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1. General

· A) Market Efficiency

· problems

· crowd effect – investors follow the herd

· game theory – investors try to anticipate how others will react and adjust investment patterns accordingly (~ beautiful baby contests)

· risks to arbitrage - 

· 1) arbitrageur may make wrong estimate

· 2) market may go more wrong before correcting

· B) Defn

· control person – person having power to either (i) direct mgmt / policies of issuer (~ stock, office, K, etc) (Rule 405) or (ii) obtain signatures of those required to sign registration stmt (HR Rept) @ 8(A)(ii)(b)(iii)(B)
· distribution – see analysis @ 8(A)

· generally = offer / sale to public investors (~ people needing protection of Act - Ralston)

· safe harbor (Rule 144) – if specific conditions met

· for value – 

· key = whether giver receives value from any source 

· includes - 

· free stock ~ creation of market in security – 

· vested dividend + subsequent BOD granted option for stock in lieu of cash dividend ~ for value to extent exercised

· warrants / options exercisable immediately – 

· lengthening maturity date of security ~ treated as retirement of old / issuance of new security – SEC v. Assoc. Gas (2nd 1938)

· material changes to economic / voting rights – unless involves no economic consequence to S/H (~ changing par value)

· excludes - 

· optional stock dividend ~ SEC ignores possibility of cash dividend followed by purchase of stock

· warrants / options exercisable in future
· reincorporation in different jurisdiction – even if changes S/H rights

· general solicitation – SEC position = any time offeror does not have pre-existing relationship w/ offeree
· issuer (§ 2(4)) - 
· offer / sale (§ 2(3)) – 
· includes – pledge of shares – Rubin v. US (US 1981)
· prospectus (§ 2(10))

· generally  – any [(i) written communication or (ii) radio / television transmission or (iii) website w/ hyperlinks to prospectus] which offers (~ § 2(3)) / confirms security for sale

· includes – confirmations

· § 10(a) prospectus – must either (i) contain either (a) info in reg stmt (excluding copies of underlying agreements) or (b) O/W qualify under Rule 430A + (ii) if info > 9 mos old ( m/n/b > 16 mos prior 

· Rule 430A – prospectus may exclude price related info IFF (i) securities offered only for cash + (ii) pricing amendment subsequently filed (a) identifying price and U/W syndicate and (b) w/i 15 days of effective date

· § 10(b) prospectus  (Rule 430) – includes info in § 10(a) prospectus less info re: offering price + U/W and dealer commissions / discounts + conversion matters + other price related info

· post-effective (w/ pricing amendment) (Rule 430A) - allowed 

· underwriter (§ 2(11))

· includes - anyone who either (i) purchased w/ a view to or (ii) in connection w/ the distribution of any security or  (iii) O/W participation in any such undertaking

· excludes – person whose interest is limited to a commission for U/W or dealer ≤ usual / customary distributor / seller commission

· for § 5 offer purposes – is generally good

· for purposes of secondary distribution – is bad

· may be interpreted loosely

· C) SEC / Admin issues

· i) no action letters – effect = limited to part / situation addressed – Morgan Stanley SEA Rel No 28900 (1991)

2. Is it a Security - § 2(1)

· A) Investment K – consider both state and federal
· i) History - 















· Howey (1946) – S/C defines investment K broadly to protect investors
· Foreman (1975) – S/C retreats by focusing on economic realities to find that “stock” in co-op  is not a security
· Int’l Brotherhood Teamsters v. Daniel (1979) – S/C again restricts investment K defn by focusing on – (i) economic reality + (ii) (inferentially) ERISA regulation - to find non-contributory, compulsory pension plan <> investment K
· Marine Bank (1982) – S/C elevates presence of other comprehensive regulation as key factor
· Maybe modified Howey – possibly ( no investment K despite Howey IF ( transaction (i) involves a novel / unique instrument + (ii) not capable of mass distribution / public trading + (iii) where no offering document distributed + (iv) transaction is negotiated privately
· Reves (1990) – rejects Howey test for notes b/c they are fundamentally different instruments 
· Maybe limited Howey – to investment K 
· ii) possible defense to Howey test - 











· private / one-off / unique transaction – is NOT a security where (i) involves a novel / unique instrument (~ use of barn / pasture) + (ii) not capable of mass distribution / public trading + (iii) where no offering document distributed + (iv) transaction is negotiated privately – Marine Bank v. Weaver (US 1982)

· iii) Tests – 














· a) Federal - economic reality test = if all of following present  (SEC v. Howey – US 1946) – row of citrus trees w/ subsequent service is an investment K
· 1) investment – cash or non-cash 







