in 4(1½) trans’n.  144A creates a trading market w/n 4(1½)
· no holding period

· no restrictions on the manner of sale

· only req’nt: buyer also has to be a QIB
· only limitation on sec’s: at the inception of QIB trading in this sec, this sec can’t be one that is traded on Exchange or NASDAQ
· It permits inst’l buyer to have a liquid sec, bec there is now a trading market in these sec’s

· sharply reduced illiquidity discount in the original sale

· huge issue

· How do we get out of QIB trading?  Say, foreign issuer sells large block of stock to inst’l investors in US; inst’l investors initiate QIB trading.  Then public market in US comes into existence in the same sec.  How can you sell into that public market?  Are you locked in QIB market?  What is the “exit transaction”?

I’m a QIB.  I’m not an affiliate; I hold restricted sec’s – I can get out under Rule 144

Exit trans’ns into trading market under Rule 144 – assuming that public trading market has come into existence (example: high-tech offering to inst’l investors in OTC market, and then public offering of same sec’s)

· Issuer sells to QIB 1 – QIB 2 – QIB 3.  Holding period is 1 year.  When does it start to run? – when sec’s were acquired from the issuer under 144(d): tacking of successive QIB buyers
· 144A(d)(4) – if sec’s of issuer not subject to Sec 13 or 15(d) of 34 Act, nor exempt from reporting, the holder and prospective purchaser have the right to obtain reasonably current info about the co.  Foreign issuers find this very objectionable + people don’t make the demand.

· Consensus (outside offices of SEC) that 144A had enormous success.  Aircraft Carrier Release proposes to abolish 144A – not a practical program.  This market is too big, too important, produces no problems, no litigation, no dispute of any kind – what’s not to like.

· Problem for Rule 144(e) and (k)

144(d)(1) A minimum of 1 year must elapse bet the later of the date of the acquisition of the sec’s from the issuer or from an affiliate of the issuer, and any resale of such sec’s in reliance on this section for the account of either the acquiror or any subsequent holder of those sec’s

Say, Issuer – QIB 1 – QIB 2; QIB 2 is affiliate of the issuer.  This breaks holding period: starts holding period running again.
These are freely traded sec’s, so you don’t know in whose hands they have been when you got them – problem: QIB 3 doesn’t know who is selling.  Slain doesn’t know what to do w/this (but maybe there can’t be that many inst’l investors who are affiliates of issuer)

· 144A – these are 4(1½) trans’ns.  You can do them w/o the Rule, but in the absence of the rule dealers will start making market

Regulation S

Rules governing offers and sales made outside the US w/o registration

under the Securities Act of 1933

· SEC would regard offer and sale of sec’s by US issuers outside US as being outside the reach of 33 Act

bec of the balance of payments +

if you sell sec’s abroad, all these c’s have their own sec’s laws

· Concern: if these sec’s were sold abroad in contemplation of selling them back to US to avoid registration

· Lock up provision: when you sold sec’s, for some time buyer of sec’s didn’t get certificates, just letter from holder of global certificate saying that you have interest in what we own; then global certificate was broken down, and buyer got their own certificates

· As initially adopted, Reg S was a disaster: sec’s sold abroad could be resold in US w/n 40 days w/o registering – opportunities for sec’s fraud

· Early 1990s, then 1996 – amended

· Offshore transaction – buyer and transaction must be abroad

· 3 categories of sec’s

(1) foreign issuers w/o substantial US market interest for their sec’s (Rule 903(b)(1))

(2) foreign or US issuers that are reporting co’s under 34 Act and foreign issuers of debt sec’s (Rule 903(b)(2))

(3) all other issuers (Rule 903(b)(3))

3rd category most important – US issuers


Sec’s sold outside US by US issuer are restricted sec’s, so you can only sell them under Rule 144

Slain: it hasn’t solved all the problems w/Reg S.

ASSIGNEMENT NO. 5 – 1933 ACT REGISTRATION PROCESS

· Co wants to go public – should weigh advantages and disadvantages

Advantages

· Public trading markets in US – great way to raise capital:

1. you increase your net worth, so

2. you increase your ability to borrow

· Co gets better known – easier to get customers

· Co’s that manufacture things, have inventories (leaving aside high-tech co’s: one of the biggest problems is finding good people – good management for closely held co’s.

Reason: it’s not your family; Galler v. Galler – classic horror story of family corp – you don’t want to work for these people.  Plus, people prefer to work for themselves, not for closely held co.

It changes totally when co is publicly held.  You have a lot of mobility if you work for publicly held co – easier to move on – easier to hire people

· Entrepreneurs’ own sense of accomplishment

· Liquidity: entrepreneurs desire to get “unlocked”

Disadvantages

· Cost: G & A (general and administrative) costs go up

· Real discontinuity bet accounting of public co’s and closely held co’s.  When closely held co’s – don’t keep their books in acc w/GAAP, but w/tax accounting standards.  When public co’s – books have to be maintained in acc w/GAAP – so, accounting costs will go up significantly + will have to have annual audits

· What can be left unclear about the deal in closely held co, has to be clear in public co.  In closely held co’s, business deal is not spelled out – contemplate that they will work it out.  When public co – you are reporting – auditors have to be able to report complete significance of Ks

· Significance of lawyers rises

· Cost of administration of public co is much higher

· Problem of disclosures: once co is public, your sales, cost, salaries to senior mgmt, conflicts of interest transactions become known to your s/hs and also to your competitors

· Registration statement


1.Cover page


2. Prospectus



95% of registration statement



Audited financial st’nts – most important part


3. Info not reqluired in the prospectus


4. Signature page

· Only an issuer can registere sec’s (Sec 6(a)); unless foreign issuer – then underwriter can register sec’s.

Sec 5(a)
cannot sell until registration st’nt is effective


Unless a registration st’nt is in effect as to a security, it shall by unlawful for any person, directly or indirectly, through j’nal means, to sell such security through the use of any prospectus or otherwise

Sec 5(c) 
cannot make offer to sell or offer to buy until registration st’nt has been filed

It shall be unlawful for any person by using means of interstate commerce or of the mails to offer to sell or offer to buy through the use or medium of any prospectus or otherwise any security, unless a registration st’nt has been filed as to such security

· We have decided to go public

· Next step: find an underwriter (don’t buy stock of co that’s going public w/o underwriter – if stock is not underwritten then co could not get an underwriter, then it’s not a good deal)

· Sec 5(c) speaks to period before filing registration st’nt.  Problem: how do we find an underwriter?

· If we use telephone – even an intrastate call is a means of interstate commerce
· Sec 2(3) – broad definition of “sale”, but 

the term “sale” and the term “offer to buy” as used in Sec 5(c) shall not include preliminary negotiations or agreements bet an issuer and any underwriter or among underwriters who are or are to be in privity of K with an issuer
So, Sec 5(c) does not include offer by issuer to underwriter
· Can we sign underwriter agreement at this point? – yes, it’s deemed to be preliminary negotiation or agreement

· Can the lead underwriter go to some other underwriters? – yes (“or among underwriters”)

· Can an ordinary person, who overheard talks about co going public, make an offer to buy by telephone? – yes, he can, under Sec 4(1) (if not by telephone, no j’nal means, he can, but even if by telephone – he can)

· So, underwriter can offer to buy – 5(c) doesn’t apply; ordinary person can offer to buy under 4(1) exemption.  Who is forbidden to do smth? – dealer.  Dealers are forbidden to make offer to buy under 5(c).
· Idea of 5(c) – to inhibit the early formation of selling groups.  Dealers are retailers, who don’t really know anything about the product.  If dealer, before he has seen any doc’nt about this co, makes an offer to buy – it will be hard for dealer to back out of the deal after he has seen doc’nts w/o compromising his relations w/underwriters – moral pressure to stay in.  So, they have to see prospectus w/financial st’nts before they make such commitment

· After we file registration st’nt

· Sec 5(a), we cannot sell until registration st’nt is effective.

· Sec 8(a) The effective date of registration st’nt is 20 days after the filing of registration st’nt.  SEC has power of acceleration.  SEC doesn’t have to do anything – registration st’nt is effective automatically w/passage of time
· How do we keep defective registration st’nt from being effective? – file amendment.  Under Sec 8(a), filing of amendment starts 20-day period running again.

· Rule 473 Delaying amendments – automatically delaying am’nt which keeps it from becoming effective until you ask for it

An amendment filed with registration st’nt which has not become effective shall be deemed, for the purpose of Sec 8(a), to be filed on such date as may be necessary to delay the effective date of such registration…

· If it’s IPO (initial public offering), document will get full review.  The end product is a letter of comment (“deficiency”) – what SEC is interested in: typically further disclosures, maybe add’l accounting info

· You should provide to staff what it wants.  SEC has no authority to demand this info – but go along

· Then file substantive am’nt, wait for letter that says “no comment”
· In the meantime, it’s waiting period
· Sec 5(b)(1)

It shall be unlawful for any person, directly or indirectly, to make use of j’nal means to carry or transmit any prospectus relating to any security w/r/t which a registration st’nt has been filed, unless such prospectus meets the requirements of Sec 10
· Registration st’nt has been filed.  Can underwriter call dealers and offer sec’s to dealers? – no, unless underwriters also send prospectus that meets requirements of Sec 10

· During waiting period, you can make all offers (say “I sell”), but not unconditional offers (dealer says “I buy”) – you cannot sell sec
· Can you make offer to people? – yes

· Can dealers call people to offer sec’s? – yes (marketing process goes on)

· Sec 10(a) describes final prospectus

· Sec 10(b) preliminary prospectus can be filed (it’s not final doc’nt for purposes of Sec 11)

In addition to prospectus permitted or required in 10(a), SEC shall permit the use of a prospectus for the purposes of Sec 5(b)(1) which omits in part or summarizes info in the prospectus specified in 10(a)

· 10(b) was adopted to legitimate the “red herring” practice

1. it is undesired that people be committed to buying sec until complete, full, final prospectus

2. but get as much info as possible in the hands of prospective buyers before they make this decision

Even though this doc’nt is read like an offer, it is not an offer: it’s a selling doc’nt during waiting period

In 1954, this practice was legitimated by staff am’nt – Sec 10(b) – preliminary prospectus

· Rule 430 Prospectus for use prior to effective date – this doc’nt can be used as a selling doc’nt during waiting period

· Case: releasing info before effective registration st’nt is pre-conditioning the market – constitutes offer

· Problem: co is about to have offering to finance build-up of inventories for new product line; it’s a couple of months away from filing.  Co learns that competitor is about to enter the market.  Can they begin massive advertising campaign of new product – no, will be perceived by SEC as “gun jumping” (conditioning the market).  As a remedy, SEC will put the whole offering on hold for 6-9 months.  There are no good solutions for this problem.

Waiting period

· Sec 5(b)(1) controls what you can do during the waiting period.  Sec 5(c) is now out of case, bec reg st’nt has been filed

· You don’t have final prospectus yet – final prospectus would have price info

· 5(b)(1) legitimates “red herring” practice: SEC is directed to adopt rules permitting the use of preliminary prospectus during the waiting period – Rule 430.

· Preliminary prospectus is a selling doc’nt, which you are required to use.  Eventually, you’ll want acceleration of effective date of registration – issuer and underwriter would want to have control.

· Rule 460(a) Distribution of Preliminary Prospectus

Rule 460(b)(1)

No acceleration unless you have efficiently used preliminary prospectus

· Rule 15c2-8 of 34 Act Delivery of prospectus

· Applies also to underwriters and dealers: have to honor requests for preliminary prospectus.  Managing underwriter has to provide other underwriters and dealers w/enough copies so that they can meet their respective obligations
· If issuer is a non-reporting co, dealer has to deliver preliminary prospectus to every prospective buyer 48 hours before confirmation of sale
Diskin v. Lomasney

Illegal offer of sec’s – violation of 5(b)(1)
· D/underwriter; made 2 offers

Continental – in the waiting period

Ski Park – reg st’nt was effective

D sent letter to customer: here’s final prospectus of Ski Park, and if you buy 1,000 shares of Ski Park, we’ll save for you 5,000 shares of Continental, when Continental’s reg st’nt becomes effective.  In February, reg st’nt becomes effective; telephone conversation bet D and P; P says he wants it; D sends to P confirmation of sale.  Then D sent to P certificate representing sec along w/final prospectus for Continental.

· 14-15 months after the receipt of 1st letter, P sues to rescind under 12(a) of 33 Act: says transaction was a violation of Sec 5(b)(1).  P isn’t claiming that he was misled, prejudiced by the letter, or that letter had bad info.  He says: D offered me sec under conditions which violated Sec 5, so I have right to rescind – accurate state of the law

· 2d Cir: yes, violation of Sec 5.  2 violations here: either one triggers the right to rescind and cannot be cured.

1st violation

· During waiting period, D sends to P certificate w/final prospectus for Ski Park w/letter of transmittal.  Can he do that? – for Ski Park, yes

· Is this letter a prospectus w/n 2(10) definition of prospectus? - yes

The term “prospectus” means any prospectus, notice, circular, advertisement, letter or communication, written or by radio or television, which offers any sec for sale or confirms the sale of any sec
except that (a) a communication sent or given after the effective date of the registration st’nt 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 req’nts of 10(a) at the time of such communication was sent or given to the person to whom the communication was made

· Under 5(b)(1), it is unlawful to send a prospectus unless it meets req’nts of Sec 10.  This letter doesn’t meet these req’nts – not permissible

· D send letter of transmittal saying that this prospectus is an offer

· How to break out of the circle?

2(10) “free writing”: any communication which accompanies or follows delivery of prospectus is defined out of 5(b)(1)
· Say, I send you final prospectus of Ski Park and letter of transmittal + offer you 1,000 shares of Ski Park.  Reg st’nt is filed and even effective.  Does 5(b)(1) reach through post-effective period? – yes.  Letter – offer of sec.  Is letter a prospectus? – no, permissible by 2(10)’s exception (a).  Once you receive final prospectus, other communications are not deemed to be prospectus under 2(10) exception (a).  So, letter is not prospectus.

· How about offer w/r/t stock of Continental?  Continental is in waiting period.  Reg st’nt has been filed.  5(b)(1) applies.  Is the letter offering Continental shares a prospectus? – yes, w/n 2(10).  This prospectus doesn’t meet req’nts of 10(a) or (b), so violation of 5(b)(1).

2nd violation

· After effectiveness of Continental, telephone conversation; customer says I want sec’s; broker sends confirmation of sale – violation of 5(b)(1).

2(1) prospectus includes confirmation of sale.  To send confirmation of sale w/o final prospectus is violation 5(b)(1).

· After these 2 violations, D sent final prospectus w/certificate, as required by 5(b)(2).  W/n 1 year from that, beyond 1 year after 1st violation, P sues for rescission

1. You have legal sale under 5(a): sec’s were registered before sold; sec’s were delivered w/final prospectus as required by 5(b)(2).  But it doesn’t take the curse of illegal offer – nothing you can do about it.  Once this violation occurs – no way to cure it
2. Statute of limitations.  Under Sec 13, st of limitations for actions under Sec 11 and Sec 12(a)(1) is 1 year.  When does st of lim start to run? – court: at the time of sale (not time of violation)

· Today, you can send preliminary prospectus and oral offer

· So, reg st’nt has been filed; preliminary prospectus – can’t use it as a selling doc’nt yet: wait till we get SEC’s deficiency letter and see how much work we have to do

· SEC may require significant revision of preliminary prospectus and that we recirculate the one we already sent

· When we have preliminary prospectus (w/o price) – use it as a selling doc’nt

· Then agr’nt among underwriters will be signed, that includes power off attorney authorizing lead underwriter to execute underwriting agr’nts on behalf each underwriter bet underwriters and issuer

· Then have a “roadshow”: mgmt of co going out of town and meeting underwirters – this is how underwriters fulfill their due diligence obligation; it’s mostly inst’nal investors
· Until recently, nothing was ever handed out there, except for preliminary prospectus.

· Practice was to exclude presence of lawyers from roadshows

· Now, moving toward electronic roadshows; now thought desirable to make electronic roadshows not only to inst’nal investors, but to the general public.  Slain: bad idea.  Advantage of roadshow was that inst’l investors asked mgmt’s j’nt about things not permitted in prospectus.  In the hands of the general public, it’s dangerous stuff

1. either will be less info to professionals

2. or info provided to professionals will be provided to general market buyers

· Then we are waiting for letter saying “we have material comments”

· Lead underwriter and issuer get together and set final price of sec, final terms of underwriter arrangement/commission

· In order for SEC to grant acceleration request, NASD has to approve issuer’s underwriting arrangement.  NASD has rules of fair practice: one relates to underwriting compensation (commission; maybe underwriter can get cheap stock from issuer; is issuer paying underwriter’s expenses)

· If sec is registered on Form S-3, you don’t need that (large, more mature inv co’s).  NASD is concerned that underwriter is overreaching the issuer.

· Price am’nt – final – is filed

· Request for acceleration is granted – you have effectiveness – underwriters start calling dealers and inst’l investors – dealers call customers and sell sec’s

· Problem: Ski Park problem – you can’t send confirmation w/o final prospectus.  We now have truly national sec’s market (not like 30 years ago) – how do you confirm the deal until final prospectus – you need price info

Rule 430A Prospectus in a Registration Statement at the Time of Effectiveness


How do you get info out to people who need to use it.  If you offer sec for cash, you can go effective w/o price info.  Price info can be added on the separate term sheet, which should be filed w/SEC w/n 2 days after you start using it


Prospectus subject to completion (w/o price info) + term sheet = final prospectus
Rule 15c6-1 Settlement Cycle


T + 3: you have to settle in 3 days


Problem of fails: chain effect if major inst’l buyer/investor fails.  This applies to public offering

So, during waiting period

· Dealer can make offer to buy

· 5(c) is inapplicable once reg st’nt is filed

· 2(10) definition of prospectus includes only offers to sell

· Dealer cn orally offer to sell a security, bec 2(10) definition of prospectus does not include oral offers

· But dealer cannot actually buy until registration st’nt is effective

· Before the effective date, the only things you can send regarding the security is

· Preliminary propspectus

· Identifying statement

So, reg st’nt is in effect

· Can we sell the sec’s – yes, under 5(a)

Can we deliver sec’s after sale – yes, under 5(a)(2)

We have to send prospectus w/sec’s under 5(b)(2)

· After delivery of final prospectus, you can send along any selling materials that you like, bec we have free writing – these materials are defined out of prospectus under 2(10) exception (a).  The only limitation – anti-fraud provisions

· Once registration is effective, preliminary prospectus may no longer be used.  The only prospectus that will satisfy 5(b)(2) is 10(a) final prospectus

· When broker sells you security in post-effective period:

· If he sends you a confirmation of sale before delivering the security, the confirmation must be accompanied by final prospectus (Diskin)

· Otherwise, he is required to send you a final prospectus either before or at the same time he delivers the security to you (5(b)(2))

· Broker is not exempted by 4(4) from this requirement because here he is acting as a dealer

· What if registration st’nt is accurate when it becomes effective, but later becomes inaccurate?

There is no cause of action under Sec 11 bec it only creates liability for statements that were untrue at the time registration st’nt becomes effective (11(a))

· A person who sells security using false registration st’nt would violate:

1. 12(2)

2. Rule 10b-5

3. 17(a)

SEC v. Manor Nursing
Inaccurate prospectus is not prospectus that meets req’nts of 10(a) – so, violation of 5(b)(2)

· This is SEC injunction proceeding

· Underwriter agreed to sell issuer’s sec’s as best efforts all-or-none offering: underwriter has to use best efforts + sec’s should be sold w/n specific period of time, and the money should be put in escrow, and if entire block of offered sec’s is not sold, should give the money back to investors

Rule 10b-9 Prohibited Representations in Connection With Certain Offerings

Rule 15c2-4 Transmission or Maintenance of Payments Received in Connection With Underwritings


require an escrow for customer’s money

Here, no escrow account is ever set up

Plus, prospectus says it’s all or none

· D couldn’t sell all sec’s – they warehoused them – sold sec’s under the deal that buyers could get money back – that all sec’s were sold when in fact they haven’t

· Violation of

17(a) of 33 Act

Rule 10b-5

Rule 10b-9

Rule 15c2-4

· But SEC doesn’t sue to enjoin Ds; SEC sues alleging violation of 5(b)(2)
· Ds did deliver final prospectus.  But SEC: inaccurate prospectus is not prospectus that meets req’nts of 10(a) – so, violation of 5(b)(2).  SEC again found D who’s anyway clearly liable, and wanted to expand some provision of the statute.

· 2d Cir: yes, it’s not a 10(a) prospectus.  Post-effective developments which materially alter the picture presented in the registration st’nt must be brought to the attention of public investors.  Antifraud provisions of 33 and 34 acts require that the prospectus reflect post-effective developments which make the prospectus misleading in any material respect.
· Problem: does it apply beyond SEC’s injunction proceeding?  If yes, would you ever sue under Sec 11? – no, bec you also had case under 5(b)(2) – you can always rescind.  Effect is to read Sec 11 and 12(a)(2) out of the Act

2 cases

1. Prospectus is wrong (material inaccuracy) before registration st’nt is effective: under Sec 11, if materially inaccurate info at effective date of registration – many people are liable.  SEC will insist that you correct it by filing post-effective amendment – Sec 8(a) – post-effective am’nt doesn’t become effective until SEC declares it effective; but SEC will make you wait a year or two before they declare that post-effective am’nt is effective.

You still have effective registration st’nt – can you go on selling?  In theory, you can correct it and go selling before post-effective am’nt is effective.  In reality, once you file post-effective am’nt, you’re dead until SEC declares it effective.

2. Prospectus is right when registration st’nt is effective, but it becomes wrong later: say, plants are burned down.  How to correct:

· If changes are small – stickering – you print a sticker and put it on cover on changed info.

· If changes are big – you have to rewrite whole prospectus – it doesn’t require filing of post-effective am’nt.  You can correct prospectus and then furnish corrected prospectus to SEC.  Rule 424, 427 contemplate that prospectus that you actually deliver to people is different from the one filed w/SEC; but you have to file it later.
· What is liability exposure if you deliver prospectus which was accurate at the time reg’n st’nt became effective, but which is now inaccurate

· Sec 11(a) applies to reg’n st’nts at the moment of effectiveness; if after that point reg st’nt become inaccurate, Sec 11 doesn’t apply – gap in the statue; issuer will keep info as it is

· There can be a stop order under Sec 8(b) to stop effectiveness of prospectus – BAD

· Sec 17(a)

(1) maybe applies, maybe we’re doing that

(2) our case exactly

· So, duty to correct prospectus is imposed by Sec 17(a)(2)
· Problem: Sec 17(a) does not give rise to private right of action.  It implicates Sec 12(a)(2), but it only implicates sale to immediate buyer – the dealer
· Rule 10b-5 covers this: yes, liability exposure for use of inaccurate prospectus
· But Sec 11 does not require scienter or fault of any kind; whereas Rule 10b-5 requires purposeful conduct

· Suppose, amended prospectus is inaccurate (but original prospectus was accurate).  You can use Sec 12(a)(2) as applied to dealer; as to other parties – apply Rule 10b-5.

In sum

Pre-filing period


Time period before reg st’nt has been filed w/SEC.  Subject to certain exceptions, offers to sell as well as offers to buy are prohibited; sales are prohibited; negotiations and agreements w/underwriters who are or will be in privity w/issuer are permitted; Rule 135 announcements are permitted; ertain broker-dealer published info is permitted pursuant to Rules 137-139.

Waiting period


Time period after reg st’nt has been filed w/SEC but before it becomes effective.  Oral offers and written offers by means of Sec 10 prospectus are permitted.  However, only in the post-effective period may securities be sold and offers to buy be accepted.  Certain broker-dealer published info is permitted.  Sec 2(10) tombstone ad and Rule 134 “identifying statement” may be used.


Use 10(b) preliminary prospectus under 5(b)(1): subst’ly same info as in final prospectus; legend in red ink – that reg st’nt has yet to become effective (red herring prospectus)

Tombstone ad: advertisement of an offering, not deemed to be a prospectus under 2(10), that may be published during waiting period (and post-effective period).  It provides basic info about the offering and identifies memebers of the underwriting syndicate..  Mention of price of sec’s is permitted.

Post-effective period


Sales can be made only by means of statutory 10(a) prospectus; free-writing is permitted if accompanied or preceded by 10(a) prospectus; certain broker-dealer info is permitted tombstone ad and identifying st’nt may be used; prospectus delivery req’nt for dealers generally applies; unsolicited brokers’ transactions w/o prospectus delivery req’nts are generally permitted if on exchange or OTC market.

Shelf registration

· Sec 6(a) last sentence

A registration statement shall be deemed effective only as to the sec’s specified therein as proposed to be offered

· You can only register sec’s in contemplation of immediate offering, not “for the shelf”

· But SEC recognized sit’ns where sec’s were registered “for the shelf”

1. We sold warrants – they have significant life, may be perpetual – it’s inherently an offer to buy underlying sec; but you don’t know when warrant will be exercised; so, you can register the underlying sec and have to maintain the “ever green prospectus”

2. E’ee options: e’ee will work for e’er for some years and then can exercise the option; underlying sec has to be registered, but in contemplation of sale down the line (not in contemplation of immediate sale)

3. Ira Haupt situation: controlling s/hs who want to sell their stock in a market trans’n from time to time; again – register “for the shelf” and maintain the “ever green prospectus”.  But Rule 144 eliminated the need for such transactions

· Rule 415 Delayed or Continuous Offering and Sale of Securities - deals w/shelf registration – broke some new ground

Categories (i) through (ix) – traditional

Category (x) – broke new ground


(a) Sec’s may be registered for an offering to be made on a continuous or delayed basis in the future, provided that (1) the registration st’nt pertains only to…

(x) Sec’s registered (or qualified to be registered) on Form S-3 or Form F-3 (equivalent to S-3 w/r/t foreign private issuers) which are to be offered and sold on a continuous or delayed basis by or on behalf of the registrant…


Has potential to wipe out traditional investment banking relationships – won’t survive.  But SEC did adopt Rule 415 w/long dissent: this shelf reg’n process should not be applied to equity sec’s, bec underwriters should do due diligence before sec’s are sold, and it will disappear, so Rule 415 should be made inapplicable to equity sec’s
· Rule 415(a)(2) sec’s have to be sold w/n 2 years
· Any issuer eligible to use Form S-3 can now register any type of security for the hself under Rule 415

· Dilution of the earnings, bec there will be more shares outstanding – lowering market prices of se’cs – problem of market overhang – co’s stopped using shelf reg’n for equity offerings

· Clear about Rule 415: any notion of underwriter due diligence is gone
· Say, issuer registered sec’s last November for the shelf on Form S-3, which requires prospectus as a term sheet; all other info is incorporated into reg st’nt by reference from prior filings.  Underwriters have never seen any of those.  This morning Treasurer says today we’ll sell $200 million worth of debentures; there will be bidding by underwriters from 9 to 2:30 – no chance of due diligence

· So, SEC adopted Rule 176 Circumstances Affecting the Determination of what Constitutes Reasonable Investigation and Reasonable Grounds for Belief Under Sec 11
Underwriter would never have responsibility

Does Rule 176 amend Sec 11 by wiping out underwriter’s due diligence obligation w/r/t S-3 shelf offerings?

· Cons’ces

(1) this was the end of relationship investment banking: investment banking became a commodity – whether issuer sold sec’s to underwriter only depends on the price

(2) transaction costs involved in these offerings were dramatically reduced

(3) Arg’nt: there’s great disproportion bet amount of professional time and energy spent on 33 act issues and time and energy spent on continuous disclosure system of 34 act (33>>34).  Why?  Once you’re past initial public offering, why do we care about additional offerings?  Arg’nt: we should stop registering sec’s and start registering co’s; focus on continuous disclosure system

· Say, we register sec’s in November, incorporate info by reference; 6 months later we have offering, produce prospectus – also lots of info by reference, but much of it is filed after effective date of reg st’nt underlying shelf offering.

Item 17 of Form S-3 refers to Item 512(b) of Reg S-K – solve that problem; under Item 512(b) Filings Incorporating Subsequent Exchange Act Documents by Reference – each filing of annual report that is incorporated by reference in the reg st’nt shall be deemed a new reg st’nt, and the offering shall be deemed to be the initial bona fide offering.

· Form S-3 + shelf reg’n wiped out due diligence.  But not a big problem.  Until recently, the only sec’s that these co’s offered were debt sec’s – not a big problem.

· Last few years – developed “universal shelf” – bonds, debentures, notes, preferred stock, common stock, warrants, etc.  Market stopped treating such stock as though it was currently issued.  You now get more offerings of common stock.

Blank Check and Penny Stock offerings

Penny stock

· Sec 7(b) deals w/stock which is not traded on the Exchange and NASDAQ.

· If stock is selling for more than $5 a share – it’s not penny stock

· Penny stock – low-priced stock issues often highly speculative (selling at less than $1 a share)

Blank check co’s

· Blank check – check which is signed by drawer but left blank as to payee and/or amount

· Rule 419 SEC can require that proceeds of sale be escrowed, that sec’s themselves be escrowed until co figures out what to do w/the money; then register a rescission offer to people who bought sec, to see if they still want it – whole blank check thing died

Regulation A

· Exemption under Sec 3(b) for small offerings, which you can perfect by registering – by filing Offering Circular
· Sec 11 is n/a, bec sec’s are not registered.  Disclosures are required.

· Difference bet Reg A and registration: you can register under Reg A w/o audited fin st’nt.

(but Form SB simplified reg process for small offerings – don’t need Reg A)

The dealer’s exemption

Sec 4(3) The provisions of Sec 5 shall not apply to transactions by a dealer (including an underwriter no longer acting as an underwriter with respect of the security involved in such transaction), except

(A) transactions taking place prior to the expiration of 40 days after the first date upon which the sec was bona fide offered (actually offered) to the public by the issuer or by or through an underwriter

· Contemplates illegal public offering (sec’s don’t have to be registered); dealer’s delivery of prospectus requirement ends 40 days after such illegal public offering started

· dealer doesn’t know that offering is illegal

· dealer doesn’t have the prospectus

· but dealer has obligation to deliver prospectus for 40 days

· Purpose: so that purchaser of such sec’s from the dealer can rescind under Sec 12(1) (doesn’t depend on dealer’s knowledge or fault) – gives buyer absolute right to rescind against any person who sold sec’s in violation of Sec 5 (sold unregistered sec’s)

· If you sell sec in violation of Sec 5 – no defenses (except st of lim).  If P knows that D/dealer violated – it doesn’t bar the action.
· Anyone who buys from a dealer during the 1st 40 days of an illegal offering can rescind under 12(1)


(B) transactions in a sec as to which a registration st’nt has been filed taking place prior to the expiration of 40 days after the effective date of such reg st’nt or prior to the expiration of 40 days after the first date upon which the sec was bona fide offered to the public by the issuer or by or through an underwriter after such effective date, whichever is later


W/r/t transactions referred to in clause (B), if sec’s of the issuer have not previously been sold pursuant to an earlier effective registration st’nt (non-reporting co) the applicable period, instead of 40 days, shall be 90 days
· So, if the issuer has not previously sold its sec’s pursuant to an earlier effective reg st’nt, a dealer must provide a statutory prospectus up to 90 days after the effectiveness of reg st’nt or after sec’s have been bona fide offered to the public, whichever is later.
· Rule 174

1. if reporting co – duty to deliver prospectus is eliminated: all dealers’ transactions are exempt except as to original (unsold) allotment

2. if IPO, and sec has been approved for listing on the Exchange or NASDAQ – Rule 174 reduces prospectus delivery period to 25 days
· Instructions to Form S-I (w/r/t IPO) require the issuer to make undertakings required by Item 502 of Regulation S-K: Item 502(b) – outside back cover page of prospectus should have date after which delivery of prospectus is no longer required


(C) transactions as to sec’s constituting in whole or a part of an unsold allotment to or subscription by such dealer as a participant in the distribution of such sec’s by the issuer or by or through an underwriter



To the extent that sec’s in the hands of a dealer are part of his allotment in sec’s that are unsold – no exemption: until sec’s are sold, dealer has to deliver a prospectus when he sells the sec

· So, if dealer is an underwriter (most common sit’n), he trades sec’s, then gets them back and resells them – no delivery obligation after 40 or 25 days

· What if the issuer stops the offering for a period of time and then starts it up again?  Then the dealer has no way of knowing if his hsares are part of initial 40 days of the offering or part of the post 40-day market.  In this case, dealer should give everyone the prospectus.

ASSIGNMENT NO. 6 – 1933 ACT REMEDIES

Sec 11(a)

Sec 17(a)(2)

Rule 10b-5

Rule 14a-9


liability depends upon materiality of info

1. Materiality

Basic v. Levinson

10(b) + Rule 10b-5
(S.Ct 1988)


Materiality depends upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the co activity




Presumption of Reliance allows for Class Certification:





Fraud-on-the-market theory





Silence is not actionable, when no duty to disclose
· Materiality in the context of preliminary merger negotiations
· Basic was involved w/merger discussions w/Combustion Engineering for 3 years, yet made 3 public st’nts denying that it was engaged in merger negotiations.

· Ps/class – former Basic s/hs who sold their stock after Basic’s 1st public st’nt and before the final announcement/the suspension of trading (the day before public announcement of its approval of Combustion’s tender offer).

· P’s have standing, bec they are sellers.

· Dist ct certified the class, but dismissed suit – negotiations are not material until main negotiation/agr’nt was reached – until there was a deal

· 6 Cir reversed on that issue: any st’nt you make that is untrue is by definition material + certified class on fraud-on-the-market theory: reliance need not be shown independently by Ps, bec presumption of reliance – info was public – affected market price (semi-strong form of efficient market hypothesis)

MATERIALITY

· S.Ct adopts standard of materiality set forth in TSC Industries v. Northway for 10(b) and Rule 10b-5 cases: there must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the total mix of info made available
S.Ct adopts 2d Cir test of materiality in SEC v. Texas Gulf Sulphur:

Materiality depends upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the co activity

· depends on the facts – fact-specific inquiry

· no bright line – it’s a j’nt call

· probability that the activity will occur – indicia of interest at the highest corp levels: board resolutions, instructions to investment bankers, actual negotiations 

· magnitude of trans’n to the issuer of securities allegedly manipulated – size of 2 corp entities and potential premiums over market value (but merger is obviously of great magnitude to the co)

· Ds argue for 3 Cir test: preliminary merger discussions do not become material until agreement-in-principle as to the price and structure of the transaction has been reached bet the would-be merger partners – S.Ct rejects

3 rationales (S.Ct rejects each one)

1. noise – concern that investor not be overwhelmed w/trivial info + risk that prelim merger discussions may collapse; S.Ct – this arg’nt assumes simplemindedness of investors – not justified

2. this test will preserve confidentiality of negotiations; serious business requires privacy; S.Ct – true, but so what (S.Ct – should be addressed to Congress)

3. provides bright line for when disclosure must be made (S.Ct – nice, but not what Congress provided for)

Slain: 2nd and 3rd rationales make sense

· S.Ct also rejects 6 Cir test that info is always material if what you say about it is untrue; S.Ct – you have to make preliminary inquiry whether info is material in R.10b-5 claim – P must show that st’nts were misleading as to material fact, not enough that st’nt is false or incomplete, if misrep’d fact is otherwise insignificant

S.Ct: it doesn’t matter that info is untrue, if it’s not material (has to be material first)


But when does it become material? – no guidance here

· *Rule 10b-5 does not impose positive obligation to disclose info.  You just can’t mislead people and you can’t give info that is so incomplete as to be misleading

· Footnote 17: To be actionable, a st’nt must also be misleading.  Silence, absent a duty to disclose, is not misleading under Rule 10b-5.  “No comment” st’nts are the functional equivalent of silence.  Thus, Rule 10b-5 does not impose an obligation to speak.  The only time when it imposes duty to speak is when you said smth, and your st’nt is not completely true, or when you intended your st’nt to make people rely on it, then cir’ces changed – you have duty to correct your st’nt.  So you can just say “no comment”.

· So, they mean to keep negotiations secret, but some info leaks out.  Say “no comment”.

· But if in the past you have denied the existence of any negotiations, and then said “no comment” – you just told people that it’s true

· So, have broad policy of “no comment”

· But: purpose of statute is to increase flow of info to investors, and here we inhibit that flow of info.
· Always a problem of “putting co in play” by telling people you’re negotiating an acquisition.  Are you acquiring or being acquired: if the only possibility is that you’re being acquired – risk arbitrageurs come into play, and so co comes in play (tender offers)
· Larger q’n: whether all transactions by corp are permissible only to the extent that they maximize the immediate return to s/hs (some people argue that)
· So, if you want privacy – and you do want privacy – you have to have blanket rule of “no comment”

Presumption of RELIANCE allows for Class Certification

· Reliance – element of Rule 10b-5 case

· Suppose ct adopts D’s position – that Ps in a class action have to prove ind’l reliance – to many ind’l issues, Ps wouldn’t sue.  Modern securities markets are not face-to-face transactions (unlike common-law fraud cases).  Presumptions are useful + allocate burden of proof: difficult to have direct proof, fairness, public policy, probability + common sense, judicial economy

· S.Ct adopts fraud-on-the-market theory:

In the market, the price of the co’s stock is determined by the available material info re: co and its business; misleading st’nts defraud purchasers of stock, even if they do not directly rely on the misst’nts.

Thus, reliance of ind’l Ps on the integrity of the market price may be presumed.  Most publicly available info is reflected in market price – impersonal efficient market.

· D may rebut presumption as to ind’l Ps (if D can show that misrep’n did not affect the market price, or that ind’l P did not rely on integrity of the market price).  Slain – impossible to do.

· Slain: J. White’s dissent – better case

Court decided to take on semi-strong form of efficient market hypothesis; you don’t have to prove what is universally known and incontrovertible, but is this hypothesis universally known and incontrovertible? – No.  Can you justify presumption of reliance w/o fraud-on-the-market theory?  Securities law is replete w/derivative reliance: I buy security not bec the price is right, but bec that’s how I was advised by broker or other securities analyst; they are getting info from publicly disclosed info, they rely on it, so I rely on this info – so, my reliance is derivative and unprovable.  It’s a far easier arg’nt to make than that efficient market hypothesis operates in some way to produce reliance.


Why is reliance an element of R.10b-5 case?  R.10b-5 itself imposes no disclosure obligations; they come from somewhere else.  In a non-disclosure case, reliance will be assumed.  Court continues to insist that reliance is an element of R.10b-5 case, bec reliance is an element in common law of deceit.

· Is there a quantified standard for materiality?  If so, is that the ultimate standard for materiality?

Accounting Series Release No. 99

· A quantitative standard of materiality is expressly disapproved

· In BarChris, there was a huge margin of error - 14%.  Judge MacLean held that this was not a material error.  Slain – no, material.

· 5% rule of thumb: anything larger than 5% is material – that’s accounting rule of thumb, but that’s not SEC’s view (and not FASB’s view)

· SEC: info is material, however small the amount, if there is substantial likelihood that info would have been viewed by the reas investor as having significantly altered the total mix of info made available.

· Sec 13(b)(2) of 34 Act – books and records

Creates a federal standard for reporting co’s as to their books and records: books and records should be in good enough shape

1. to permit mgmt to police accountability of co’s assets

2. to permit accounting in acc w/GAAP

· So, even if not material misstatement, it may violate Sec 13(b)(2): you may have to report things even if they are not material

· Managing/”massaging” earnings

Co thinks: let’s hide earnings, bec if we report all earnings, people will expect still better next year.  They understate closing inventory by, say, 3% (below 5%) – it overstates the cost of goods sold – net income will go down, and next year they’ll report correct amount

· In US, managing earnings is regarded as true misbehavior

Franchard
SEC: standard of materiality is not quantitative, but qualitative.

(SEC 1964)
Anything about mgmt integrity is material – reportable.
· Co was registering sec’s under 33 Act, and prospectus contained misleading info – didn’t disclose some info

2-part proceeding

1. SEC issued stop order on registration st’nt, but co registered sec’s in 1960, whereas stop order in 1963 – no effect of stop order after prospectus delivery dates have gone by.  The only cons’ce: you’re marked lousy in a public way

2. SEC required post-effective amendment, but sec’s long since sold.  Post-effective am’nt becomes effective when SEC declares it effective

· Info not disclosed in a prospectus:

1. Glickman (leading s/h) borrowed $2.3 million from this co to another co

2. All of his stock was pledged as collateral for loans

· There were no disclosure req’nts concerning these precise points.  Defense had to have been – this info is not material.

· D: $2.3 million – 1% of assets – not material

· SEC: still material – management integrity is always material

· What about pledged stock: if he doesn’t pay the loan, the creditor executes the pledge and sells sec’s to himself – creditor becomes controlling s/h – important for investors to know: you should disclose the possibility that Glickman may not be there

· Here, really mgmt has arranged loans to itself: investors ought to know how mgmt is dealing w/co’s assets, however small amount.  Such transactions are required to be reported

· Objections to disclosure: $ amount doesn’t rise to the level of materiality

· SEC: standard of materiality is not quantitative, but qualitative.  Anything about mgmt integrity is material – reportable.

· 2nd issue – post-effective am’nt: Staff of SEC wanted it to be public confession that Board of Directors did a poor job policing the co – reportable event.  SEC (Chairman) – no.
· Staff tried to establish a federal standard for managing co by directors.  SEC: no, it’s a matter of state law – duties of directors are state established (not federally established).  (Slain: but there is no state law on this subject either.)

US v. Matthews

There is no duty to report criminal conduct that you’re not charged 
(2d Cir 1986)

with

If there is no specific rule requiring disclosure – you don’t have to disclose
· Suspicion that officers were going to bribe a tax official

· Matthews involved outside counsel, and they did some investigation, found no bribe.  Prepared report to Board of Directors.  They decided that they should not report this questionable payment to BoD + danger of disclosure of this info: extremely high risk of defamation – accusing public official of being bribed w/o any evidence.  So, Matthews doesn’t report this

· Other people at Southland are indicted for income tax violation: they misdescribed payment as deductible, where it wasn’t bec it’s a bribe.  Trial one: all Ds except for 1 guy are not liable.  This guy is reindicted, and Matthews is indicted w/him.

· Gov’nt claims sec’s laws violation: claim that Matthews’ election to BoD was accomplished by means of a proxy st’nt which failed to disclose that he was engaged in a conspiracy to bribe tax officials.  He is acquitted on 1st charge and convicted on 2nd charge – logical discontinuity.

· 2d Cir: no, he is not liable on 2nd charge – he did not have to disclose that he was engaged in a conspiracy.  Furthermore, held: there is no specific rule requiring disclosure – so, there is no duty to report criminal conduct that you’re not charged with
At least so long as uncharged criminal conduct is not required to be disclosed by any rule lawfully promulgated by the SEC, nondisclosure of such conduct cannot be the basis of a criminal prosecution.

· Franchard says: anything that implicates integrity of mgmt is material and should be disclosed.  So here, should be disclosure, bec conspiracy should be material

· Say, new proxy st’nt or reg st’nt; CEO of this co has just been diagnosed w/incurable cancer.  Reg S-K says nothing about disclosing health of these people; but arg’nt – investor would like to know that?
· Item 401 of Reg S-K says director has to disclose criminal conviction w/n last 5 years.  Say, 10 year ago he was convicted of embezzlement.  Can say: anything that shows character of these people is reportable

· People do not change: if he embezzled 10 years ago, he’ll do it now.