AND
· 2) in common enterprise – all courts view (A) as sufficient; some courts find (B) sufficient also AND
· A) horizontal commonality (interrelatedness b/w investors) – generally requires 3 elements - SEC v. Life Partners (DC 1996) – re: purchasing life insurance K on AIDS patients
· i) pooling of investment funds – 

· key question = is there a threshold % of pool which m/b sold before any individual’s investment w/b consummated (N --> No pooling)

· irrelevant issues = 

· commingling of assets – Life Partners 

· number of investors (~ one is sufficient) b/c nature of investment controls / not number of investors – SEC v. Lauer (7th 1995)

· present where – profitability depends on spreading fixed costs over pool - Life Partners
· excludes – selection of 1 week from pool of weeks for time share (b/c investors must receive undivided share in same pool for commonality to be present)  – Wals v. Fox Hills (7th 1994) – (1 week fall time share swapped for summer <> investment K)
· ii) shared profits - 

· iii) shared losses - 

· B) vertical commonality (broad v. strict) – interrelatedness b/w investor and promoter

· test = are activities of promoter are controlling factor in success of investment?

· application - 

· a) broad – requires merely some connection b/w promoter efforts and collective success of investors (5th) ; Mechigian v. Art Capital Corp (SDNY 1985)

· b) strict – requires promoter / investor share risks of venture (SD Cal; 2nd)

· 3) expectation of profits is principle motivation for investment – 



AND
· expectation – subjective intent as to consumption / profits = determinative – Teague v. Bakker (4th 1998) – Jury may consider whether purchaser of lodging were attracted by use or prospective financial return
· profits – either (i) capital appreciation resulting from development of an initial investment or (ii) a participation in earnings resulting form use of investor’s funds (Forman) or (iii) (maybe) valuable return on an investment, including interest (but this is specifically for notes)- Reves
· includes - 

· a) purchase made in the prospect of a return on investment - SEC v. Life Partners (DC 1996) – re: purchasing life insurance K on AIDS patients
· excludes – 

· a) consumed benefit – SEC v. Life Partners 
· b) any of the following (i) tax deductions + (ii) reduced rent / income from the commercial lease of communal floor space + (iii) overly speculative / insubstantial income – Forman 

· 4) profit comes from effort of others / promoter – 

· A) available tests 
· i) solely - profit must come from effort “solely” of others - Howey (US 1946)

· ii) bright-line “date of purchase”  test - requirement satisfied if profits depend predominantly on promoter efforts after purchase date (b/c investors benefit from disclosure / securities law requirements) - SEC v. Life Partners (DC 1996)

· a) post-purchase functions – 

· consider extent to which promoter can effect Rate of Return on investment

· efforts of promoter m/b more than ministerial / clerical efforts

· b) pre-purchase functions = irrelevant (purchase date = bright line)

· iii) derived from – met where profit derived from the entrepreneurial / managerial efforts of others - Forman (US 1975) (~ flexible)

· ftnt 16 – recognized 9th broader reading BUT refused to pass judgment

· iv) undeniably significant - whether efforts of those other than the investor are the undeniably significant / managerial efforts which affect the success / failure of enterprise - SEC v. Glenn (9th 1973)

· B) Other Issues
· i) pyramid schemes – promoters later efforts to attract new investors deemed significant – Miller v. Central Chinchilla (8th 1974)

· ii) franchise / distributorships -  

· if high investor participation = NOT security - Crowley v. Ward (10th 1978)

· illusory investor option to participate = security – SEC v. Aquasonic (2nd 1982)

· b) States – Risk Capital Test 
· focus = extent to which (i) investment capital is (ii) subject to risks of venture over which investor has no control – Silver Hills Country Club (Cal 1961)
· capital – defined broadly to include “economic capital placed subject to RoL through operation of scheme in question” (~ equity, debt, other payments funding ops - such as membership fees)

· risk- may be mitigated by collateral / insurance
· problems – lack of uniformity b/w states + ambiguity in terms
· differs from Howey – (i) no need for common enterprise + (ii) no need for reliance on sole efforts of others + (iii) considers the degree of risk associated w/ investment (lower risk --> less likely t/b security)
· iv) policy - 















· purpose - mandates disclosure in situations w/ separation of ownership & control  to ensure investors allocate capital to highest value use

· interpretational theory - in defining “investment K” ( s/b defined narrowly b/c 

· purpose = solely identifying unconventional instruments having the essential elements of debt / equity securities - Wals v. Fox Hills (7th Posner)
· textual reading - every item mentioned in § 2(a)(1) defn must have different meanings or w/b no need for separate mention in list - Reves v. EY (S/C) - re notes
· consider who is low cost producer of info