· Slain: Matthews – horror, shocking case

· Slain: have to be diff cons’ces bet civil and criminal proceedings.  Here – criminal.

2. Soft Information

· Policy of SEC in 33 Act ( + 34 Act proxy rules and continuous disclosure system) – to exclude from prospectus any info which was not historical; reported info should be only historical info + solely about this co.  Result would be: all info would be from history; no st’nts about the future (or other co’s).

· Issuers had no motivation to change SEC’s attitude w/r/t disclosure of estimated info.  Why? – bec of Sec 11 – nature of issuer’s liability – insurance liability – absolute liability as to any misleading st’nts.

· Then academic criticism: to introduce some level of flexibility into disclosure system

· Then lawsuits, esp. w/r/t proxy st’nts

· SEC Release of 1973: SEC announced that forward-looking and predictive info might be included in a prospectus w/n very narrow limits – but of course, none of issuers included such info bec of Sec 11 liability

· 1983 – concept of Management Discussion and Analysis: soft info is required to be disclosed
· Lots of disclosure doc’nts require MD&A section

Form S-1, Item 11(h)

Form 10-K, Item 7

Form 10-Q Part I, Item 2

(Annual report to security holders) Rule 14a-3(b)(5)(ii)

Regulation S-K, Item 303

Regulation S-K, Item 303

2 parts

(a) Full Fiscal Years

(b) Interim periods (short)

(a)(1) Liquidity


Identify any known trends or any known demands, commitments, events or uncertainties that will result in or that are reasonably likely to result in the registrant’s liquidity increasing or decreasing in any material way

· It’s not what has happened, but what you can see is going on now that is likely to have material effect on liquidity + identify areas of uncertainty

· Problem: self-fulfilling prophecy: if you publicly announce that you’re maybe going broke – you’ll go broke – it’s an absolute certainty.  If you tell people that you have severe liquidity problem – it’s unsolvable

1. nobody will give you money

2. creditors will try to collect from you

(a)(2) Capital Resources

(i) Describe the registrant’s material commitments for capital expenditures

(ii) Describe any known material trends, favorable or unfavorable, in the registrant’s capital resources

(a)(3) Results of Operations

(i) Describe any unusual or infrequent events or transactions or any significant econ changes that materially affected the amount of reported income from continuing operations

(ii) Describe any known trends or uncertainties that have had or that the registrant reasonably expects will have a material favorable or unfavorable impact on net sales or revenues or income from continuing operations

· Essentially predicting info

In re Caterpillar

MD&A section; MD&A standard of materiality;
(SEC 1992)

Test – when disclosure is required
· Caterpillar’f failure in its Form 10-K for 1989 and its Form 10-Q for the first quarter of 1990 to comply with Item 303 of Reg S-K – MD&A section.  MD&A rules required Caterpillar to disclose info about the 1989 earnings of Caterpillar Brazil, its wholly owned Brazilian subsidiary, and uncertainties about Brazilian sub’s 1990 earnings.  Held: yes, violation of Sec 13(a) and Rules 13a-1, 13a-13 of 34 Act.
· Brazilian sub was not a huge part of consolidated sale value of Caterpillar, but profit attributed to it was much greater – 23%

· There was not place in the doc’s where separate result from Brazilian sub was reported

· What Caterpillar was reporting was consistent w/GAAP: no req’nt to publish subsidiary info separately

· Internally, Caterpillar didn’t focus on this phenomenon of Brazilian sub – it was a function of Brazilian exchange rates (currency).

· Beg of 1990 – 1st time mgmt observed that tremendous amount of 89 profits is because of Brazilian/US currency conversion.  Feb’90 – 1st report to board of directors – this fact was told.  10-K was still a couple of weeks away.  MD&A in 10-K doesn’t refer to this.

· Events in Brazil – Brazilian business was dropping.  April’90 – 2nd report to board of directors – tells that Brazil is volatile, hard to predict.  At that point 10-K was filed, but 10-Q hasn’t been filed

· May’90 – they had the financial results of January trough May-beginning of June – 5 months: Brazilian operations go down bec of inflation and currency conversion – there will be loss rather than big income from last year, and loss won’t be offset by income from other Caterpillar places – overall income loss.  They issue press release announcing these facts.

· Their defense: we couldn’t say it earlier, until we had operating numbers for 5 months

· But it’s not a legal standard; the legal standard is that they have to disclose info even though they can’t quantify it
· MD&A section has its own distinctive standard of materiality, diff from other sections

Test – when disclosure is required:


Where a trend, demand, commitment, event or uncertainty is known, mgmt must make 2 assessments:

1. Is the known trend, demand, commitment, event or uncertainty likely to come to fruition?  If mgmt determines that it is not reasonably likely to occur, no disclosure is required
2. If mgmt cannot make that determination, it must evaluate objectively the consequences of the known trend, demand, commitment, event or uncertainty, on the assumption that it will come to fruition.

Disclosure is then required, unless mgmt determines that a material effect on the registrant’s financial condition or results of operations is not reasonably likely to occur.

· It’s a very low materiality standard
· Court: By the time of the Feb’90 board mtg – 2 weeks before Caterpillar’s Form 10-K for 1989 was filed – 

mgmt could not conclude that lower earnings from Brazilian sub were not reasonably likely to occur,

nor could mgmt conclude that a material effect on Caterpillar’s results of operations was not reasonably likely to occur due to Brazilian sub’s lower earnings
· Was MD&A section in Form 10-K certified by auditors: the auditor had reviewed the disclosure set forth in the MD&A for inconsistencies w/the fin st’nts.  Slain: you shouldn’t require of auditors more than that.

Wielgos v. Commonwealth Edison
Rule 175 - safe harbor for forward-looking st’nts
(7th Cir 1989)

· Investors brought action ag utility co (which operates nuclear reactors) for violation of Sec 11 of 33 Act.  Held: for D.

· Shelf registration was done for common stock offering.  Registration st’nt on Form S-3 incorporated by reference info from other filings.  Doc’nts incorporated by reference into reg st’nt filed on Form 10-K estimated the total costs of building reactors and the years these reactors would begin making power -–was filed months before.  Estimates incorporated into September’83 prospectus were calculated in Dec’82.  Sec’s were sold in Dec’83.

· There was a licensing application pending before nuclear regulatory agency – to license the 1st of nuclear plants.  Almost immediately after offering of sec’s in Dec’83, agency denied the application – smth that has never happened before (reversed later).  If that were agency’s final disposition – huge costs; no chance of recovering these costs; plus cost of tearing down the plant.  Market dropped about $6 a share – about 25%.

· Class action Ps sue under Sec 11 of 33 Act.  Issuer and underwriters violated Sec 11

1. by underestimating the completion costs of the reactors and

2. by failing to reveal that the application for 1st plant’s license was before the agency

· Ps didn’t read the doc’nts where this underestimation was.  It’s not important to this lawsuit.  All Ps have to prove is that info was wrong.  Ps don’t have to prove reliance – that Ps were mislead by this info.

· Dist ct dismissed on grounds of materiality

7th Cir

1st element of P’s case: underestimation of completion costs of the reactors

· Margin of error was 5% of 6.5 billion – about $300 million

· P’s say: under standard of liability of Sec 11, D is liable.  D incorporated by reference info about completion of reactors that was off by about $300 million.  Reas investor would want to know that there is $300 million increase in costs.

· Defense to that: Rule 175 – safe harbor

Rule 175  Liability for certain st’nts by issuers

(a) A st’nt w/n the coverage of paragraph (b) of this rule which is made by or on behalf of an issuer or by an outside reviewer retained by the issuer shall be deemed not to be a fraudulent st’nt, unless it is shown that such st’nt was made or reaffirmed w/o a reasonable basis or was disclosed other than in good faith
(b) This rule applies to the following st’nts:


(1) A forward-looking st’nt made in a document filed w/the Commission
(c) Forward-looking st’nt shall mean and shall be limited to
(1) A st’nt containing a projection of revenues, income (loss), earnings (loss) per share, capital expenditures, dividends, capital structure or other financial items

(2) A st’nt of mgmt’s plans and objectives for future operations

(3) A st’nt of future econ perf’ce contained in MD&A section

(4) Disclosed st’nts of the assumptions underlying (1), (2), (3) above

(d) Fraudulent st’nt shall mean a st’nt which is an untrue st’nt of a material fact, a st’nt false or misleading w/r/t any material fact, an omission to state a material fact necessary to make a st’nt not misleading, or which constitutes the employment of a manipulative, deceptive, or fraudulent device, contrivance, scheme, transaction, act, practice, course of business, or an artifice to defraud.

· P would say: I do not claim that this is a fraudulent st’nt.  Fraud is not an element of my Sec 11 case.  The only req’nt is material misinformation in reg st’nt at the time reg st’nt became effective.  If info is wrong, it doesn’t matter how it got to be wrong – issuer has absolute duty to provide the right info.  Rule 175 would be a complete defense to 10b-5 case (where fraud is an element), but I’m not suing under 10b-5.

· 7th Cir: *Rule 175 is a safe harbor for Sec 11 claim
Fraudulent st’nt in Rule 175(a) turns out to be shorthand for all of the bases of liability in the 33 Act and its implementing rules.

· P: these people disclosed in Spring’83 their 82 estimates, and they had more info before filing reg st’nt and even more before selling sec’s.  They didn’t disclose reas basis for estimates.

· Is this disclosure of an estimate fatally flawed by failure to disclose info underlying the estimate? – no.  It’s a permissible option to disclose such info, it’s not a req’nt.

· Problem w/disclosing this info: once you start, where do you stop.  The more detail you provide – you’re deemed to have impliedly negated other things.
· 10-K had cautionary language.  What weight does judge give that? – none; no importance; he says it’s boilerplate.  Slain: right – boilerplate cautionary disclosures are meaningless
· What about the fact that co knew it was off by $300 million.  Judge: knowledgeable/sophisticated readers knew that numbers were underestimated.

· P would say: so what, I didn’t know about this, and I should be protected, I should be able to recover.  Response: these assumptions about estimates were built in the price of the stock – the market price of stock reflected all info - the public buyers of sec’s are relying on market professionals; if market professionals are not mislead – public investors won’t be mislead.  Slain: that’s true.  Judge is relying on semi-strong form of efficient market hypothesis.

· Judge: what motivates an issuer to make disclosures of forward-looking info? – nothing: zero chance that you’ll be right – depending on the direction that you’re wrong, people (either buyers or sellers of sec’s) will always be mad.

· MD&A requires disclosure of forward-looking info.  Here, everything that’s needed to be disclosed was disclosed.

2nd element of P’s case: failure to disclose licensing proceeding is underway

· Judge: you don’t have to disclose smth that somebody else wants to know.  D revealed all that is required (only firm-specific info must be revealed).  Plus, the market had in its possession all significant info about D.

· 1995 Congress adopted Sec 27A of 33Act

Application of Safe Harbor for Forward-Looking Statements
· Sec 27A v. Rule 175

1. safe harbor in 27A is not limited to filings w/SEC – applies to oral or any kind of communication

2. standard of liability is diff from standard throughout 33 Act – 27A has scienter liability req’nt

In re Worlds of Wonder

the “bespeaks caution” doctrine
(9th Cir 1994)

· Predictive st’nt that co has enough liquid assets.  Court finds no liability w/r/t this st’nt under “bespeaks caution” doctrine

· This doctrine either undercuts pos’ty of reliance (but reliance is not part of P’s case under Sec 11), or undercuts materiality

· Slain: bothersome about this doctrine: doctrine elevates the kind of routine boilerplate (like in Wielgos) to position of great importance
· To date, no court has applied this doctrine other than to soft info – forward-looking info, usu in MD&A, hasn’t applied it to historical facts.  What if there’s a historical fact w/all disclaimers, and then it turns out to be wrong.  Slain: doctrine probably wouldn’t apply.

· Worlds of Wonder, a toy co, sold $80 million of junk bonds (9% convertible subordinated debentures) to the investing public.  Co defaulted on its very first interest payment and filed for bankruptcy, rendering sec’s worthless.  A class of disappointed investors filed securities-fraud action under Sec 11, naming as Ds co’s officers, directors, auditors, underwriters, and major s/hs.

· Events:

1985 – co formed; 1 toy was a success in 85 Christmas season; then 2nd product was a success in 1986 Christmas season

Then public offering of debentures on June 4, 1987 (to fund futher expansion)

July 1987 corp reported losses for 1st quarter of fiscal 1987, fire e’ees

Nov’87 reported losses again, announced price reductions on 2 toys

After 87 Christmas sales fell far below projections, co defaulted on 1st interest payment and filed for bankruptcy on Dec’87, rendering sec’s worthless

· Ps sue under Sec 11 – private right of action in favor of sec’s purchasers who rely upon a materially false or misleading prospectus.

· Dist ct: sum j’nt in favor of all Ds: (1) except for possible errors in the certifies 1987 fin st’nts, prospectus wasn’t false or misleading and (2) even assuming that 1987 fin st’nts were false or misleading, each D had established an affirmative defense to Sec 11 liability

· Dist ct applied the “bespeaks caution” doctrine: econ projections, estimates of future performance, and similar optimistic st’nts in a prospectus are not actionable when precise cautionary language elsewhere in the doc’nt adequately discloses the risks involved.  It doesn’t matter if the optimistic st’nts are later found to have been inaccurate or based on erroneous assumptions when made, provided that the risk disclosure was specific and adequately disclosed assumptions upon which the optimistic language was based.  In the context of sum j’nt motion: where prospectus contains adequate cautionary language disclosing specific risks, no reas inference can be drawn that st’nt re: those risks was misleading.
· Plus, info about co was known to the market at the time of the offering.

9th Cir: affirm in part and reverse in part – adopts dist ct’s formulation of the doctrine

· Doctrine merely represents the application of concepts of materiality and reliance.  Predictions are necessarily contingent.  Doctrine: when optimistic projections are coupled w/cautionary language.
· Here, dist ct applied the doctrine narrowly: applies only to precise cautionary language which directly addresses itself to future projections, estimates or forecasts in a prospectus.

· Doctrine helps to minimize the chance that P w/groundless claim will bring suit and conduct extensive discovery in the hopes of obtaining an increased settlement

· Ps claim the textual disclosures in debenture prospectus were false or misleading in 4 areas:

1. liquidity

2. internal controls

3. revenue recognition

4. sales performance

1. Liquidity

· that prospectus was false and misleading bec it stated that co expected to have sufficient cash to operate through March 31, 1988

· But prospectus made disclosures w/r/t liquidity

· Dist ct: prospectus clearly bespoke caution on serious risks WOW’s liquidity crisis posed to investors.  P’s are not entitled to an inference that they were mislead in the face of such disclosures.

· 9th Cir agrees.  Prospectus refers to WOW’s continuing cash shortfall and borrowing req’nts.

2. Internal controls

· that WOW’s internal controls at the time of the offering had crippling deficiencies and that no reas investor reading prospectus would have concluded that tehre were any existing problems w/controls

· Dist ct: prospectus included express disclaimer that there can be no assurances that WOW’s existing internal controls would continue to be adequate given the rapid pace at which co was growing – prospectus adequately bespoke caution

· 9th Cir agrees: (1) prospectus didn’t say that internal controls problems were in the past and not ongoing, it warned that it might prove to be inadequate and (2) Ps presented no evidence that internal controls at the time of the offering were materially deficient and (3) WOW probably would not have needed to disclose even serious internal-control deficiencies

3. Revenue recognition

· that prospectus failed to disclose that WOW engaged in various tactics to “pump up” revenue figures w/o completing actual sales – omitted WOW’s observance of price protection, stock balancing, and guaranteed sales

· (1) P’s introduced no evidence that at the time of the offering mgmt could have foreseen that it would have to reduce prices.  The speculative impact of future exchanges and price reductions was not material.  (2) Price protection is a common practice in the toy industry – WOW had no duty to disclose it

· Ps didn’t have to disclose the practice of guaranteed sales (right to return non-defective products).  Deloitte analyzed WOW’s sales practices – just bec some customers were allowed a refund does not mean that co had a practice of offering guaranteed sales to all its customers

· So, normal business practice – not material omission

4. Sales performance

· that prospectus misstated co’s performance in the 1st quarter of fiscal 1988 and hid the fact that at the time of the offering sales and demand for co’s products declined

· but Seasonality of Quarterly Results – sales of toys are highly seasonal – co expects sales to be lower in the 1st half of the calendar year

· Ps arg’nt contends that co should have predicted collapse in sales that occurred in late 1987, long after offering – that future prospects were not as bright as past perf’ce

· Dist ct right: not material facts

· Market characterized debentures as junk bonds (high risk)

· When co fails, it doesn’t automatically mean that violation of sec’s laws has occurred.  There are always risks involved

· Here, investors took a gamble, as do all investors

· It was obvious to any reas investor that if either of co’s 2 products were to lose favor w/consumers, co would be devastated

· Sum j’nt for Ds

3. 1933 Act standing

Barnes v. Osofsky

Sec 11 extends only to purchases of the newly registered 
(2d Cir 1967)


shares
· Who has standing to sue under Sec 11

· If this has been IPO, could this case have arisen? – no.  Here, co already had sec’s in the market.  Now – new offering.  Ps bought sec’s following new offering, but can’t trace their sec’s to this offering.  Does Sec 11 liability apply to them

· Initial public offering – the 1st public offering of securities that an issuer makes.  By so doing, the issuer goes public and becomes subject to 34 Act’s reporting obligations.

· Sec 11 – “any person acquiring such security”

particular units of this class now registered (2d Cir holds)


or sec’s of this class now registered or previously outstanding

· P: if prospectus is materially wrong, I’m affected in the same way whether I buy in IPO or sec’s previously outstanding – that’s true

· 2d Cir: narrow reading.

· Say, I saw prospectus, read it, and I was mislead, but I can’t trace sec – so, no Sec 11 claim.  Any other section under which to bring claim? – 10b-5

· Difference bet Sec 11 and 10b-5: in 10b-5, scienter is an element of P’s case

· Say, this is an IPO (no previously outstanding stock); underwriters sell sec’s to dealers – dealers sell to public: it’s trading in the secondary market.  I buy sec in the trading market.  Can I have a claim under Sec 11 - yes

1. you buy sec and trace it to offering

2. you do it w/n stat of lim

· 3 class actions by purchasers of sec’s ag Aileen, Inc (were consolidated): claim under Sec 11 of 33 Act that registration st’nt and prospectus contained material misstatements and omissions, primarily in failing to disclose danger signals of which the mgmt was aware prior to the date when registration st’nt took effect.

· Dist ct approved settlement – deposit of a fund of $775,000, 50% of which was contributed by corp and the remainder by the two selling s/hs in equal amounts.  The fund was distributed among persons who beneficially acquired any part of 200,000 shares, which was the subject of the public offering of Sept 10, 1963 bet Sept 10’63 and August 17’64.

· The sole objectors to settlement – appellants: objection to the provision limiting the benefits of the settlement to persons who could establish that they purchased sec’s issued under 1963 reg st’nt, which thus eliminated those who purchased after the issuance of the allegedly incomplete prospectus but could not so trace their purchases
· Appellants can’t trace the shares purchased on the market; equity

· Issue: whether dist ct was right in ruling that Sec 11 extends only to purchases of the newly registered shares
· Reading of “any person acquiring such security” in Sec 11

broad reading (acquiring a sec of the same nature as that issued pursuant to reg st’nt) – appellants claim for – wrong

narrow reading (acquiring a sec issued pursuant to reg st’nt) - right

· Sec 11 provides remedy only for particular shares registered

· Sec 12(2) and 17 – antifraud sections of 33 Act – require scienter – and are not limited to the newly registered sec’s; Sec 11 doesn’t require scienter

· 11(g) and 11(e) point in the direction of limiting Sec 11 to purchasers of registered shares

· An action under Sec 11 may be maintained only by one who comes w/n a narrow class of persons, i.e. those who purchase sec’s that are the direct subject of the prospectus and reg st’nt

4. Section 12(a)(1), (2)

12(1) Any person who offers or sells a security in violation of Sec 5

12(2) Any person who offers or sells a security (whether or not exempted by Sec 3), by the use of j’nal means, by means of a prospectus or oral communication, which includes an untrue st’nt of material fact or omits…, and who shall not sustain the burden of proof that he did not know, and in the exercise of reas care could not have known, of such untruth or omission,


shall be liable to the person purchasing such security from him, who may sue for rescission, or for damages if he no longer owns the security.

· Sec 12(2) does not apply to gov’nt and municipal sec’s exempt under 3(a)(2), but does apply to all other exempt securities and transactions

Pinter v. Dahl

12(1): statutory seller: buyer-seller PRIVITY + solicitation has to be 
(S.Ct 1988)

for value




in pari delicto defense

· Pinter sells fractional undivided shares in oil well.  Dahl invests his own money, and gets his friends to invest as well.

· Offering to Dahl’s friends/relatives is under Rule 146 – w/o reg’n st’nt

· Pinter’s defense: sec’s don’t have to be registered, bec under Sec 4(2) it’s not a public offering

· Then Pinter is suing Dahl for contribution

it is undecided whether there is right to contribution under Sec 12

· Another issue: Pinter says that Dahl is also in violation of Sec 12(1), bec they both sold sec’s

· Dahl’s threshold defense: doctrine of in pari delicto positiv defendentis potrir est: bet persons w/equal fault, the position of D is stronger.  Dahl says: if I violated Sec 12, so did Pinter – I can’t be sued.  Dist ct said that doctrine doesn’t apply

· Ct of App reversed on that issue: it applies, but only to persons w/approximately equal fault
· Under Sec 12(1), if you still own the sec, you can rescind

· Who transferred ownership of leases (title) to Ps – Pinter.  Dahl’s defense: you can’t rescind trans’n ag person w/whom you didn’t deal.  Court: disapproves this transfer of title test – 12(1) includes solicitation – under 12(1), any person who offers or sells in violation of Sec 5 is liable

· Other cts of app: liability ran ag smb who was a subst’l factor in a sale.  Court disapproves subst’l factor test.

· S.Ct adopts test: person is liable under 12(1) if he is

1. Statutory seller under 12(1): only persons w/whom P directly dealt


privity idea: smb w/whom P is in contact - not in the sense of smb who transferred title, but smb who sold P the deal
· Say, issuer sells in a 4(2) trans’n; I resell to smb else not in a 4(2) trans’n.  Can buyer rescind as ag me? – Yes – Sec 5 applies.  Can buyer rescind ag my seller? - No

Footnote 21: 12(1) imposes liability on only the buyer’s immediate seller; remote purchasers are precluded from bringing actions ag remote sellers.  Thus, a buyer cannot recover ag his seller’s seller.

2. After we’ve decided that Dahl is a statutory seller, is he liable under 12(1)? – only if his motivation is to get personal financial benefit (or benefit the securities owner); if he only wants to lead other investors to the deal for their benefit – he is not liable

· S.Ct remands the case to determine whether Dahl was trying to get money or was just being a nice guy

Sec 2(3)

“Sale” – every K of sale or disposition of a security or interest in a security, for value.

“Offer to sell” – every attempt or offer to dispose of, or solicitation of an offer to buy, a security or interest in a security, for value.

· Issue: whether one must intend to confer a benefit on himself or on 3rd party in order to qualify as a “seller” w/n the meaning of Sec 12(a) – solicitation has to be for value (for financial gain)

· Sale of unregistered sec’s (fractional undivided interests in oil and gas leases)

· Pinter sold those sec’s to Dahl (real estate broker and investor) and his friends and family: Dahl invested, then recommended investment to others.  Each investor completed the subscription-agreement form – that participating interests were being sold w/o the benefit of reg st’nt under Rule 146 of 33Act.

· Venture failed; investors brought suit ag Pinter, seeking rescission under Sec 12(1) of 33 Act for unlawful sale of unregistered sec’s

· Pinter argued that Dahl fraudulently induced Pinter to sell sec’s, that he assured Pinter that he would provide sophisticated investors

· Dist ct: for investors – Pinter had not proved that oil and gas interests were entitled to private-offering exemption from reg’n – so rescission under Sec 12(1)

· Ct of App: whether Dahl was himself a “seller” w/n meaning of Sec 12(1).  If he was, he could be held liable in contribution for other Ps’ claims ag Pinter.  Seller is

(1) one who parts w/title to sec’s in exchange for consideration or

(2) one whose participation in the buy-sell trans’n is a subst’l factor in causing the trans’n to take place

here, Dahl conduct – yes, subst’l factor

but still Dahl – not seller w/n 12(1)

Court refined the test to include a threshold req’nt that one who acts as a promoter be motivated by a desire to confer a direct or indirect benefit on someone other than the person he has advised to purchase


Here, Dahl didn’t seek or receive any fin benefit in return for his advice – so, not seller – no liability

· Cert:

· At the very least, 12(1) contemplates a buyer-seller relationship not unlike trad’l K-tual privity – it imposes liability on owner who passed title, or other interest in the security, to the buyer for value

Dahl – not a seller in this sense – not liable

· Sec 2(3) defines “sale” as “K of sale of sec for value”: range of persons potentially liable under 12(1) is not limited to persons who pass title – 

also person who engages in solicitation (not only actual owner)

· Plus, P has to purchase sec’s from D/seller – purchase req’nt confines Sec 12 liability to those sit’ns in which sale has taken place; but it doesn’t exclude solicitation from the category of activities that may render a person liable when a sale has taken place

statutory seller includes at least some persons who urged the buyer to purchase

broker can be such seller

· Solicitation of a buyer is perhaps the most critical stage of the selling trans’n – it’s the stage at which investor is most likely to be injured – by being persuaded to purchase sec’s w/o full and fair info

· But Congress did not intend to impose rescission based on strict liability on a person who urges the purchase but whose motivation is solely to benefit the buyer

Liability extends only to person who successfully solicits the purchase, motivated at least in part by a desire to serve his own fin interests or those of the sec’s owner

· Pinter argues for subst’l factor test – too broad – wrong.  Plus: it might expose professionals to liability.  Plus, it reaches participants in sales trans’n who don’t fit w/n definitions in Sec 2(3).  This test – not sufficient to render D liable under 12(1).

· S.Ct: unable to determine whether Dahl may be held liable as a statutory seller under 12(1).

Gustafson v. Alloyd
Sec 12(2) claims can only arise out of the initial stock offerings
(S.Ct 1995)

Stock purchase agr’nt here is not prospectus w/n 33 Act

· Seriously flawed concept of materiality.  Here, deal was seriously negotiated.  In K, parties expressly contemplated pos’ty that estimates were wrong and provided for liquidated damages in case they were.

· This case involves the sale of all or subst’ly all of stock of closed corp.

· Everybody agrees that if deal doesn’t turn out right – it’s material – you’d want to know about this.  But is this smth that would change the investment decision in this case – no – they negotiated that such case would be covered w/liquidated damages – so, it was not material to them.  It’s outrageous that P seeks rescission while it expressly negotiated for damages.  This is unreasonable materiality standard; this case shouldn’t have gone forward.
· Slain doesn’t disagree w/the result in this case, but for different reasons.  K in this case is a prospectus, and if there is misrepresentation – Ps should recover.  But here parties expressly negotiated that deal might not turn out to be right and provided for liquidated damages.  So, for them it plainly didn’t make a difference – not material.  Here – far too low standard of materiality.

· In 1933, no one questioned that 12(2) covers any sec’s trans’n.  Then 1 case held that 12(2) only covers public offerings – obviously wrongly decided.  S.Ct granted Cert in this case.

· Massive error from the outset of the opinion:  Court first looks at architecture of the statute w/o reference to definition (unorthodox) + doesn’t get it right

Court says: “Sec 11 provides for liability on account of false registration st’nts; Sec 12(2) for liability based on misstatements in prospectuses.”


But Sec 11 applies to defective info in a prospectus – complete misunderstanding of structure of the Act

· S.Ct: Sec 12(2) only applies to public offerings; public offerings that are exempt are also covered by Sec 12(2) (prospectus is not provided when exempt sec’s – but still covered)

· S.Ct: the only oral communication covered by 12(2) is oral communication that relates to prospectus.  Slain: there is no basis for that.

· J. Thomas’s dissent is right; Majority opinion is wrong.

· J. Ginsburg’s dissent: heavy reliance on leg history, so Slain is less supportive of it.

· Both Thomas and Ginsburg say: start w/definition to figure out what smth in the statute means.  Slain: right.  Here, definition is clear and plainly covers this trans’n.

Other issues:

· Basis for saying that there is no implied right of action under 17(a) has always been that conduct which is made illegal under 17(a) is made actionable under 12(2) – that died w/this case, bec it narrowly reads 12(2).

· Definition of prospectus expressly covers confirmation.  You can’t send confirmation w/o final prospectus.  Does this survive this opinion?  S.Ct – w/o selling doc’nt, you don’t have a prospectus – reads confirmation out of prospectus – can send confirmation w/o final prospectus, bec confirmation is not a selling document.

· What if make a false “oral communication” not related to prospectus?  Salin: you should be able to bring action under 12(2).  But S.Ct seems to restrict it as oral communication relating to a prospectus.

· J. Thomas is right in saying that court started w/bias in favor of narrow reading, and then justified it

In sum:

· S.Ct limited 12(2)’s application to public offerings by issuers or their controlling s/hs.  Thus, 12(2) may be invoked only by purchasers in registered offerings under 33 Act and perhaps by purchasers in Sec 3 exempt offerings provided that such exempt offerings take on a public nature.

· 12(2) does not extend to the secondary market other than public offerings by controlling s/hs.

· Oral communication must relate to prospectus.

· By interpreting the term “prospectus” as “a term of art referring to a document that describes a public offering of sec’s by an issuer or controlling s/h”, S.Ct significantly limited the scope of 12(2).

· 12(2) applies only to public offerings.

· Issue: whether right of rescission under 12(2) extends to a private, secondary trans’n, on the theory that recitations in the purchase agr’nt are part of a prospectus – No.

· Gustafson and other were the sole s/hs of Alloyd, Inc.  Wind Point Partners agreed to buy subst’ly all stock through Alloyd Holdings – new corp formed to effect the sale of Alloyd’s stock.  K of sale was executed.  Then the year-end audit of Alloyd revealed that Alloyd’s actual earnings for 1989 were lower than estimates.  Under K, buyer had the right to recover the adjustment amount from sellers.  But buyers brought suit, seeking outright rescission of K under 12(2) of 33 Act.

· Buyers said that K of sale was a prospectus, so any misstatements there gave rise to liability under 12(2).

· Dist ct: sum j’nt for sellers: Sec 12(2) claims can only arise out of the initial stock offerings.  Private sale agr’nt cannot be compared to initial offering bec purchasers had direct access to fin and other co doc’s, and had the opp’ty to inspect seller’s property.

· 7th Cir: decision in Pacific Dunlop: the term “communication” in definition of “prospectus” – includes all written communications that offered sale of sec.  Held: 12(2) right of action for rescission applies to any communication which offers any sec for sale, including stock purchase agr’nt in the present case.

S.Ct: Reverse – for Ds.

· Assuming stock purchase agr’nt contained material miss’nts of fact made by sellers and that D would not sustain its burden of proving due care, P would have right to obtain rescission if those misst’nts were made by means of prospectus or oral communication.  Issue: whether K here is prospectus w/n 33 Act - No.

Sec 10 sets forth info that must be contained in a prospectus

· K here was not required to contain info contained in reg st’nt; no stat exemption was required – K is not a prospectus

· Prospectus under Sec 10 is confined to doc’s related to public offerings by issuer or its controlling s/hs

Sec 12 imposes liability based on misst’nts in a prospectus

· Term “prospectus” must have the same meaning under Sec 10 and Sec 12 – term “prospectus” relates only to doc’nts that offer sec’s sold to the public by an issuer
· Liability imposed by 12(2) cannot attach unless there is an obligation to distribute prospectus in the first place (or unless there is an exemption)

· But Sec 12 refers to a broader set of communications that the same term in Sec 10

· The Act uses one term – “prospectus’ – throughout
Sec 2(10) defines prospectus

· Word “communication” is one word in a list; has to be read in context.  So, the term prospectus refers to a doc’nt soliciting the public to acquire sec’s
· 17(a) does not contain the word “prospectus” – broad construction.  In contrast, 12(2) contains limiting language (“by means of prospectus or oral communication) that limits 12(2) to public offerings – narrow construction

· Held: the work “prospectus” is a term of art referring to a doc’nt that describes a public offering of sec’s by an issuer or controlling s/h.  The K of sale, and its recitations, were not held out to the public and were not a prospectus as the term is used in 33 Act.

Thomas dissent:

· Begin with 12(2), and then turn to 2(10), before consulting structure of the Act as a whole.  12(2) should apply to secondary or private sales of sec as well as to initial public offerings.

· Majority is motivated by policy references – that Congress could never have intended to impose liability on sellers engaged in secondary trans’ns.  But Congress did so w/r/t 17(a) of 33 Act and 10(b) of 34 Act.

· Yes, can be increase in sec’s litigation, but that’s for Congress to resolve.

Ginsburg dissent:

· Drafting history: 12(2), like 17(a), is not limited to public offerings.

· Drafters borrowed from British Companies Act of 1929, but didn’t include “offering to the public” w/n definition of “prospectus”

Primary offering – an offering of newly issued securities

Secondary offering – an offering of previously issued securities

ASSIGNMENT NO. 7 – THE WILLIAMS ACT

TENDER OFFERS

Section 13(d), (e)

Section 14(d), (e), (f) of 34 Act
· 1960s – tender offers start, as alternative to proxy contest.

· But historically, American s/hs wouldn’t vote ag mgmt – they sell their shares.  So, proxy contests (to oust mgmt) failed.

What Williams Act is intended to remedy

· Stock of X co is worth a lot more than its market price.  Undisclosed principal gets a bank, acting as agent of non-disclosed principal, to run ad in newspaper – inviting tenders of X corp.  Person tendering shares of X corp is making the offer.  Terms: undisclosed principal would buy 50% + 1 share at a premium over market price.  There was no period for which tender offer was open – usu. short period of time.  By tendering his shares, s/h makes an irrevocable offer.  Principal can buy as many shares as he wants for any period of time.  Co buys shares on 1st come – 1st served basis.  S/hs don’t know anything about this co, including its identity.

· Market price will go up to tender offer price discounted for uncertainty (deal may never close) -–ind'’ s/hs tender instantly – mgmt of target co loses very soon

· Proxy context never worked – this always worked + no transaction costs – you were buying underpriced stock.  Mgmt couldn’t do anything about it.

1968 Williams Act

· 1968 Williams Act – to deal w/problem of panic generated by tender offer – s/hs panicked (if tender early – ok, tender; if not – dealing w/unknown people)

Section 13(d)

A person who has acquired beneficial ownership of more than 5% of any class of equity securities registered under Section 12 must file w/SEC Schedule 13D-1 w/n 10 days of the acquisition w/copy to issuer of securities (who is he, who’s financing this, does he have any side deals relating to this co, why does he buy)

Groups of persons can constitute a person w/n 13D-1


Formation of group whose members in the aggregate form 5% is reportable

(this tends to inhibit getting institutional investors to cooperate w/one another to take stands ag mgmt, whereas SEC favors this)

· 13(d) early warning system: anybody acquiring equity sec registered under Sec 12, who reaches 5%, must file w/Commission and the issuer w/n 10 days the st’nt of the ownership w/doc’nt disclosing info as to:

1. who are you

2. who’s financing you – where is the money coming from

3. what side deals you have relating to this co

4. what plans you have for this co

· Like Sec 16(a).  Difference bet 13(d) and 16(a) at that time: 16(a) filing required w/n 10 days after the end of the months when you did it; 13(d) – w/n 10 days after you did it

· Substantive regulations – 14(d) and implementing Rules

13(e)  Makes it unlawful for an issuer which has a class of equity security registered under Sec 12) to purchase its own shares in contravention of SEC rules

Rule 13e-4 Governs issuer tender offers for a company’s own securities.  Prohibits fraudulent, deceptive, and manipulative acts and establishes filing, disclosure, and dissemination req’nts.

Section 14(d) and (e) – heart of tender offer regulation

· 14(d) v. 14(e): 14(e) – anti-fraud rules - is not restricted to equity sec’s registered under Sec 12; apply to any tender offer of any security
14(d) applies only to equity securities registered under Section 12

It shall be unlawful for any person to make a tender offer for, or a request or invitation for tenders of, any class of any equity security which is registered pursuant to section 12 if, after consummation thereof, such person would, directly or indirectly, be the beneficial owner of more than 5% of such class, unless at the time copies of the offer or request or invitation are first published or sent or given to security holders such person has filed w/the Commission a statement containing info specified in Sec 13(d)

· Absent from the statute – no definition of tender offer

· There is no substantive regulation of these deals – this is all procedure.  Williams Act doesn’t regulate what kind of deals you make – only procedure.

· Key event of tender offer is commencement: day on which, in any manner, bidder disclosed identity of target co and sec’s to be acquired and some kind of price range

· On the day of commencement, bidder is required to deliver tender offer st’nt and to hand deliver to the issuer same info as in Schedule 13D if filed.

14(e) Anti-fraud provision: not so limited – just refers to tender offers – deals w/any kind of tender offer

It shall be unlawful for any person to make any untrue statement of material fact or omit to state any material fact necessary in order to make the statements made, in the light of the circumstances under which they are made, not misleading, or to engage in any fraudulent, deceptive, or manipulative acts or practices, in connection with any tender offer or request or invitation for tenders, or any solicitation of security holders in opposition to or in favor of any such offer, request, or invitation.


The Commission shall by rules and regulations define, and prescribe means reasonably designed to prevent, such practices as are fraudulent, deceptive, or manipulative

· Rule 14d-2  Date of Commencement of a Tender Offer (the key event in tender offers is commencement); Commencement occurs when any kind of communication: public, target, bidder, amount of shares, price of securities
· On the day of commencement bidder has to file w/SEC tender offer statement and hand deliver it to the issuer.  Tender offeror has to provide s/hs w/tender offer st’nt w/same info.

· Rule 14d-4, 5, 6 – how this info is disseminated out to s/hs

· Bidder is to be provided w/opportunity to make direct solicitation of s/hs – it can demand on the day of commencement of the issuer:

1. to provide complete s/h list to bidder, or

2. target co can itself disseminate tender offer st’nt - mail materials to s/hs on behalf of tender offeror

target cp does the 2nd option

· Target has until day 3 to decide what it wants to do – target will prefer to mail materials to s/hs itself

· Rule 14(d)(6) – info to be provided to s/hs

· How long can this tender offer go on?

· Rule 14e-1(a)  Tender offer must remain open for 20 days; that period is subject to automatic extensions of 20 days, say, if you amend tender offer by upping price

· Maximum period of time of undeciding whether to buy is 60 days – if you haven’t bought, you have to give back stock

· Sec 14(d)(5) and (6) provides for withdrawal rights.  Pre-Williams Act – irrevocable offer; but now, under Williams Act, you can withdraw shares at any time prior to time when shares are bought
· + Proration: if more shares are tendered than tender offeror plans to buy – before Williams Act – 1st come – 1st served – pressure on s/hs to tender fast.  Now, under Williams Act, if more tendered shares than co wants to buy, co must buy ratably from everybody who tendered – doesn’t matter when to tender (early or late)
· Rule 14d-7 (withdrawal) and 14d-8 (exemption from statutory pro rata req’nts) (supercede Section 14(d)(5) and (6) Statute gives very limited withdrawal and pro-rata rights, but grants SEC authority to do that

· Rule 14d-7  The s/h has a right to withdraw the stock during the period of tender offer (20 days) prior to the moment of purchase, so it becomes practical for new bidder to make a tender offer

· What if bidder wants 50% of the stock, but gets 75%

Rule 14d-8  Bidder has to take stock ratably (as nearly as pro rata) from everybody who tendered – doesn’t matter whether you tender early or late

· Section 14(d)(7) Best price, all holder + Rule 14d-10 Equal Treatment of Security Holders – tender offer must be open to all holders of class of stock you want to buy
Rule 14d-10(a)(1)  All holder rule

Rule 14d-10(a)(2)  Best price rule

· Rule 10b-13  Prohibiting other purchases during tender offer or exchange offer – you can’t buy alongside the offer: if you’re making tender offer – you can’t buy sec’s in any manner, except through tender offer: you can’t buy in market or through private deals – you can buy only through tender offer.

Mgmt responds to tender offer:

· White knight: when mgmt of target co realizes that it will be taken over, but prefers a takeover by someone other than the original bidder; mgmt therefore solicits competing tender offers from friendly corps – smb makes competing tender offer (then bidding will begin)

· White squire: somebody buys enough stock to give us a blocking position and not tender it

· Mgmt announces that this is a dreadful deal

· Lock-up: device that is designed to protect friendly bidder ag competition by other less friendly bidders.  The favored bidder is given an option to acquire selected assets or shares in the target at favorable price under designated conditions (like defeat of the favored bidder’s attempt to acquire corp, or occurrence of events that would make that defeat likely)

· Crown-jewel: to defeat or discourage a takeover bid by a disfavored bidder, the target’s mgmt may sell or give to a white knight a lock-up option that covers the target’s most desirable business, or at least the business most wanted by the disfavored bidder

· Crown jewel lock up: cut a side deal w/competing tender offeror and give him valuable part of business at bargain price

· Poison pill: device adopted by target to make its stock less attractive to bidder (like when target issues a new series of pref stock, or other rights, that gives existing s/hs the right to redeem the stock at a premium price after certain events, like takeover, or buy add’l shares at bargain price)

· Only state fiduciary duty laws regulate mgmt, not federal law

· Then what happens is that target co is in play
· Institutions sell into market; investors dumb their shares into market – risk arbitrageurs buy those shares

· Arbitrage – process of trading a commodity bet 2 markets; they buy in 1 place and sell in another – this brings prices to one level

· Risk arbitrageurs buy shares at tender offer price and take the risk that tender offer deal doesn’t close.  They are not long-term investors.  Thy pay for shares w/borrowed money.  If deal doesn’t close, price of sec drops back from discounted tender offer price to point below where it started – potential loss + they can’t afford to hold these shares.  So, when co is in play, chances of co remaining independent are slim to none.

(When tender offer price is, say, 50% over the market price, s/h will usu sell his stock at, say, 47%.  Who is buying – risk arbitrageurs – arbitraging the risk: when s/h sells at 47%, risk arbitrageur tenders the stock and takes the risk; no possibility that risk arbitrageur will not tender the stock – co is now at play (a lot of stock in the hands of risk arbitrageurs) – once co is at play, it’s inevitable that it will be sold)

· After Williams Act was enacted, idea to take over a good, respected, well-run co, bec the stock was so cheap

· Tobin Q Ratio: why people in the 1970s started to make tender offers for good, successful co’s (stock was very cheap):

market capitalization (value of shares x number of shares outstanding)



asset replacement value (cost of replacing the assets)

Only 2 points when market cap equaled replacement value of assets – 1964 momentarily; 1990 and going up ever since

· 1970-mid 1980s: tender offers took on a different character – it became normal manner of doing acquisition in friendly environment, which historically would have been done by statutory merger (tender offer bec a common alternative to statutory merger in a friendly negotiated deal).  Why: A’s stock looks like a huge bargain – good reason for buying.  Ordinary statutory merger is a stock for stock deal.  But both A’s and your own stock is undervalued – so, you’d sell your stock for fraction of its value – you prefer to do the deal as a cash deal.  So, ordinary statutory merger almost disappeared – all acquisitions became tender offers (+ tender offer – faster transaction than negotiated stat merger)

· Now – acquisitions tend to be statutory mergers – stock for stock – bec stock is overvalued.