· B) Stock

· i)  Investment stock – 













· clearly a security where – both  (i) named + (ii) has w/ traditional characteristics of stock - Landreth (US 1985)
· traditional characteristics – (i) right to receive dividends contingent on profits + (ii) negotiability + (iii) ability t/b pledged / hypothecated + (iv) allowing proportional voting rights + (v) capacity to appreciate in value

· theory – recognizes the economic reality that “stock” is always an investment if it has traditional characteristics – Reves v. EY (US 1990) ~ dealing w/ notes
· ii) Non-investment stock (Economic Reality Test) –  









· NOT a security / investment K (despite “stock” label) IF all of the following - United Housing v. Forman (US 1979) – shs in co-op NOT a security 
· a) lacks all of the characteristics of stock investment
 AND 
· characteristics of stock investment – right to dividend contingent on profits + negotiable + proportionate voting rights + shares may appreciate in value
· b) share(s) bought for consumption rights 


AND 
· c) fails the Howey Test’s requisite expectation of profit  
· expectation of profit – does not include (i) tax deductions OR (ii) reduced rent / income from the commercial lease of communal floor space
· Thel – Forman is wrong – changes the Howey’s test for investment K (?????)

· Court trying to limit 10b-5 litigation through defn of security rather than addressing 10b-5

· iii) sale of business doctrine – 












· REJECTED b/c (i) stock has all indicia of corp stock + (ii) difficult line drawing issues if (a) less than 100% stock sale or (b) Purchaser stays on to manage - Landreth Timber v. Landreth (US 1985))
· applied where - economic substance of a sale of control in an entity allows the purchaser to become entrepreneur rather than the passive investor protected by the security acts
· economic reality test = only to determine whether transaction qualifies as investment K - Landreth
· theory – recognizes the economic reality that “stock” is always an investment if it has traditional characteristics – Reves v. EY (US 1990) ~ dealing w/ notes
· C) Notes

· Generally - 















· SA 1933 – all notes are securities but may be exempt from SA provisions
· generally - § 2(1)) – “any note” 
· exception - § 3 (a)(3) – notes w/ maturity less than nine months
· effect – even if registration exempt ( still subject to A/F

· SEA 1934 – § 3(a)(10) – any note, excluding notes w/ maturity less than 9 months 
· effect – even if registration exempt ( NOT subject to A/F

· policy – shorter time period = lower risk of loss

· Problem – cannot be true that any note is security b/c would federalize every consumer credit transaction
· Solution – 















· a) LT notes – 
· Test = family resemblance test – all notes w/ term > 9 months = rebuttably presumed t/b securities unless Def shows bears a family resemblance to list of judicially excepted securities – Reves v. EY (US 1990) – S/C holds demand notes (~ uncollateralized, unsecured, paying variable interest rate tied to rate of local fin institutions but not profit) = security
· resemblance factors - (based on Howey) – not all factors necessarily required

· 1) motivation of issuer (“investment of money”)– 

· if for general business purposes ~ security

· if for goods t/b consumed / commercial purpose ~ NOT a security

· 2) plan of distribution (“in common enterprise”) – 

· if widely offered / traded ~ security

· if given in face-to-face negotiations to narrow group ~ NOT a security

· 3) reasonable expectations of investing public (“w/ expect. of profit from effort of others) 

· profit ~ “valuable return on an investment, including interest” BUT courts unclear whether must be variable (~ per profits) or if fixed rate is enough

· if investors view as an “investment” ~ security (*** Court says will control if s/b security even if other factors say s/n/b security ***)

· 4) do other factors reduce risk (~ Daniel / Marine Bank influence)

· if not collateralized / not covered by other Federal regulation ~ security

· if secured / otherwise regulated ~ NOT a security

· judicially excepted securities = notes used for (i) consumer lending + (ii) secured by home mtg + (iii) ST notes secured by lien on small business or its assets + (iv) character loan to bank customer + (v) ST noted secured by A/R + (vi) formalizing an open acct debt incurred in ordinary course of business + (vii) evidencing loans by commercial banks for current ops - Reves
· b) ST Notes – unclear whether only commercial paper is not a note or all notes w/ maturity less than 9 mos.
· exception / exemptions

· a) if context otherwise requires – (intro to § 2(1))

· b) certain ST notes – exempt if (i) arise out of a current transaction + (ii) mature w/i 9 months (SA § 3(a)(3) / SEA § 3(10))

· c) traditional consumer / commercial transactions – lower courts recognize as being beyond defn of security