· 1990 – market capitalization became more than cost of replacement of asset – tender offer is not as common a transaction.

· Mid-1960s – leveraged buyout: mgmt of co borrows money to buy out almost all of its stock, except for shares they own and is replacing equity in business w/junk bonds.  By the time of retiring debt, mgmt owns valuable property.  Tax dynamic: historically, Am s/hs are not interested in getting dividend income bec of duplicative taxation at s/h and corp level

· 1986 – tax reform (1) lowered rates for ind’ls and (2) eliminated separate long-term capital rate for ind’ls – no tax advantage in leaving your money in corp – s/hs prefer money today.  More efficient way to provide current income – debt – interest is ded’n to corp.  Tax is zero at corp level; only tax at s/h level – turning your stock for junk bonds.  It died off in late 1980s when tax reform died off (we again have separate capital rate).

· Rule 14a-2(b)(2) – proxy rule: exception to concept of proxy solicitation: intended to free up institutions to communicate with one another

· Compare it with Rule 13d-5(b)(1) – acquisition of sec’s by group: if group owns more than 5% of class of equity security – has to file Schedule 13D – takes a lot of joy out of Rule 14a-2(b)(2)

· Tender offers: mixed reputation – good thing or bad thing?

· It’s hard to figure out who comes out well.

· Clear that s/hs of target co come out well – they have real gains.

· Arg’nt: costs are borne by e’ees.

· Bondholders of target co’s, esp. in leveraged buyouts have done extremely badly – have been hurt by this.

· Bidders: when tender offer is announced – market price of target’s stock moves up to tender offer price; bidder’s stock goes down
· Study: 10 best tender offers – when same/similar business; 10 worst tender offers – unrelated businesses.  Slain’s theory: people regularly underestimate difficulty of running business they are not already in.

Section 13(d)

GAF Corp v. Milstein

Yes, 4 Milsteins constituted a “group” and thus, as a person, 
(2d Cir 1971)


were subject to the provisions of 13(d).

Issuer has standing to sue under 13(d) – implied private right of action.

· 4 Milsteins acquired more than 10% of preferred stock (then 13(d) measured number) of GAF – class of sec’s registered under Sec 12.  It happened before enactment of Williams Act.  Then Milsteins became hostile; started proxy context; then lost on the voting.

· Intervening step: GAF took position that after Williams Act, Milsteins agreed to act in concert to take control over co.  New entity – the group – group acquired shares of each of its members – acquired more than 10% - group had to file Schedule 13D.  Under 13(d), if holder has acquired more than 10% of shares - duty to file.

· Ds say: group didn’t acquire any shares – there were no purchases by members of the group.

· 2d Cir: formation of the group represented acquisition by group – group is required to file under 13(d).
· Remedies: injunction ag voting stock, buying more stock.

· 13(d) doesn’t provide for private right of action.  But court: implied private right of action.  Does issuer have standing to sue under 13(d) – Yes (but not under all of these provisions).

· P/GAF Corp argues that D/Milstein, his 2 sons and daughter, violated Sec 13(d) of 34 Act first by failing to file the required st’nts and then by filing false ones.

· 13(d) requires any person, after acquiring more than 10% (now 5%) of a class of registered equity security, to send to the issuer and the exchanges on which the security is traded and file w/the Commission the st’nt required by the Act.

· Milsteins moved for dismissal or for sum j’nt.

Dist ct

· Issue: whether (1) organizing a group of s/hs owning more than 10% with a view to seeking control is, w/o more, a reportable event under 13(d) and (2) whether in the absence of a connected purchase or sale of sec’s, the target corp claiming violation of Sec 10 and Rule 10b-5, has standing to seek an injunction ag a control contestant for falsity in a Schedule 13D filing.

· The 4 Milsteins received 10.25% of preferred shares outstanding, when the Ruberoid Co, in which they had subst’l holdings, was merged into GAF.

· Ps: Milsteins formed a conspiracy to act as a syndicate or group to acquire control of GAF; they undertook some acts for that purpose.

· When GAF contended that Milsteins were in violation of 13(d), Milsteins filed Schedule 13D – said that at some future time they might determine to attempt to acquire control of GAF, but no present intention to acquire add’l shares.  But they did purchase more shares and filed amended Schedule 13D.

· Then 3rd Schedule 13D – intention to wage a proxy contest at 1971 annual mtg.  But GAF mgmt prevailed.

· GAF complaint: that Milsteins be preliminary and permanently enjoined from (1) acquiring or attempting to acquire add’l GAF stock; (2) soliciting any proxy from a GAF s/h to vote GAF stock; (3) voting any shares of GAF stock held or acquired during the conspiracy; and (3) otherwise acting in furtherance of the conspiracy.

· 13(d)(6)(B) exempts from its filing req’nts any acquisition which, together w/all other acquisitions by the same person of sec’s of the same class during the preceding 12 months, does not exceed 2% of that class.  13(d)(3) provides that “when 2 or more persons act as a group for the purpose of acquiring, holding, or disposing of se’cs of an issue, such group shall be deemed a ‘person’”.

· Held: Yes, 4 Milsteins constituted a “group” and thus, as a person, were subject to the provisions of 13(d).

· Issue: whether the complaint alleges as a matter of law that the Milstein group acquired the 324,166 shares of preferred stock owned by members after July 29, 1968 (after 12-month period when 2% exemption from filing).  Held: yes, complaint states a claim under 13(d).
· Concept of beneficial ownership

· Dist judge wrong when he says that language of statute compels the conclusion that ind’l members must acquire shares before the group can be required to file

· Purpose of 13(d) is to require disclosure of info by persons who have acquired a subst’l interest w/n short period of time.

· Here, alleged conspiracy on the part of Milsteins is w/n the reach of 13(d): 4 s/hs who together own 10.25% of outstanding class of sec’s and allegedly agreed to pool their holdings to take over GAF.

· 2 policy cons’ns ag court’s interpretation

1. difficulty of ascertaining when group was formed – but this difficulty is not disspated even under D’s view that ind’l members must acquire more than 2% after July 29, 1968, before the group can be compelled to file; burden of proof is on GAF

2. overinclusive – families and other mgmt groups which control co’s and whose members own more than 5% of stock – but mgmt groups per se are not customarily formed for the purpose of acquiring control of the issuer and would not be required to file unless the members conspired to pool their sec’s interests for such purpose

· D agrees - Yes, private right of action under 13(d).  Yes, GAF has standing as an issuer.  Issue: whether GAF has standing under 13(d) to seek an injunction ag allegedly false and misleading filings.  Held: obligation to file truthful st’nts is implicit in the obligationto file with the issuer, and so, issuer has standing under 13(d) to seek relief in the event of a false filing.
· False disclosure subverts the purpose of the Act.

SEC v. First City Financial Corp
“Greenmail”
(Dist of Columbia Cir 1989)

put and call agr’nt

disgorgement under 13(d)
· “Greenmail”: you try to make people believe that you’re ruthless; you make tender offer; co will buy you out at a premium.

· Belzberg started many tender offers, but never completed a tender offer.

· Belzberg started greenmail w/Ashland Oil, but didn’t want to file Schedule 13D.  So he called Bear Stearns, broker, to buy Ashland stock; but Bear Stearns buys it assuming that it buys it for First City.  10 days – critical.  After the point Schedule 13D would have been required to be filed, First City calls broker and makes put and call arrangements (broker makes a call on customer and puts stock on customer – shifts risk to customer).  Beneficial owner of stock is broker’s client – Schedule 13D is involved.  Belzberg didn’t become beneficial owner of stock until about 15 days after that and then filed 13D.

· SEC: they should have filed 13D w/n 10 days after the whole program started.

· Remedy that SEC seeks – disgorgement of all profits made by Belzberg more than 10 days after Schedule 13D should have been filed.

· D’s most serious challenge – method of computation.  Court: application of rule of equity: if can’t ascertain – uncertainty falls on D.  Held: Belzberg has burden of proof of establishing what part of profit was legally derived – it’s impossible to ascertain – so, recapture entire profit
· Different from 16(b): under 16(b) – co gets it; here – gov’nt gets it.

· SEC: First City and Marc Belzberg (VP) deliberately evaded 13(d) in their attempted hostile takeover of Ashland Oil Co by filing the required disclosure st’nt after the 10 day period.

· Dist: yes, Ds violated 13(d); enjoined them from further violations of 13(d) and ordered them to disgorge all profits derived from the violation.

· Belzberg telephoned Greenberg in brokerage firm: whether Belzberg asked Greenberg to buy subst’l shares of Ashland for First City account or, as Ds say, Greenberg misunderstood Belzberg: Belzberg intended only to recommend that broker buy Ashland for its own account.

· SEC: on March 4, Belzberg telephoned Greenberg asked Greenberg for put and call agr’nt: broker would purchase stock subject to agr’nt and place it in its own account; the investor can call or purchase shares from broker for an agreed upon period at an agreed upon price.  Dist. ct: on March 4, Belzberg entered into an informal put and call agr’nt and then deliberately violated the 10 day filing req’nt of 13(d), bec they filed Schedule 13D on March 26, rather than on March 14.  They had to file on March 14, bec if Greenberg purchased shares for First City, First City would have 5% of Ashland shares.  Ds had 9% of Ashland’s shares on March 25.

· D: Belzberg only recommended that Greenberg buy stock for himself

· March 17: written put and call agr’nt – strike price – below market price

· Then First City proposed friendly takeover – Ashland rejected the offer

Ct of App – affirm dist ct

· Issue before dist ct: whether put and call agr’nt bet First City and Bear Stearns (broker) was entered into on March 4, as SEC claims, or on March 17, as D argues.  Dist ct’s answer may not be overturned on appeal unless clearly erroneous.

· Dist ct ordered disgorgement of profits – of $2.7 million, representing D’s profits on the 890,000 shares of Ashland stock acquired bet March 14 and 25.

· Ds: fed courts don’t have authority to employ that remedy w/r/t 13(d) violations; it’s not appropriate in this sort of case + amount is excessive.  Ct of App: dist ct right.

· Disgorgement is an equitable remedy designed to deprive a wrongdoer of his unjust enrichment and to deter others from violating the sec’s laws – yes, w/n dist ct’s authority.

· Yes, violations of 13(d) cause injury to s/hs, who sold their stock w/o knowledge of First City’s holdings (otherwise market price would go up bec of likely takeover)

· How to measure illegal profits.  Disgorgements may not be used punitively – so SEC has to distinguish bet legally and illegally obtained profits.

· D’s expert witness testified that 4 ind’nt factors combined to increase the stock price to the level it reached on March 25 and that these factors were not present on March 14, when Ds should have disclosed (see p. 768).

· Disgorgement need only be a reas approximation of profits causally connected to the violation.

· SEC bears the ultimate burden of persuasion that its disgorgement figure reas approximates the amount of unjust enrichment – here g’nt at least presumptively satisfied that burden.  Then burden shifts to Ds to clearly demonstrate that disgorgement figure was not a reas approximation.  Ds may make such a showing, for instance, by pointing to intervening events from the time of the violation.  Here, D used expert witness (for answer to his 4 factors see p. 769)

· Putting burden on Ds to rebut SEC may result in actual profits becoming the typical disgorgement measure (as in insider trading context), but the risk of uncertainty should fall on the wrongdoer whose illegal conduct created that uncertainty.

Section 14(d): What is a tender offer?

SEC v. Carter Hawley Hale

13(e) and Rule 13e-4 of the Williams Act

(9th Cir 1985)



8-factor Wellman test: when issuer repurchase program during 3rd party tender offer is a tender offer
· Issue: whether CHH’s repurchase of shares during a 3rd-party tender offer itself constituted a tender offer.

· SEC/P brought suit for injunctive relief to enjoin the target co/CHH/D from repurchasing its own stock to defeat takeover attempt by Limited w/o complying w/tender offer regulations under 13(e) and Rules 13e-1 and 13e-4.

· Can a corp vote treasury stock in US? – No, it can’t: corp or subsidiary can’t vote shares of its own stock.

· Effect of CHH’s buying their own shares is to decrease the number of shares outstanding; helps create blocking position.

· CHH has driven up the price of every $ per share; every $ per share costs Limited $1.50; the premium is approximately 50%: Limited will have to increase its offer and increase premium; CHH is making it more expensive game for Limited to play.  Limited withdrew its tender offer.  So here, successive defensive technique by CHH.

· 13(e) contemplates the possibility that issuer can make tender offer: required to do same filings as external bidder is required to do

· So, was the buying program here a tender offer?  CHH is buying in the open market.

· No definition of tender offer in the statute and the Rules.

· White Squire – find somebody who is prepared to come in and give shares  to give target co blocking position to prevent tender offeror from completing his plans w/r/t transaction

· SEC: CHH’s repurchase program constituted a tender offer conduction in violation of 13(e).

· Ct applies 8-factor Wellman test: issuer repurchase program during 3rd party tender offer is a tender offer when
1. Active and widespread solicitation of public s/hs for the shares of an issuer (no);

2. solicitation made for a substantial percentage of issuer’s stock (unclear: they didn’t solicit subst’l percentage, but they acquired subst’l percentage);

3. offer to purchase made at a premium over the prevailing market price (no);

Premium is determined not by reference to pre-tender offer price, but rather by reference to market price
4. terms of the offer are firm rather than negotiable (no);

5. offer contingent on the tender of a fixed maximum number to be purchased (no);

6. offer open only for a limited period of time (no);

7. offeree subjected to pressure to sell his stock(no);

8. public announcements of a purchasing program concerning the target co precede or accompany rapid accumulation of a large amount of target co’s securities (yes)

· Not all factors need be present to find a tender offer.

· Held: under 8-factor Wellman test, CHH’s repurchase program did not constitute a tender offer.

· Court rejects S-G Securities test, advocated for by SEC

(1) A publicly announced intention by the purchaser to acquire a block of the stock of the target co for purposes of acquiring control thereof,

(2) a subsequent rapid acquisition by the purchaser of large blocks of stock through open market and privately negotiated purchases

· Court says this test is ambiguous and difficult to apply.  Slain: it’s easier to apply.

· Purpose of tender offer rules: provide info to s/hs of target co

who’s buying

what’s the game plan

· You’re s/h of CHH – do you know what mgmt’s long-range goal is (short term goal – getting rid of Limited).  But co will sign’ly change its capital structure bec it bought all the stock.  So, you’d like to know what mgmt is thinking.

· If it was characterized as tender offer, s/hs would get this info.  Slain: case was incorrectly decided.

Hanson v. SCM

Privately negotiated purchases would not, standing alone, qualify as 
(2d Cir 1985)

a tender offer; here – not tender offer

· If tender offer – violation of Rule 10b-13: you can’t buy alongside the offer.  Question: is this a tender offer?

· Court: we do not adopt the Wellman test; but then they apply it to the facts of this case

· Why did these people sold to Hanson, rather than tender their stock? – s/hs prefer to sell now, rather than tender later – take the profit that’s immediately available
· Hanson terminated its tender offer and made private purchases of 25% of SCM’s outstanding shares: 5 privately-negotiated cash purchases and one open-market purchase.

· SCM successfully sought restraining order barring Hanson from acquiring more SCM stock.  SCM: Hanson’s cash purchases immediately following its termination of its $72 per share tender offer amounted to de facto continuation of Hanson’s tender offer, designed to avoid 14(d), and that unless preliminary injunction issued, SCM and its s/hs would be irreparably injured bec Hanson would acquire enough shares to defeat the SCM-Merrill offer.  Dist ct: for P/SCM – issued injunctive relief.

2d Cir

· A preliminary injunction will be overturned only when dist ct abuses its discretion.  Issue on appeal: whether dist ct erred as a matter of law in holding that when Hanson terminated its offer and immediately thereafter made private purchases of a subst’l share of the target co’s outstanding stock, the purchases became a tender offer w/n 14(d).

· In the case of privately negotiated trans’ns many of the conditions leading to enactment of 14(d) do not exist, bec solicitees are sophisticated.

· Court considered the 8-factor Wellman test of what is a tender offer: it’s not mandatory.  Court applied the principle of simply looking to the statutory purpose.

· The test: since the purpose of 14(d) is to protect the ill-informed solicitee, the q’n of whether solicitation constitutes “tender offer’ w/n the meaning of 14(d) turns on whether, viewing the trans’n in the light of totality of cir’ces, there appears to be a likelihood that unless the pre-acquisition filing strictures of that statute are followed there will be a subst’l risk that solicitees will lack info needed to make a carefully considered appraisal of the proposal put before them.
· Here: Hanson’s September 11 negotiation of 5 private purchases and 1 open-market purchase of SCM shares, totalling 25% of SCM’s outstanding stock, is not a tender offer w/n the meaning of the Williams Act.
· Privately negotiated purchases would not, standing alone, qualify as a tender offer

· for reasons see p. 786 – 7 factors

· Thus, the totality of cir’ces that existed on Sept 11 did not evidence any likelihood that unless Hanson was required to comply w/14(d)(1)’s pre-acquisition filing and wating-period req’nts there would be a subst’l risk of ill-considered sales of SCM stock by ill-informed s/hs.

· Whether Hanson’s private purchases were de facto continuation of its earlier tender offer – No (dist ct wrong) (see p. 788)

· But the buying occurred the same afternoon.  Hanson people testified that the idea to buy after tender offer was an afterthought.

· This trans’n is called “street sweep”: tender offer has been going on; lots of stock in the hands of arbs; you buy from arbs.  2d Cir: it’s not tender offer.  Other courts may decide differently.

· Held: dist ct abused its discretion to issue a preliminary injunction – reverse – vacate preliminary injunciton.

Case Burlington v. Schriber:  Purpose of tender offer rules is disclosure.  Transaction which is fully disclosed cannot be violative.

Rules 14d-2 – 14d-10: the substantive rules

Epstein v. MCA

§14(d)(7) and Rule 14d-10: all-holder, best-price rule 

(9th Cir 1995)

requires all bidders to treat all s/hs on equal terms
There is private right of action for violation of 14(d)(7) under 4-factor Cort v. Ash test
· D/Matsushita made tender offer to acquire MCA.  Ps/class action/former MCA’s s/hs who tendered their shares for $71 tender price.  Ps: Matsushita violated Rule 14d-10 by treating Wasserman and Sheinberg differently from other s/hs in the tender offer.  Ps want the premium/difference (same price as W)

· Ct: there is private right of action for violation of 14(d)(7).  Court applied Cort v. Ash 4-factor test to decide whether in enacting 14(d)(7), Congress intended to create private cause of action

1. whether P is one of the class for whose especial benefit the statute was enacted

2. whether there is any indication of leg intent, explicit or implicit, either to create such a remedy or to deny one

3. whether it is consistent w/the underlying purposes of the leg scheme to imply such a remedy for P

4. whether the cause of action is one traditionally relegated to state law
· In cases after Borak (1964), courts developed implied right of action jurisprudence, so Congress didn’t think it had to decide the private right of action q’n itself when it enacted the Williams Act in 1968.

· Wasserman transaction: Capital Contribution and Loan Agr’nt – W agreed to exchange his MCA shares for preferred stock in a subsidiary Matsushita would create.  Performance of this Agr’nt was conditioned on the tender offer in several respects:

1. neither Matsushita nor W was obligated to perform Agr’nt if any of the conditions of the tender offer were not satisfied

2. the timing of performance was tied to tender offer – immediately after Matsushita accepted tendered payment for payment

3. amount of cash Matsushita was required to contribute to subsidiary was dependent upon the tender price – 106% of tender offer price
4. redemption value of W’s preferred stock was set as the tender price

Whether W transaction violated R.14d-10 depends upon

1. whether W received greater c’n than other MCA s/hs during such tender offer, or

2. whether W received a type of c’n not offered to other MCA s/hs in a tender offer
· D – defense: timing – W transaction closed after tender offer period expired; But Ct: not rigid period of time; the test is

1. whether W transaction was an integral part of Matsushita’s tender offer (Yes)

2. if yes, Matsushita violated R.14d-10 bec it paid him, pursuant to the tender offer diff and more valuable c’n than it offered to other s/hs
· Damages: Matsushita has to pay 6% over tender offer price to everybody who tendered.
Greenmail

Kamerman v. Steinberg

Greenmail
(2d Cir 1989)

· If you have greenmail in mind, you want to create impression that you’re smb that nobody wants to deal with

· S/hs of target co started derivative suit ag greenmailer alleging violation of Sec 13(d): that Schedule 13D didn’t disclose that purpose of trans’n was greenmail.  Disney/target wasn’t mislead – so, no claim.  The only cause of action for damages is under Sec 18(a).

· Sec 9 and Sec 18 – the only sections that provide for damages under 34 Act.  Basically no caselaw under each section – very narrowly drafted – cover nothing – now subsumed under 10b-5.

· 1989 Congress enacted §5881 of Internal Revenue Code: excise tax on greenmail; amount of tax: 50% of profit + it’s not a deductible item.

· P/Kamerman/executrix of estate of original P, alleges that D/Steinberg, in concert w/D Reliance (co’s in which Steinberg holds a controlling interest), “greenmailed D/Disney, a co of which Kamerman is a s/h, by purchasing a large block of Disney stock and then, following the threat of hostile tender offer, selling that stock to Disney at a subst’l premium over market

· Buyback Agreement: (1) payment to Reliance of $70.83 per share for its holdings of Disney common stock – price substantially exceeded the market price of Disney common stock; (2) payment to Reliance $28 million in reimbursement of expenses incurred in conn w/its actual and contemplated purchases of Disney common stock; (3) termination of litigation previously initiated ag Disney by Reliance; and (4) commitment by Reliance not to acquire Disney stock or otherwise seek to control or influence Disney for 10 years.

2d Cir – affirm dist ct – ag P

· One complaining of a false or misleading st’nt in Schedule 13D may seek damages only under Sec 18(a) of the Act.

· Since Kamerman sues derivatively on behalf of Disney, she stands in Disney’s shoes.  So, in order to prevail on her Sec 18(a) claim, she must establish that Disney’s purchase of its stock from Reliance was made in reliance upon false or misleading st’nts in Reliance’s Schedule 13D filings.  But in her brief, she does not claim that Disney was deceived by the false 13Ds.  Thus, this claim was properly dismissed.

Section 14(e)

Piper v. Chris-Craft

§14(e) (anti-fraud provision in Williams Act)
(S.Ct 1977)
Exchange tender offer
Defeated tender offeror has no implied private cause of action for damages under §14(e)

Purpose of the Williams Act is to protect s/hs of target co, not bidders

Injunction proceeding has to be brought before the completion of tender offer
· Whether there is private right of action under §14(e), and if there is, who has standing to sue

· P/Chris-Craft made unsuccessful tender offer to D/Piper; now seeks damages ag Piper for alleged violation of 14(e) – that their tender offer was frustrated by somebody else’s conduct violating tender offer rules (which was true).  The Piper family opposed Chris-Craft’s tender offer

· Competing tender offers: bidding by Bangor Punta and Chris-Craft to acquire control of Piper.  This is an exchange tender offer: bidder is not offering cash, but its own securities (Tobin Q Ratio: at that time, in the 1960s, price of stock was high)

· So, tender offer coupled with 33 Act registration: have to comply w/33 Act registration provisions + prospectus and 34 Act tender offer rules

· Bangor Punta had 2 defects:

(1) it violated Rule 10b-13 by buying alongside the offer and

(2) disclosure defect in Bangor Punta prospectus of its own sec’s: why didn’t Chris-Craft sue on that basis, claiming that conduct is actionable under §11 of 33 Act? – bec Chris-Craft didn’t buy any stock of Bangor Punta.  Under §11, only purchasers have standing to sue.

· Chris-Craft is suing for their loss in trans’n – loss profits.

· Held: there is no implied private cause of action for damages by bidders under 14(e)

· Court applies the 4-factor Cort v. Ash test:

1. Was P one of the class for whose especial benefit the statute was enacted? – No, on the contrary, bidder is a member of the class whose activities 14(d) seeks to regulate, not protect.

Held: primary purpose of Williams Act – to protect target s/hs.

2. Is there leg intent to create an implied cause of action (leg history)? – No.  Plus, lack of purchaser/seller req’nt in 14(e) does not give bidder standing – rather, it could be designed to give remedy to s/hs-offerees that did not tender their shares due to fraudulent misrepresentations: these s/hs do not have standing under Blue Chip Stamps.

3. Is creating an implied cause of action here consistent w/the underlying purpose of the statute (congruence)? – No.  The purpose of the Williams Act is to protect s/hs of the target co, not bidders.  Otherwise, if Piper is found liable, then the effect of the lawsuit is to transfer loss to the precise class that the statute is designed to protect (people who used to be s/hs of Piper are now s/hs of Bangor Punta, the co which won the contest): this was an exchange offer.  Piper s/hs became s/hs of Bangor Punta.  P is trying to get j’nt ag Bangor Punta.  Net effect of permitting P get damages is to go ag the class of persons statute is trying to protect.  Plus, Chris-Craft should have sued for injunction, rather than damages paid by ultimate beneficiaries of the Act.

4. Is the cause of action one properly delegated to state law? – Yes, common-law principles of interference w/prospective commercial advantage.

· If this had been all-cash tender offer – possibly not the same result.  Primary beneficiaries of Williams Act – holders of securities sought to be bought.  If all-cash tender offer – no harm to Piper s/hs.

· Rule: defeated bidder doesn’t have cause of action for damages under §14(e).  But it doesn’t mean that nobody has such standing.

· Also undisputed rule: s/hs of target co have standing to sue for violation of §14(e) and for damages (but often they don’t get damages)

· Suit was not timely brought here: injunction proceeding has to be brought before the completion of tender offer.

· Note: S.Ct expressly reserved its views on (a) whether the target or its s/hs had standing, and (b) whether a tender offeror might obtain injunction relief as distinct from damages.

ASSIGNMENT NO. 8 – THE IMPLIED ACTIONS



1. In general

· Most statutes – no express private right of action

· Sec 10(b): any security is covered.  What conduct is forbidden? – none.  It’s a blank check to SEC to adopt rules.  It’s not self-enforcive.

· Sec 17(a) of 33 Act: only covers people who are trying to sell sec’s

· Rule 10b-5 applies to purchases or sales
Rule 10b-5  Employment of manipulative and deceptive devices

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

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

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

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

in connection with the purchase or sale of any security

J.I. Case v. Borak
Implied private right of action on behalf of s/hs for violation of 
(S.Ct 1964)

§14(a) and Rule 14a-9




Remedy: both injunction and damages

· For the 1st time S.Ct held that there could be private right of action under statutes and rules which didn’t expressly provide for one

· Established an implied private right of action on behalf of s/hs for violation of §14(a) and Rule 14a-9 – anti-fraud w/r/t proxies (for violation of federal statute which doesn’t provide for private right of action).  S.Ct: private enforcement is a necessary supplement to enforcement by SEC.

· Ps: merger was effected through circulation of false and misleading proxy st’nt by those proposing the merger.

· Ps litigate the whole case after the event (merger).  Dist ct: no remedy bec there can be only prospective relief.  Also, dist ct dismissed state claim of breach of fiduciary duty: Ps didn’t post security to maintain state action – outcome determinative.  They had to post security for the cost of derivative suit (Wisconsin).  NY also has security for cost: §627 of NYBCL.  Del doesn’t have it.

· Remedy: both injunction and damages (so, not only prospective relief)

· Nothing in Sec 14(a) says there is private right of action – how come there is one?  Court: for protection of investors + SEC can’t inspect the facts in proxy material.  Court doesn’t cite to anything – no precedent for Borak.

· Slain’s theory: problem of state/federal conflicts of law.  Holding that there was private right of action under 14(a) (proxy rules)– no conflict bet fed and state law, bec there was no state law.  But Rule 10b-5 action is a tort of deceit – common-law fraud: there is state law on that – so, conflict bet federal and state law.

· Mills created R.10b-5, turned it into industry, although it’s not a R.10b-5 case, it’s a Rule 14a-9 case – huge increase in R.10b-5 litigation after 1970.

Mills v. Electric Auto-Lite
Implied right of action for violation of §14(a) and

(S.Ct 1970)


Rule 14a-9 of 34 Act recognized in Borak
Materiality + proxy solicitation = transaction causation

· Rule 14a-9 prohibits solicitation of proxies by means of materially false or misleading st’nts.

· Ps – s/hs in Auto-Lite.  Mergenthaler owned more than 50% of Auto-Lite and names all 11 of its directors.  Auto-Lite sends proxies to its s/hs asking for approval of merger and board recommendation, but proxies did not disclose that all board members of Auto-Lite were nominees and under direct control of Mergenthaler.

· Ps sue both derivatively on behalf of Auto-Lite and as representatives of the class of all its minority s/hs.  Ps didn’t seek temporary restraining order or injunction – they sued the day before the vote; voting went ahead as scheduled the following day – merger went forward.  But after Borak, case still could go forward.

· Why did Ps wait so long to bring suit – wanted to have a lawsuit (not settlement).  If Board decided to correct – how: addendum – cross-reference: 1 sentence (“Board recommends it, but see p. … for relationship…”)  P wants lawsuit.  P owns 100 shares of Auto-Line – wouldn’t want to hire council.  P’s atty – the only person w/real econ interest in this litigation.

· Ps: violation of proxy solicitation

· Auto-Lite is a reporting co, otherwise proxy rules would not be applicable to it.

· Auto-Lite board recommended the merger.  NY and Del statute: jurisdictional – before have statutory merger, there has to be Board recommendation.  W/o Board recommendation – no merger.  Here – merger into Mergenthaler, which owned more than half of stock of Auto-Line – influence in Auto-Lite Board of Directors (if not dumb, s/hs understood it).  But Mergenthaler needed 2/3.

· Dist ct: for P – defect in the proxy st’nt is a material omission.  7th Cir reversed on issue of causation: if fair deal – no cause of action.

· Cert: issue of causation.  Footnote 4: issue of materiality wasn’t before S.Ct before.

· Tort: need causation (S.Ct granted Cert on transaction causation issue)

Transaction causation (here) v. Loss causation

Elements of tort of misrepresentation/omission:

1. materiality

2. reliance

3. scienter

S.Ct:

1. Materiality: Misstatement/omission in proxy st’nt is material if it might have been considered important by reasonable s/h who was in the process of deciding how to vote.
2. Reliance: Where there has been a finding of materiality, a s/h has made a sufficient showing of causal relationship between violation and injury, if he proves that the proxy solicitation itself was an essential link in the accomplishment of transaction
· Showing of materiality satisfies the causation req’nt - need nothing more to prove causation than to prove materiality

· Materiality + proxy solicitation = transaction causation.  P doesn’t have to establish reliance (impossible to show that this defect in disclosure caused sufficient votes)

3. Scienter – in a R.14a-9 case – probably not an element

· Here, 2/3 of Auto-Lite shares were required for approval of merger.  S.Ct: Footnote 7: we need not decide in this case whether causation could be shown where the mgmt controls a sufficient number of shares to approve transaction w/o any votes from the minority.

But see Virginia Bankshares: Ps don’t have standing if mgmt doesn’t need their votes

· Relief:

· §29 of 34 Act – merger doesn’t have to be set aside (it’s already gone through) – thus, no injunction; there may be a remedy, so S.Ct remanded the case.  The most convenient remedy – monetary relief.

· Circular: yes, cause of action, then hold a fairness hearing on issue of relief – whether deal is fair; if fair – damages (so, no cause of action)

· Atty’s fees.  S.Ct held that P is entitled to atty’s fees.  So, after this case (1) trivial missing st’nt – material defect – but anything is material, and (2) if you establish as a class that there is a violation – you get att’s fees anyhow, whether or not you get monetary recovery – great for Ps’ atts.  P’s attys – real parties in interest here.

· Here, D did need votes of outside s/hs to get the deal done.  Suppose they have enough stock (2/3 or simple majority, if Del corp) – what result? – the proxy solicitation itself, rather than the particular defect in the solicitation materials has to be an essential link in the accomplishment of the transaction – so D has to need the votes.  But most courts – doesn’t matter if you need the votes, if there is defect in proxy solicitation.

· Thus, materiality holding has done huge harm (but it’s not even a S.Ct holding, but came to be understood as such); very low materiality standard – flood of litigation.  Plus, if violation – P is entitled to atty’s fees, whether there is any econ significance to corp or not.  Mills turned 10b-5 into an industry.

R.10b-5 cases – mostly publicly traded securities, but don’t have to be

Touche Ross v. Redington

No private right of action under §17(a) of 34 Act
(S.Ct)
on behalf of brokerage firm customers for losses arising from misstatements contained in §17(a) reports (ag accounting firm)
· §17(a) of 34 Act requires registered broker-dealers to file financial st’nts w/SEC

· Issue: whether customers of securities brokerage firms that are required to file certain financial reports w/SEC by §17(a) of 34 Act, have an implied cause of action for damages under §17(a) against accountants who audit such reports, based on misstatements contained in the reports.

· Ps: fin st’nts filed w/SEC were misleading.  D/firm of certified public accountants.

· Is there any claim that Ps relied on these fin st’nts? – no, Ps never heard of them.  Ps say: if fin st’nts had been right, SEC would have intervened and shut this place down – would have been no losses for so long.

· Ps’ arg’nt: §17(a) of 34 Act creates an implied right of action in favor of anybody who comes out badly as a result of broker-dealer’s violation.

· Held: it depends on Congress: whether it created private right of action.  If it didn’t provide for one, does legislative history suggest that they intended one? – if no, inquiry ends – no implied private right of action.  Thus, end of implied private right of action – end of implication doctrine.

· If try to find leg intent – death of concept, bec what’s the point of implication doctrine (14a-9 and 10b-5 – exception)

· One area where court would continue to imply private right of action – rules under §10

· So, there is no private right of action on behalf of brokerage firm customers under 17(a) (against accounting firm)


2. Rule 10b-5; §17(a) of 33 Act; §14(e) of 34 Act; Rule 14a-9

Elements of cause of action

Tort of deceit

1) misrepresentation

2) materiality

3) scienter

4) reliance

5) proximate causation

Elements of 10b-5 cause of action

Ernst & Ernst v. Hochfelder

§10(b) + Rule 10b-5
(S.Ct. 1976)
Need allegation of scienter when private cause of action for damages


Scienter – conscious intent to defraud


Scope of Rule cannot exceed scope of statute
· D/Ernst & Ernst – accounting firm, is auditing broker-dealer, failed to discover fraud by President of corp/Nay.  Ps - -customers of corp, who invested in fraudulent securities scheme (non-existent escrow accounts).

· Ps: Nay’s escrow scheme violated 10(b) and R.10b-5.  Nay used money of later investors to pay off earlier investors.  But he didn’t do it in connection w/purchase or sale of any security: he was telling people that they were buying sec’s, but there weren’t any sec’s – still violation.  Rule: It’s settled that fictitious/nonexistent security is a security for purposes of the Acts (otherwise these people would be w/o remedy).

· Ps: D aided and abetted Nay’s violations by its failure to conduct proper audits of corp – negligent nonfeasance: D failed to discover internal practices of the firm (mail rule) said to prevent any effective audit.

· No allegation of fraud: allegation of negligence in audit.  Ps specifically disclaimed existence of fraud or intentional misconduct on the part of D.  If they noticed, they could have refused to issue clean opinion on financials as required by SEC – corp would soon go out of business.

· Like Touch Ross arg’nt: if they discovered this, SEC would have intervened earlier – operation would have been shut down before loss to P.

· Scienter is a necessary element of 10b-5 cause of action

· S.Ct – ag. Ps: private cause of action for damages will not lie under 10b and R.10b-5 in the absence of any allegation of scienter – intent to deceive, manipulate, or defraud.  Negligence is not enough.
· Grant of authority to Sec under Sec 10(b) – to regulate deceptive (purpose) or manipulative conduct – term of art: creating an illusory appearance of market trading – can’t do it inadvertently
· R.10b-5 - clauses

(1) intent

(2) can do inadvertently (it is unlawful “to make any untrue st’nt of material fact or to omit to state a material fact necessary in order to make the st’nts made… not misleading” and “to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person”

(3) arguable

But S.Ct:  Despite the broad view of the Rule advanced by the Commission in this case, its scope cannot exceed the power granted the Commission by Congress under 10(b).

· Rule can’t be beyond grant of authority to the agency – rule is invalid.  Rules are interpreted in such a way as to establish their validity.

· Footnote 7:  S.Ct doesn’t reach the q’n of where there is a cause of action for aiding and abetting in violation of 10b-5.  (To aid and abet, there must exist an underlying securities law violation committed by someone else.)

· NB  Footnote 12:

What do you mean by scienter?  Cts of App: intent to defraud, reckless disregard for the truth, or knowing use of some practice to defraud.  Here, Ds didn’t intend to defraud.  Another view: scienter means that this was conscious behavior, doesn’t matter if D was intending to defraud.  S.Ct: in this opinion the term scienter refers to a mental state embracing intent to deceive, manipulate, or defraud
· S.Ct doesn’t address here the q’n whether, in come cir’ces, reckless behavior is sufficient for civil liability under 10(b) and R.10b-5.

· So, what do you mean by scienter: conscious effort to defraud or just D did what he did?
· S.Ct also doesn’t consider the q’n whether scienter is a necessary element in an action by SEC for injunctive relief under 10b and R.10b-5.

· 10b-5 – essentially tort of deceit – so, same elements – result of this case is not controversial

Aaron v SEC

P/SEC seeks injunction; SEC has to establish:
(S.Ct 1980)

10(b) of 34 Act + Rule 10b-5 - scienter



17(a) of 33 Act





17(a)(1) - scienter





17(a)(2) – no scienter





17(a)(3) – no scienter
Injunction should issue when there is some likelihood of a future violation (conc opinion)

· Issue: Whether SEC is required to establish scienter as an element of a civil enforcement action to enjoin violations of 17(a) of 33 Act, 10(b) of 34 Act and Rule 10b-5.  (Injunctive relief under 20(b) of 33 Act for violation of 17(a) and injunctive relief under 21(d) for violation of 10b + Rule 10b-5.)

· P/SEC wants to enjoin D/Aaron/corp from violating these sections – seeks preliminary and final injunction (Footnote 12 in Ernst leaves open the q’n whether scienter is required when SEC is suing for violation)

· Slain: here – obvious case of scienter (clearly, purposive conduct by Ds: D’s reps were making false st’nts about co/client – optimistic st’nts about common stock and fin condition)

· Held: violation of

10(b) + Rule 10b-5
requires scienter – intent to deceive, manipulate, or defraud regardless of identity of P or nature of relief sought

17(a) of 33 Act

17(a)(1) requires scienter

17(a)(2) no scienter – mere negligence is enough

17(a)(3) no scienter – mere negligence is enough (but closer question)

· R.10b-5 and 17(a)(2) – identical language; but Rule has to be interpreted w/underlying grant of authority to SEC (Ernst & Ernst); R.10b-5 – w/n 10(b) – scienter.

· Is there a private right of action under 17(a)?  If there is, then it doesn’t require scienter in 17(a)(2) and 17(a)(3) actions.  S.Ct never resolved it (every Ct of App held that there is no private right of action).  Slain: S.Ct will hold there is no private right of action under 17(a)

· 17(a) applies only to sellers; so, because 17(a)(2) and (3) do not require scienter, SEC can now enjoin merely negligent sellers, but has to show scienter to enjoin buyers under 10(b) +R.10b-5.  So, if can’t make 10b-5, can make 17(a)(2) or (3), except it will only apply to offers or sales.

Chief Justice Burger’s concurring opinion:

· Injunction should issue when there is some likelihood of a future violation.  To make such a showing, it will almost always be necessary for SEC to demonstrate that D’s past sins have been the result of more than negligence, so Ds whose past actions have been in good faith are not likely to be enjoined (after this conc opinion, dist cts started to hold that they would not grant injunctions w/o showing of likelihood of future violations.)

· If need injunction, then Ds intend to continue to do the wrong – then obviously scienter.

· Permanent injunction – perpetual.  Remedy for violating injunction: criminal – go to jail; civil contempt – imprisonment.  Chief Justice: usual standards for issuing injunction apply here – serious risk of further violation.  If conduct wasn’t purposive, why would dist ct issue injunction.

Santa Fe v. Green

10(b) and Rule 10b-5
(S.Ct 1977)


Del short-form merger statute 253




Breach of fiduciary duty by majority s/sh, w/o any deception, misrepresentation, or nondisclosure, does not violate 10(b) and R.10b-5.

10b-5 is a disclosure rule.  No violation if info is fully and accurately disclosed.

Purpose of sec’s laws - full disclosure
· R.10b-5 case – same as R.14a-9 case: can’t be violation of the Rule w/r/t transaction that is fully and accurately disclosed

· D/Santa Fe owned 95% of Kirby Lumber stock, and wants to do a short-form merger under Del 253: parent to merge w/subsidiary upon approval by parent’s board and to make payment in cash for shares of minority s/hs; doesn’t require consent or advance notice to minority s/hs; requires notice w/n 10 days after merger.

· Minority s/hs have appraisal rights under Del 262, but didn’t seek them – why: Delaware didn’t permit class actions under appraisal rights statute + under Del law, what are s/hs entitled to in appraisal proceeding – fair value; under Del block method, it would be close to market price of sec’s, even when it was depressed, as here

· Santa Fe offered $150 per share to min s/hs (buyout price); market value of stock was $125, (constructive market price of stock) as valued by Morgan Stanley.  Valuation of underlying assets was $640.  Explanation: Tobin Q Ratio (compares market price of securities w/replacement value of the assets): time of events – late 1960s; Tobin Q Ratio was approximately 0.3 – stock was 30% of replacement value of assets – stock value was hugely depressed.

· Ps/min s/hs of Kirby – to set aside merger or to recover fair market value of their shares (didn’t seek appraisal rights): Kirby’s stock was worth at least $772 per share based on fair market value of Kirby’s physical assets as it says in info st’nt sent to min s/hs.  Slain: should be $640 + $125 (doesn’t know where $772 comes from).  Thus, Ps allege violation of Rule 10b-5.

· Corp law question: in this appraisal proceeding, what are you entitled to – value of your shares or value of underlying business (not the same)

10b-5 theory

· Ps don’t argue that trans’n wasn’t fully disclosed to them; they don’t argue that they were misled or deceived.  Basis of 10b-5 claim: Santa Fe had duty not to cause Kirby to enter into trans’n for the benefit of the parent co – as a controlling s/h, Santa Fe had duty to run Kirby in the interest of min s/hs

· 2d Cir: no arg’nt that Ps had been deceived, but no business purpose of merger.  Slain: merger w/o business purpose – contradiction in terms.

S.Ct: no 10b-5 case

· But D disclosed all this info to P.  Cause of action under 10(b) – only if conduct alleged is “manipulative or deceptive”.  Fund’l purpose of the Act is implementing a philosophy of full disclosure, not fairness of trans’ns.  Plus, there is a cause of action under state law – in Del. Court of Chancery for appraisal.  Congress by 10(b) did not seek to regulate transactions which constitute no more than internal corp mismanagement.

· This is like In re Franchard: SEC refused to set standard of qualities of Board of Directors – q’n of state law, not federal law

· Held:  Transaction was neither deceptive nor manipulative and so, did not violate 10(b) and Rule 10b-5 (even if inadequacy of price violates Santa Fe’s fid duties).  Breach of fiduciary duty by majority s/sh, w/o any deception, misrepresentation, or nondisclosure, does not violate 10(b) and Rule 10b-5.
· Note: if corp had deceived min s/hs, then there would have been a R.10b-5 action.

· Say, I’m a controlling s/h, own 50% + 1 share, but in a state where I can cause merger.  Disclosure doc’n: as a controlling s/h, I’ll cause this trans’n, purpose of which is to benefit me, not to benefit you (s/hs), and I’ll do bad things to you.  Violation of 10b-5 – No.  10b-5 is a disclosure rule.  No violation if info is fully and accurately disclosed.  If there are any problems – decide under law of state of incorporation

Burlington

· Same thing under §14(d) and Rule 14e-3.  §14(e) doesn’t create fid duty, it creates duty of disclosure.  If full disclosure – no violation.  Purpose of sec’s laws – disclosure.

Apple Computer case (Apple computer lost this litigation)

· Co’s always make st’nts, but not necessarily file them w/SEC.  Problem of reliance on co’s st’nts that are not formally filed w/SEC.

· Ps: co made positive announcements about the product, but it didn’t tell that product was losing the market 

· It’s a 10b-5 case: you can’t isolate st’nts that you make for sec’s markets from other st’nts

· Arg’nt: initially product looked great – customer loved it – so, initially, info was true.

· Apple Computer case: st’nts obviously affected trading market of sec’s, but they weren’t made for purpose of inducing people into buying stock.  At the time st’nts were made, they co thought they were right.  Did they have obligation to disclose to people buying/selling sec’s that there was deterioration of market for their product?

· They repeated such st’nts.  Ps: this created inference that info is still true.

· What if D just made this st’nt once (didn’t repeat it)?

· Problem: any co is saying things.  It’s worrisome if you had to constantly go back over everything you said in public to make sure it was still reliable – ongoing review day by day.  If you had that obligation – you wouldn’t say anything to anybody except things you’re forced to say under sec’s laws.

Weiner v. Quaker Oats

10b-5 action; Forward-looking st’nts; Materiality standard
(3rd Cir 1997)
Repeated optimistic st’nts create inference – reas understanding that they are true or will be corrected if become unreliable





“over time” – not material

Advice: don’t make any forward-looking st’nts
· Issue: whether and in what cir’ces corp has an obligation to investors to update, or at least not to repeat, particular projections regarding corp’s financial sit’n.

· Ps/purchasers of stock in Quaker contend that Ds disseminated false and misleading info to the investment community – violated Sec 10(b) and Rule 10b-5 by continuing to announce or let stand certain projected figures for earnings growth and debt-to-equity ratio which Ds knew had become inaccurate in light of Quaker’s planned acquisition of Snapple.

· Quaker did not, at any time before announcement of acquisition of Snapple, make any public st’nt or public filing that amended or qualified the 1993 Annual Report and Form 10-Q.

· So, Ds said – “in the future, our debt-to-equity ratio will be…” – forward-looking st’nt – typically not actionable if good faith and reasonable basis.

· Court: by including the total debt-to-total capitalization ratio guideline in the 1993 Annual Report – by setting it forth in at least three separate places in that document – Quaker may well have created the reasonable understanding among investors that the ratio guideline was a number to which Quaker attached considerable significance.  And any such understanding could well have been reinforced by the iteration of the ratio guideline in the Form 10-Q and the 1994 Annual Report.  Taken together, the st’nts could indeed have induced a reas investor to expect either that the ratio guideline would remain in the upper-60% range, or that if Ds believed that Quaker’s total debt-to-total capitalization ratio would soon change significantly, the co would have said so in its 1994 Annual Report.

· Held: Quaker’s st’nts regarding its total debt-to-total capitalization ratio guideline would have been material to reas investor, and hence Quaker had a duty to update such st’nts when they became unreliable.

· Advising D: don’t make any projections, don’t make any forward-looking st’nts
· Also held: earnings projections were immaterial.  Quaker’s 1994 Annual Report contained the st’nt that “we are committed to achieving a real earnings growth of at least 7% over time”- the phrase “over time” in this 2nd st’nt inoculates Quaker from any claims of fraud that point to a decline in earnings growth in the immediate aftermath of Snapple acquisition.  No reas careful investor would find material a prediction of growth followed by the qualifier “over time’.

· Advise: say as little as possible.  Even though sec’s laws’ goals – to maximize disclosure.
Adams v. Standard Knitting Mills
14a-9 action; Scienter req’nt
(6th Cir 1980)



Outside accountants: scienter is required (for cause

of action)
Insiders/issuer: no scienter required
· Issue: whether Peat/firm of outside accountants/ is liable for negligent error – the failure to point out in the proxy st’nt sent to s/hs of the acquired corp that certain restrictions on the payment of dividends by the acquiring corp applied to preferred as well as common stock.  Held: Peat is not liable for such conduct.

· Chadbourn (NYSE co) acquired Standard (OTC co) – statutory merger.  Standard issued proxy st’nt: describes both co’s and the deal.  Stock being issued to Standard s/hs is preferred stock of Chadbourn.  Chadbourn has long-term debt – covenants that restrict payments of dividends on all stock.  Proxy st’nt describes it + footnote to Standard fin st’nts – these covenants restrict payments of dividends of common stock – error.

· Peat, Marwick learned about the error after proxy st’nt was sent, but before s/h mtg (that there was mistake in footnote).  But partner decides that it’s immaterial mistake – forget about it.  Deals goes forward – Standard is merged into Chadbourn.  Then Chadbourn goes down.

· Former Standard s/hs are suing under 14a-9 – allegedly false proxy solicitation.

· Why not sue under Sec 11 of 33 Act? – events of this case pre-date Rule 145 – doctrine that no sale of stock was involved in the merger

· Dist ct holds: Peat’s behavior involved sciener

· 6th Cir reverses – no scienter

2 questions

1. Is scienter required for 14a-9 violation

2. What do you mean by scienter

· Footnote 12 of Ernst: scienter - conscious intent to defraud

· Peat didn’t intend to defraud anyone.  They knew that info was wrong, but didn’t understand that it was material

· This court – no scienter.  Not every court would reach this conclusion

· Do you need to have fraud to have scienter?

Basic v. Levinson: Basic wasn’t trying to defraud anybody, just tried to keep it down to prevent other from destroying the deal.  However, S.Ct held that Basic did have scienter under 10b-5.

· 6th Cir: no scienter here, bec no intent to defraud

Elements of 14a-9 violation

· Outside accountants: scienter is required (for cause of action)
Insiders/issuer: no scienter required

· Court: “in contrast to Sec 11 of 33 Act which imposes liability for negligent misrep’n in registration st’nts, Rule 14a-9 does not require proof of actual investor reliance on the misrep’n – wrong.  Sec 11 does not require reliance
· Rule 14a-9 – standard of liability: strict liability.  Same language as in Sec 11 of 33 Act.  Sec 11 – absolute liability – absolute duty to get this info right.

Rule 14a-9

No solicitation subject to this regulation (proxy solicitation) shall be made by means of any proxy st’nt, form of proxy, notice of mtg or other communication, written or oral, containing any st’nt which, at the time and in the light of the cir’ces under which it is made, is false or misleading w/r/t any material fact, or which omits to state any material fact necessary in order to make the st’nts therein not false or misleading or necessary to correct any st’nt in any earlier communication w/r/t the solicitation of a proxy for the same mtg or subject matter which has become false or misleading.

· No case held strict liability under 14a-9.  Consensus: 14a-9 imposes a negligence standard.  Slain: nothing in 14a-9 that would suggest that.

· Depends on who’s being sued

if mgmt – negligence standard

if collateral participants/auditors – scienter standard

· But nothing in the rule that would sugget that


3. Standing

Blue Chip Stamps v. Manor Drugs

Rule 10b-5
(S.Ct 1975)
P has no standing to maintain private cause of action for damages under Rule 10b-5 because he is not seller or purchaser of securities
· Blue Chip was in a trading stamp business

· About half retailers bought shares; about half didn’t buy; it turned out to be a good deal – so, those who didn’t buy sue claiming that prospectus was unduly pessimistic.  If it wasn’t unduly pessimistic, they would have bought sec’s

· Here, identified class of persons who under antitrust decree had right to be offered sec’s at bargain price.

· Why not sue under §11 of 33 Act? – bec the only person who has standing under §11 is the person who bought sec’s.  So, Ps sue under 10b-5.

· P/non-s/h: prospectus distributed by Blue Chip in connection w/the offering to retailers who had used the stamp service in the past was materially misleading in its overly pessimistic appraisal of Blue Chip’s status and future prospects; P seeks damages representing the lost opportunity to purchase shares – allege violation of R. 10b-5 (Slain: it’s not unusual that prospectus is pessimistic in tone).

· Ps sue for profits that they didn’t get + exemplary/punitive damages.  But §28 of 34 Act: the only damages recoverable are actual damages; punitive damages are not affordable

· S.Ct adopts trad’l view of 2d Cir - upholds 2nd part of Birnbaum doctrine – only someone who actually bought or actually sold sec’s has standing to sue under 10b-5.  Here, P’s complaint – that they didn’t buy.  Thus, P has no standing – neither purchaser nor seller of securities

· 3 classes of potential Ps are barred by Birnbaum rule:

1. potential purchasers of shares who allege that they decided not to purchase bec of unduly gloomy representation or omission of favorable material fact which made the issuer appear to be a less favorable investment vehicle than it actually was (here)

2. actual s/hs in the issuer who allege that they decided not to sell their shares bec of an unduly rosy representation or failure to disclose unfavorable material

3. s/hs, creditors, and others related to an issuer who didn’t sell and suffered loss in the value of their investment due to corp or insider activities in connection w/purchase or sale of securities which violate R.10b-5 (they were defrauded)

· Rehnquist: problems that would arise if Birnbaum was overturned; anyone could say – I should have sold/bought – would vexatious litigation (extortionate) + problems of proof - availability only of oral testimony.  D would want to settle bec of huge costs of discovery.  So, lawsuit which has very little chance of success, has very substantial settlement value.

· Vexatious litigation problem – extortionate litigation.  Co stock does badly.  Smb starts class action alleging violation f 10b-5: mgmt failed to disclose that things were going bad, should have disclosed earlier.  D would move to dismiss.  If no motion to dismiss – discovery.  Who gets the 1st shot at discovery – D; but D can’t do much.  Now P gets a shot at discovery – interrogatories.  D wants to settle.  So, even though there is not even a remote pos’ty of P to win – if no motion to dismiss – real settlement value.  P’s lawyer comes out well out of it.  Settlement requires permission of judge, but then P and D want to settle.  This is extortion.  Good proposal: in every class action, for guardian to be appointed to represent P’s class.

· However, here – identified class of persons who under antitrust decree had right to be offered sec’s at bargain price.  They claim that they were misled – prospectus said this wasn’t a bargain.  If no 10b-5 claim – they have no other claim.  Slain: better to hold that they have standing under 10b-5.

· Other case: I have options to buy sec’s; options are expiring; co misleads me – I let my options expire; then co announces they discovered cure for common cold.  Yes, they misled me.  But I don’t have standing to sue them under 10b-5.
· Suppose my security was supposed to be converted on certain date, but mgmt induces me not to convert – what result? – I don’t have standing to bring the suit – neither purchaser nor seller (+for derivative suit – there has to be harm to corp)

· The technique to reduce vexatious litigation has been to deny standing to classes of Ps, but then you get rid of both good/meritorious and bad cases.  Slain: things that would work better:

1. raise materiality standard

2. revisit question of atty’s fees: if we reverse the American rule and adopt “loser pays all” rule – no chances of extortious litigation – the problem will disappear
Virginia Bankshares v. Sandberg

§14a + Rule 14a-9
(S.Ct 1991)
2 holdings - subjective belief by directors and standing - both wrong
2 issues

(1) Does a simple st’nt of opinion w/r/t significance of fully disclosed facts constitue actionable misrepresentation

(2) Do these s/hs, whose votes were not needed, have standing to complain of inaccurate proxy st’nt

· Slain: S.Ct got both issues wrong

· Freeze-out merger: parent co had enough stock (85%) to approve transaction w/o any proxies from outside s/hs, but they issued proxy st’nt and solicitation to minority s/hs.  (In case of subsequent litigation, considerable advantage to D is transaction was voted for by majority of minority s/hs – entire burden of proof would shift to D.)

· D got most proxies, but not from this P.  P – defect in the proxy st’nt: Board recommends the transaction + says that it recommends bec deal gives s/hs higher price - $42 per share – and this is fair price.  P: directors didn’t believe that this was really a high price; there is info that co can sustain higher price than $42 – P gets this info from proxy st’nt.

· S.Ct holds 2 things:

1. Mere subjective disbelief by directors is not actionable.  If disbelief about factual basis which is inaccurate – actionable (if misstate the speaker’s reasons and also mislead about the stated subject matter)

· R. 14a-9 imposes liability only for misstatements of material facts.  Fact is material if there is substantial likelihood that a reas s/h would consider it important in deciding how to vote.  But a st’nt of belief by corp directors about a recommended course of action, or an explanation of their reasons for recommending it is normally material (expertise, knowledge, perceived superiority of directors).  Mere disbelief or undisclosed motivation is insufficient to satisfy the element of fact that must be established under §14(a).

· Here, proxy st’nt says that Board believes that trans’n is fair; Board doesn’t have that subjective belief, but trans’n is objectively fair – st’nt, although false, is not actionable

2. Ps/minority s/hs don’t have standing to sue bec their votes were not required to affect the transaction, even if there is material defect in proxy st’nt (this is what S.Ct didn’t decide in Blue Chip Stamps); parent owns or controls majority of stock

Slain: voting is the least important part of proxy process – proxy rules are needed to provide info to s/hs.  This court – awful result: if you don’t need s/h vote, it doesn’t matter how you lie to them.  Court is wrong: statute or rule don’t require that s/h votes affected trans’n.

· IF SECURITY IS NOT REGISTERED UNDER §12 - PROXY RULES ARE IRRELEVANT.


4. Vicarious liability and collateral participants

· Sec’s laws – their own vicarious liability ruled drafted into them: §15 of 33 Act and §20(a) of 34 Act
· §15 is limited to actions arising under §§11 and 12

· §20(a) – actions under 34 Act and Rules under 34 Act

(usu one or the other)

§15 Provides that a person who controls a person held liable under §11 or §12 of 33 Act shall be jointly and severally liable with such controlled person, unless such controlling person did not have knowledge of th efacts or reas grounds to believe in the existence of such facts upon which the controlled person’s liability is predicted.

§20(a) Imposes joint and several liability on persons directly or indirectly controlling one held liable under 34 Act, unless such controlling person acted in good faith and neither directly or indirectly induced the violation.

1. This is not common law of vicarious liability.  Under common law: if tort committed by e’ee in the scope of e’nt – e’er is vicariously liable.  Under sec’s laws – defense of due diligence and good faith
2. Language of these 2 provisions is different, but cases under §15 and §20(a) are cited and relied upon interchangeabley, as though the language were identical

Hollinger v. Titan

Controlling person liability under 20(a): not only e’nt 
(9th Cir 1990)


relationship, can be ind’nt K-tor




It’s the person sought to be held vicariously liable under 15 and 20(a) that has burden of proof (not P)

Good faith & due diligence – aff defense





Good faith defense for broker-dealer

· Broker working for registered broker-dealer – registered rep; is licensed by NASD.  On his NASD application he lied – didn’t mention that he committed forgery; but his registration wasn’t cancelled; and he stole from clients

· Problem of embezzling e’ee: he did it once – he’ll do it again.

· Here, client sues broker-dealer

· Broker-dealer defends:

1. We didn’t control the rep; this rep wasn’t an e’ee, but ind’nt K-tor – out of reach of 20(a)

2. We didn’t intend that he do all of this

3. Even if all of the above doesn’t work, we can only be liable if we are culpable participant in his wrondoing

· Dist ct dismissed the case

9th Cir: for P

Control doesn’t require e’er-e’ee relationship (Slain: this is right); control means control of fact

· Held to be controlling person – vicariously liable:

· e’er

· partner

· e’ee of the tortfeasor (he made decisions)

· creditor

· customer

· Dist ct seems to hold that in order to be vicariously liable for the tort, the broker-dealer must have an e’nt relationship – confused w/common law of agency.  This is not true if business tort: co is responsible for ind’nt K-tors

Question of culpable participant
· There is a defense of good faith and due diligence.  Who has burden of proof: 9th Cir – it’s the person sought to be held vicariously liable under 15 and 20(a) that has burden of proof of due diligence and good faith
· So, good faith and due diligence is affirmative defense
· P is not required to show culpable participation to establish that broker-dealer is a controlling person under 20(a)

D’s burden of proving good faith

· Broker-dealer cannot satisfy its burden of proving good faith merely by saying that it has supervisory procedures in place, and therefore, it has fulfilled its duty to supervise

· A broker-dealer can establish the good faith defense only by proving that it maintained and enforced a reasonable and proper system of supervision and internal control

· So, it’s a complete defense: we had compliance w/supervisory procedures – they were in place and efficiently administered

· Broker-dealers don’t usu succeed

Problems

1. Are these vicarious liability rules in 15 and 20(a) layered on top of common law vicarious liability, or do they operate as alternative to common law vicarious liability – is statutory vicarious liability exclusive (split in circuits)

· Better arg’nt that these rules are exclusive

· When does it make a difference: under common law, no such thing as good faith and due diligence defense; if w/n scope of employment – e’er is vicariously liable

2. See Bateman – in pari delicto

Central Bank of Denver v. First Interstate
Aiding and Abetting under 10b-5
(S.Ct 1994)




Held: no private aiding and abetting liability under 10(b); but See §20(e) – yes, SEC can deal w/aidors and abettors
· Slain prefers caveat emptor – buyer beware, but Ps in this case have every reason to be outraged

· D – indenture trustee under municipal bonds.  Bonds requrie that smb provide trustee w/appraisal of property subject to lien on bonds.  Under K-tual arrangement, property had to at all times be worth 160% of face amount of bonds.  New appraisal came in, but trustee just filed it away.  Bank enters into negotiation w/issuer of bonds, agrees to wait 11 months before it hires outside appraisal.  Improvement district sells more bonds.  Ps’ bank bought them; land went down.  Ps sue everybody alleging violation of 10b-5.

· Ps claim that indenture trustee aided and abetted 10b-5 violation

· Elements of aiding and abetting:

1. primary violation

2. D knew or should have known

3. D assisted

· Here:

1. yes

2. D didn’t know, but had reason to be suspicious

3. yes, D materially assisted by not exercising the right to have outside appraisal

· Dist ct + Cir ct: D was aidor and abettor of 10b-5 violation

Cert

· Kennedy distinguished bet 2 kinds of issues implicated by 10b-5

1. What would Congress have decided in 1934 if it drafted 10(b) in contemplation of possibility of private right of action

2. What conduct is forbidden.  Kennedy: only conduct of smb who directly or indirectly engaged in forbidden acts, but aiding and abetting attaches to someone who hasn’t done that

· Congress did it in other statutes, so it could have done it here, but it didn’t

· Held: the text of 10(b) does not prohibit aiding and abetting, so a private plaintiff may not maintain an aiding and abetting suit under 10(b)
· Also issue: federal aiding and abetting statute – criminal liability: aidor and abettor is a co-principal of the crime.  Possibility that if you aid and abet a criminal violation of sec’s laws – can be prosecuted

· In 1995 Congress enacted §20(e) of 34 Act: capacity of SEC to deal w/aidors and abettors was restored


5. Procedural matters

Rodriquez v. Shearson American Express
Arbitration clause
(S.Ct 1989) 




Agreements to arbitrate entered into at the same time as the underlying transaction are enforceable
· Wilko v. Swan held that Sec 14 of 33 Act and Sec 29(a) of 34 Act – anti-waiver provisions – had the effect of making agreement to arbitrate sec’s laws dispute unenforceable

· Here, S.Ct reversed this

· Arbitration Act wasn’t enacted at the time of Swan
· Is arbitration a good or bad idea? – good: arbitration is faster and cheaper than lawsuit.

· If you have technically deficient legal case, but strong sympathetic case – better arbitration (and vice versa)

· Issue: can arbitrator give punitive damages?  Sec 29 of 34 act – actual damages only.  Punitive damages are not available under sec’s laws.

Bateman, Eichler v. Berner

In pari delicto defense
(S.Ct 1985)

· Salesman who finds some customers and sells them sec’s based on fictitious claim of inside info.  Customers lose money and sue salesman and his e’er alleging violation of 10b-5.

· E’er defends – doctrine of in pari delicto: Ps engaged in sec’s law violation – they hoped to trade on inside info.

· Are Ps barred?

· S.Ct: private action for damages is barred by in pari delicto only (1) where P has at least substantially equal responsibility for violation + (2) preclusion of suit won’t interefere w/effectiveness of sec’s laws and protection of investors

A private action for damages may be barred on the grounds of P’s own culpability only where (1) as a direct result of his own actions, P bears at least substantially equal responsibility for the violations he seeks to redress, and (2) preclusion of suit would not significantly interfere w/effective enforcment of the sec’s laws and protection of the investing public

· Here, salesman knew he was engaged in fraud.  Did his e’er know? – no.  Under Sec 20 of 34 Act – high duty of supervision of registered rep.

· Question: co has e’ee or ind’nt K-tor – agent, who defrauds smb w/whom co is dealing.  Victim is a good man.  But here – Ps know there is fraud, just doesn’t know that the fraud is on them.
· Say, salesman driver delivers cases of milk to stores.  He regularly delivers 15 cases and charges the store for 20.  How could e’er detect that? – no way, unless hire a private detective.  How could the customer prevent this? – easily – spot check at least once.  So, completely innocent e’er is non-negligent, but vicariously liable; and “victim” who knows there is fraud, just thinks it’s not on him – or customer who’s extremely careless – negligent.  Where do the laws fall?  Risk is being consistently placed on e’er.

· Here, e’er did nothing to cause this sit’n, whereas P knew there was fraud, just didn’t think it was on him.

· Slain: law should fall on P here; but no pos’ty of such result – e’er winds up being liable.

· (Damages here – tort damages – P’s out of pocket loss)

· Ernst & Ernst: none of people who dealth w/Nay had an indication in confirmation letters from auditors that co held their sec’s, but nonetheless confirmed their accounts to the auditors.  So Ps – extremely negligent.

Musick, Peeler

Contribution: co-Ds in a 10b-5 action have a right to seek 
(S.Ct 1993)

contribution
· Held: right of contribution is to be implied among co-Ds in a 10b-5 case

· Slain, like Justice Thomas, stunned by the result: S.Ct earlier decided that there was no contribution among antitrust Ds.  S.Ct ignored this precedent in antitrust area

· So, those charged w/liability in a 10b-5 action have a right to contribution against other parties who have joint responsibility for the violation

ASSIGNMENT NO. 9 – INSIDER TRADING

§20A, §21A; Rule 10b-5, Rule 14e-3

Section 20A  Private right of action based on contemporaneous trading

Section 21A  Civil penalties for insider trading

Rule 10b-5  Employment of manipulative and deceptive devices

It shall be unlawful for any person

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

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

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

in connection with the purchase or sale of any security

Rule 14e-3  Transactions in Securities on the Basis of Material, Nonpublic Information in the Context of Tender Offers

(a) If any person has taken a substantial step or steps to commence, or has commenced, a tender offer, it shall constitute a fraudulent, deceptive or manipulative act or practice w/n the meaning of section 14(e) for any other person who is in possession of material info relating to such tender offer which info he knows or has reason to know is nonpublic and which he knows or has reason to know has been acquired directly or indirectly from

(1) the offering person,

(2) the issuer of the securities sought by such tender offer, or

(3) any officer, director, partner or employee or any other person acting on behalf of the offering person or such issuer,

to purchase or sell or cause to be purchased or sold any of such securities, unless such info and its source are publicly disclosed by press release or otherwise.

Cady, Roberts

Broker-dealer firm; partner sold his shares based on inside info

SEC: violation of 10b-5; Court: yes.

SEC v. Texas Gulf Sulphur

Rule 10b-5 Insider Trading

2d Cir 1968



Duty to disclose or abstain





Who are liable? - all people who have inside info: e’ees and independent contractors (not only directors and officers)
· Inhibition on insider trading is applicable not only to broker-dealers, but very broadly

· Held: Anyone in possession of material inside info must either disclose it to the investing public, or, if he is disabled from disclosing it in order to protect a corp confidence, or he chooses not to do so, must abstain from trading in or recommending the securities concerned while such inside info remains undisclosed.

No absolute duty to disclose: duty to disclose or abstain - you only have a duty to disclose if you trade info
· Rule: disclose to counter party or abstain from trading; now way to disclose to counter party – so, really abstain

· So, if I have business reason for keeping the news quiet – I can abstain – no duty to disclose (until they drill up smth).

· When insiders may trade: must wait until the material info has been “effectively disclosed” in a manner sufficient to ensure its availability to the investing public.  At minimum – wait until it goes over Dow Jones broad tape – people who had info are not at liberty to use it until it is disseminated on the market: last person to use info is the first person who has it.  Slain: odd.

· If the info was material, its possessors should have kept out of the market until disclosure was accomplished.

· Test of materiality: whether a reasonable man would attach importance in determining his choice of action in the transaction in question.

· Whether facts are material w/n Rule 10b-5 when the facts relate to a particular event and are undisclosed by those persons who are knowledgeable thereof depends upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity.

· Here, knowledge of the results of the discovery would have been important to a reasonable investor and might have affected the price of the stock.

· Slain: conception of securities market as a place of perfect info: person who is trading on securities market has the same info as anybody else – but impossible to operationalize.  This standard of materiality is absurd, bec speculator is interested in anything

2d Cir standard of materiality: anything that would interest Wall Street speculator – very low standard

· The core of R 10b-5 is the implementation of the Congressional purpose that all investors should have equal access to the rewards of participation in securities transactions.  All members of the investing public should be subject to identical market risks.  The insiders here were not trading on equal footing w/outside investors – inequities based upon unequal access to knowledge.

Facts

· (2 actions here: one for misleading press release and the second one for ag the officers for insider trading)

· TGS acquired drilling rights to a mineral deposit discovered major mineral fund.  Some geologists, some directors bought stock and calls (options) to by TGS stock.  TGS also issued stock options to various e’ees including 5 that knew of drilling.  Land acquisition goes through (they bought all the land), they start redrilling.  Then TGS issued a press release saying that nothing definite was found.  Then TGS announced major mineral strike.  Court holds for SEC.

· Call – option to buy a security, usu at a price slightly above the current market.  Writer – person who gives this option, usu institutional investor: 3 classes of people + Of these 3 classes, who is hurt by insider trading? Of these 3 classes, who is hurt by insider trading?

1. people who write options for purchase by insiders – yes, they are hurt, bec they’ll lose much stock

2. co, like TGS, itself writes options to its e’ees – s/hs are not worse off by the fact that insiders came into the market as a buyer, it could even help s/hs

3. people who sold co’s stock in the open market and whose stock was bought by insiders

· So, you’re Texas s/h, decided to sell your stock.  How worse off are you if smb w/info buys this stock – how is this unfair? – he didn’t do anything to induce you to sell – no injury to you

Nobody could explain why in an exchange transaction there is an injury to counterparty from insiders; but counterparty who traded w/inside trader could have cause of action (but almost no lawsuits)

· If OTC security – this would work differently.  If OTC – who is the counter party – the market maker.  If you hadn’t sold, I wouldn’t have bought and vice versa – real injury to market maker (dealer) – insider caused him to buy/sell, when otherwise he wouldn’t have done so.

· Here, SEC injunction proceeding: SEC seeks remedy – disgorgement – for D to turn over the profit

· Motivation for press release – to quell the rumors.  VP Fogarty knew that assay was positive; press release is not very optimistic, less optimistic than the state of his knowledge.  If he issued a more factually accurate press release, price of stock would go up a lot.

· Rule of thumb: when in doubt – make the news bad.  Whose interests were disserved by that? – people who sold their stock + people who didn’t buy, but see Blue Chip Stamps – they don’t have standing

· Ernst v. Ernst: elements of 10b-5 violation, one of which is scienter – conscious intent to defraud; this press release is not conscious intent to defraud; these people were trying to keep situation from getting out of hand.

· But Court: yes, violation; so what’s the meaning of scienter – intent to defraud or just that D did what he did

· Liability of insiders: who are the people who can be held liable? – not limited to directors and officers; all people who have inside info: e’ees and independent contractors
· Congress amended 34 Act by adding Sec 20A and Sec 21A

· Sec 20A solves the problem that was though to inhibit private suits – provides for private right of action based on contemporaneous trading; 20A itself does not add anything substantive to insider trading – just that insider trading is a violation of statute or rules

· Cady + Texas: characteristic of inifo – info came from the co itself – “inside info”, but in Chiarella – info is not known to the co

Chiarella v. US (S.Ct 1980)

§10(b) + Rule 10b-5






Violation of 10b-5 only when duty to disclose because of pre-existing fiduciary relationship – you can’t be a 10b-5 violater unless you owe fid duty to counter parties in the trade (to corp – to its s/hs).

· D/printer for a financial printer, figures out the real names of co’s subject to tender offers, makes $30,000 in 4 years trading on this info ahead of tender offer.  SEC brings 10b-5 action.  Court holds for D.

· Chiarella’s defense: he is not corp insider.

· Inside info (coming from inside the co) v. Market info (info relating to the co coming from somewhere else).  Here, info is not coming from inside the co in whose securities D is trading.  D knows info even though his co doesn’t know.  His info wasn’t known to the target co – not “inside” info; it came from tender offeror.  Here – Chiarella is a market insider.

· But you can argue that e’ee owes fid duty to his e’er – through corp runs to corp s/hs.  Lower court said that Chiarella is a market insider; market insider has the same duty as corp insider, based on academic theory, not law (draft of bill not yet introduced in Congress).  S.Ct reversed Chiarella’s conviction.

· A duty to disclose under 10b-5 does not arise from the mere possession of material nonpublic info.

· Held: one who fails to disclose material info prior to the consummation of a transaction commits fraud only when he is under a duty to do so; and the duty to disclose arises when one party has info that the other party is entitled to know bec of a fiduciary or other similar relation of trust and confidence bet them.

· Silence in connection with the purchase or sale of securities may be fraud actionable under 10(b); but such liability is premised upon a duty to disclose arising from a relationship of trust and confidence bet parties to a transaction.

· Basis of 10b-5: breach of fiduciary duty owed to the counter-party.  You’re e’ee of Texas Gulf – get info – want to sell.  I’m a s/h: yes, you owe fiduciary duty to me.  E’ee’s fiduciary duty runs not only to e’er, but to e’er’s s/hs.  So, an e’ee or agent has fiduciary duty to the co he works for, and this duty runes to s/hs of the co: e’ee who buys co stock from s/h w/o disclosure breaches fid duty to s/hs; e’ee who sells co shares to another w/o disclosure also violates fid duty (to future s/hs)

· When you buy on the market, you buy from a counter-party

· Another theory here: tender offeror could be injured if price of target stock goes up.

· Another risk: D will go to broker to buy stock; so the 2nd time he’ll do it, broker will notice that D knows smth – piggybacking phenomenon.

· Majority does not decide the issue of misappropriation.  Chief Justice Burger: conviction should be affirmed on misappropriation grounds – he would read 10b and 10b-5 to encompass the principle that a person who has misappropriated nonpublic info has an absolute duty to disclose that info or to refrain from trading.  Chiarella misappropriated this info from his e’er’s client – tender offeror.  Info was supposed to be confidential – so, theft, duty to disclose to his e’er.  If info was misappropriated, can’t trade bec of duty to disclosure to the counter party.  (Different turn in O’Hagan).

· Congress enacted the last sentence of Section 14(e) of 34 act.  As an afterthought, SEC enacted Rule 14e-3.

Dirks v. SEC (S.Ct 1983)
Tippee liability under 10(b) and Rule 10b-5: liable only when tipper (insider) is liable; tipper is liable when personal advantage

· Dirks received material nonpublic info from insiders of a corp with which he had no connection.  He disclosed this info to investors who relied on it in trading in the shares of the corp.  Issue: whether Dirks violated 17(a) of 33 Act and 10(b) and Rule 10b-5 of 34 Act by tipping his customers that Equity Funding is not a good place to invest money (because of massive fraud w/n the co)

· Held: for Dirks – he is a tippee (receives inside info from insider) (not tipper); tippee is a 10b-5 violator only if tipper is 10b-5 violator.  When is tipper liable for 10b-5 violation? – when provide info for some personal advantage: financial advantage, reputational advantage, gift.  Here – nothing like this; they tipped for public purpose – gave info about illegal activit.

· Duty to disclose before trading on material nonpublic info does not arise from the mere possession of nonpublic market info; such a duty arises from the existence of fiduciary relationship.  Plus, there must be manipulation or deception.  Thus, insider will be liable under Rule 10b-5 for inside trading only where he fails to disclose material nonpublic info before trading on it and thus makes secret profits.  No duty to disclose when person who has traded on inside info was not the corp’s agent, not a fiduciary, or was not a person in whom the sellers of the securities had placed their trust and confidence.

· Rule:  A tippee assumes a fiduciary duty to the s/hs of a corp not to trade on material nonpublic info only when the insider has breached his fid duty to the s/hs by disclosing the info to the tippee and the tippee knows or should know that there has been a breach.

· Whether disclosure is a breach of duty depends on purpose of disclosure.  The test: whether the insider personally will benefit, directly or indirectly, from his disclosure.  Absent some personal gain, there has been no breach of duty to s/hs.
· Slain is against J. Blackmun’s dissent (securities investment is a game of perfect info; Dirks clients profited at the public’s expense).  S.Ct – direction of arg’nt that SEC’s policies are seriously flawed.  Nobody buys securities after reading disclosure doc’s – people buy from advisors; people who advise advisors – securities analysts (like Dirks) – the only people who read disclosure doc’s (they should have info to advise everybody else).  It’s Dirks’s job to advise his customers.  If you give strong disincentive to Dirks to pass info to his customers, you also give him disincentive to discover fraud – you impede securities analysts, and so defeat the goals of securities system.

Rule 14e-3  Prohibits insider and tippee trading in the tender offer context by applying the disclose-or-abstain provision where an individual is in possession of material info relating to a tender offer when he or she knows or has reason to know that such info is nonpublic and was obtained directly or indirectly from the offeror, the subject corp, any of their affiliated persons, or any person acting on behalf of either co.

US v. Chestman (2d Cir 1991)
Rule 14e-3; 10b + Rule 10b-5 - misappropriation theory; fiduciary duties of family members
· Chestman – stockbroker; got info from Keith Loeb about negotiated takeover of Waldbaum by A&P through tender offer; President told his sister – her daughter – her husband (“don’t tell anyone”) – D/Chestman; Chestman buyes stock for his client portfolios, inluding Keith’s; then Keith bec witness ag Chestman.  Purgery – lying to SEC investigators; mail fraud.

Majority (J. Oakes): Issues

(1) Validity of Rule 14e-3 and whether D is liable under Rule 14e-3 – yes, valid and yes, D liable

· D: SEC exceeded its authority when it enacted Rule 14e-3.  Held: SEC did not exceed its statutory authority in drafting Rule 14e-3(a); a rational trier of fact could infor that the info originated, “directly or indirectly,” from a Waldbaum insider – ag. D.

· Rule 14e-3 speaks to tender offers not otherwise regulated, like debt – it’s broader than the rest of the Williams Act: not trade on inside info in connection w/any tender offer (that’s what D did).  It’s a disclosure provision.

· What is the standard of review here: Interpretive rules v. Legislative rules.  Here – SEC is enabled by Congress to implement the Act – this is Legislative rule.  The only q’n: is this w/n the grant of authority from Congress: if yes – valid, unless arbitrary or capricious (which is not here); deference to Rule here – valid.

· D: I lacked proper notice – did not know whether Court would ultimately find it valid (evidentiary arg’nt).  Court rejects.

(2) Rule 10b-5 – D not liable

· D is 1) aider and abetter of Keith’s violation of Rule 10b-5 and 2) himself a violator of 10b-5 as Keigh’s tippee.  In any case, his violation depends on Keith’s violation

· D’s 10b-5 convictions were based on the misappropriation theory: that one who misappropriates nonpublic info in breach of fiduciary duty and trades on that info to his own advantage violates Section 10(b) and Rule 10b-5.

· Why not find Keith liable on traditional insider trading standards as in Texas Gulf Sulphur? – because after Chiarella, you can’t be a 10b-5 violator unless you owe fiduciary duty to counter parties in the trade (to corp – to its s/hs).  For Chestman to be a violator, Keith has to be a violator – Keith has to owe fiduciary duty to Waldbaum corp – to its s/hs.  Keith is not an e’ee of Waldbaum.  Thus, he can’t be liable unless he misappropriated from Waldbaum family.

· Under misappropriation theory, a person violates Rule 10b-5 when he misappropriates material nonpublic info in breach of fiduciary duty or similar relationship of trust and confidence and uses that info in a securities transaction.  [This theory extends liability to persons possessing material nonpublic info who use the info in violation of a duty owed to someone other than s/hs of corp whose sec’s were traded.]

· Fiduciary duties.

Gov’nt: alleged misappropriator is Keith – he breached fiduciary duty to his wife and the Waldbaum family when he disclosed to Chestman info concerning a pending tender offer for Waldbaum stock.  2 critical elements: Keith breached fid duty and Chestman knew about it.

Court holds:

1. A fiduciary duty cannot be imposed unilaterally by entrusting a person with confidential info (can’t impose fid duty on someone who doesn’t accept it, by saying “don’t tell”).

2. Marriage does not, without more, create a fiduciary relationship: husband and wife do not owe each other fiduciary duties; rather, the existence of a confidential relationship must be determined independently of a preexisting family relationship.

Slain:  Fiduciary – person who is in some relationship with others where law to some extent limits his right to look to his own interests (Slain thinks marriage should be grounds for fiduciary duty bec no one deals w/their spouse in an arms-length bargaining posture).

Judge Winter (concur in part and dissent in part)

· Alternative theory: business-property rationale for banning insider trading: info belongs to the co, bec co expended resources to create it – then taking this info is a theft.  Insider trading may reduce the return on info: creates incentives for insiders to disclose info that may disregard the welfare of corp + creates a risk that info will be prematurely disclosed by such trading, and corp will lose part or all of its property in that info.  Piggybacking.

· Winter: Chestman can be liable under 10b-5 under either the Dirks rule, or misappropriation theory, bec there is fid duty of family members: duty not to use info obtained from family members for personal profit where the use risks disclosure.  Susan’s saying “Don’t tell” is enough for Winter.  Anybody w/inside info about anything can’t use it, but then nobody who works for co can ever buy co’s stock – not a good idea.

· Slain: problem – not possible to turn sec’s into game w/perfect info (like chess).

· Winter: in the modern world, most valuable asset of business is info – so insider trading liability has to protect party’s property rights to info.

· In tender offer area – easy to find injury to source of the news: if start trading – drives up the price – obvious injury to tender offeror – legitimated 14e-3 prohibition.

· Winter disagrees w/r/t family: there has to be fiduciary duty of family members – “business family” duty.  Then by his formulation, Keith is a violator.  Slain – bad view – can’t be such a family relationship.

Judge Miner (concur)

· Disagrees w/J. Winter’s family rule: family discourse would be inhibited w/Winter’s rule.

· Says that rationale for Winter’s rule is that family members would be encouraged to speak freely on all matters pertaining to the family, knowing that the lips of those who receive confidential corp info in the course of ongoing family interchanges would be sealed.  But what family members would want to receive any info whatsoever that might bear on the family business + not clear just who would be subject to the duty of confidentiality.

J. Mahoney (concur in part and dissent in part)

· Dissent w/r/t Rule 14e-3(a): SEC exceeded its rulemaking authority when it promulgated Rule 14e-3(a).

· SEC could only regulate like common law fraud.  Language of Section 14(e) is the same as language of Section 10(b).  Rule 14e-3 – anybody who has info – issuer, bidder, someone working on the deal – engages in fraudulent act if they are trading w/o disclosing to the counter-party (if I’m buying – to the seller); but not real pos’ty of disclosure; so SEC really says – abstain from trading.

· Chiarella: silence can be fraud only if there was duty to disclose; but Rule 14e-3(a) goes beyond Chiarella, because it contemplates disclosure to the counter-party.

· Mahoney’s view (lonely) got picked up very quickly.

US v. O’Hagan (S.Ct 1997)

10(b) + 10b-5 – misappropriation theory;

14(e) + 14e-3(a)
· D/O’Hagan – partner is law firm.  Convicted of fraud in violation of 10(b) and 10b-5 and fraudulent trading in connection with a tender offer in violation of 14(e) and 14e-3(a).

2 issues

· First: Is a person who trades in securities for personal profit, using confidential info misappropriated in breach of fiduciary duty to the source of the info, guilty of violating 10(b) and 10b-5? – Yes (ag D)

· Second: did SEC exceed its rulemaking authority by adopting Rule14e-3(a), which proscribes trading on undisclosed info in the tender offer setting, even in the absence of a duty to disclose? – No (ag D)

10(b) and 10b-5

· Held: criminal liability under 10(b) may be predicated on the misappropriation theory – a person commits fraud in connection with a securities transaction, and thereby violates 10(b) and 10b-5, when he misappropriates confidential info for securities trading purposes, in breach of a duty owed to the source of the info.

· The classical theory targets corp insider’s breach of duty to s/hs with whom the insider transacts

· The misappropriation theory outlaws trading on the basis of nonpublic info by a corp outsider in breach of duty owed not to a trading party, but to the source of the info.

· Full disclosure forecloses liability under misappropriation theory: if fiduciary discloses to the source that he plans to trade on the nonpublic info, there is no deceptive device and thus no 10(b) violation.

· Has to be deceptive conduct in connection with purchase or sale of security.

· Criminal liability may be sustained under the misappropriation theory.  To establish a criminal violation of rule 10b-5, Gov’nt must prove that a person “willfully” violated the provision.

· The fraud is on Dorsey and Dorsey’s client.

· Misappropriation theory – still abstain or disclose rule.  How can O’Hagan avoid violation of 10b-5 under misappropriation theory – disclose to his employer, owner of info – Dorsey – that he’ll trade on inside info.

· What is the utility of this to public investors?  How will it protect investors?

14(e) and 14e-3(a)

· 14e-3(a) does not require specific proof of breach of fiduciary duty.

· SEC may prohibit acts, not themselves fraudulent under the common law or 10(b), if the prohibition is reasonably designed to prevent acts and practices that are fraudulent.

J. Thomas (dissent)

· Thomas: we are criminalizing amorphous situation in 10b-5 – the range of possible situations is limitless.  Everybody buys info for the purpose of trading – right.

· Thomas sides w/Mahoney w/r/t 14e-3: 14e-3 calls use of inside info fraud or deception - wrong

Slain: Thomas is right about 10b-5; Ginsburg (majority) is right about 14e-3

· Chiarella: is there prohibition on using inside info if you are not getting it from the issuer, and so don’t owe fiduciary duty to the issuer and its s/hs

· Congress added last sentence of 14(e) to Williams act after it was enacted – so it wanted to deal with this issue

· Slain concedes that language of 14(e) is bad, but Congress must have contemplated that SEC would deal with this

· Narrowness of subject matter under 14e-3(a)

tender offer

sources:
issuer

bidder

somebody working on the deal – the only people who generate info

· In contrast, 10b-5 is completely open-ended: “if you misappropriate info and then trade it – you violated, but misappropriation is not defined

· Slain: no good reason for criminalizing these transactions (we take state fid duty w/r/t e’ees and criminalize it) – doesn’t serve investors.
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