· policy - Reves
· Howey cannot apply b/c ( this test was designed for different type of instrument used in narrower situations
· Landreth cannot apply b/c ( mere use of name is irrelevant given wide use of notes
· D) Real Estate

· generally – not security UNLESS promoted on basis of ability to passively make income through efforts of 3rd party – Hocking v. Dubuois (9th 1989)

· E) Partnerships

· limited partnership interest = security

· general partnership interest = NOT a security unless investor (i) so dependent on promoter that could not exercise authority + (ii) shows either (a) no real legal control per p’ship agreement OR (b) no capacity to control (due to investor inexperience) OR (c) no practical control (due to dependence on unique managerial ability of promoter) – Williamson v. Tucker (5th 1981) 

· F) Pension Plans

· i) employer funded, fixed benefit plan (no EE contributions) – NOT a security b/c plan benefits (i) were fixed + (ii) depended on becoming eligible + (iii) covered by ERISA  (though technically may fall under Howey test) – Teamsters v. Daniel (US 1979)

· ii) voluntary variable benefit plan – unclear but ERISA may “pre-empt” securities regulation

· G) Bank interests (Bank savings accounts / CD)
· under applicable laws

· SA 1933 – exempt per § 3(a)(2) & § 12(a)(2)

· SEA 1934 – NOT security b/c (i) federally insured + (ii) bank regulations apply – Marine Bank v. Weaver (US 1982) – investor guarantees bank loan to farmer and pledges CD in return for farmer allowing use of pasture
· S/C applies using “context O/W requires language”
· e.g., 

· a) pledging CD as collateral (in return for share of profits & right to use pasture where S/H retains measure of control through veto power over future loans = private / one-off / unique transaction) = NOT security – Marine Bank 

3. Materiality  (not relevant if no duty to disclose)

· A) Silence

· No liability – unless duty to disclose O/W exists – Chiarella v. US (US 1980) ~ 10(b) context
· B) Materiality Defn

· i) substantial likelihood test - substantial likelihood a reasonable investor would consider it important in making security related decision - TSC v. Northray (US 1976)
· substantial likelihood = probably important to reasonable investor (not possible) - TSC
· reasonable investor – 
· = speculators and chartists of Wall Street – SEC v. TGS (2nd 1969)

· = avg small unsophisticated investor – Pintor v. Dahl (US 1988)
· ii) total mix test - substantial likelihood that disclosure of omitted fact w/h/b viewed by investor as significantly altering total mix of info – TSC
· effectively - omission not material if investors can infer from other disclosure (~mgmt can lie if everyone knows)

· consider – Truth on Market doctrine (below) as a defense

· iii) Probability & magnitude test – materiality depends on balancing (i) probability that event will occur + (ii) anticipated magnitude of the event in light of the company’s total activities – Basic v. Levinson (US 1988)

· applies to – speculative / contingent events (Basic S/C reserved decision on earnings forecasts / projections)

· approximates ~ current value of info by measuring financial significance of event, discounted by chances of happening

· iv) Rules of Thumb – rejected by SEC – Staff Accy Bulletin No. 99 (1999)
· v) Subjective test (face to face negotiations) – 
· policy – very costly if company has to tailor disclosures to each individual

· may apply where - single buyer / single seller due to subjectivity of reliance (but objective test applies where parties unknown to each other) – Thomas v. Duralite (3rd 1975)
· operates as defense – where PL accepted known / visible risks – Rorer v. Halpern (ED Pa 1980)

· C) Depends on the Type of Info - 

· i) Historic Info - 













· test = substantial likelihood test

· ii) Puffery – 













· not actionable where - puffery expected in particular situation (e.g,. in an auction of company) – Eisenstadt v. Centel (7th 1997)

· iii) Speculative Info (~ forward looking stmt) / Soft Info (projections, estimates, opinions) 




· test = probability & magnitude test

· possible exception – for earnings forecasts – Basic ftnt 9
· required disclosure – 

· 1) MD&A – reporting of trends / uncertainties “reasonable likely” to result in material changes to financial position – Item 303, Reg S-K
· actionability – 2 step test  – VA Bankshares v. Sandberg (US 1991)

· 1) was stmt material

· 2) were assertions in stmt false / misleading

· PL must show – (i) misleading re: “subject matter” of opinion + (ii) misstatement of speaker’s belief

· disbelief / undisclosed motive - not sufficient to make misleading

· theory – when one party has info advantage, predictive stmt implies number of testable assumptions (whether belief genuine, reasonable basis, existence of anything contradictory)

· liability – courts reluctant to allow liability in private action

· iv) Info re: mgmt integrity – always material – Franchard Corp. (SEC 1964) 






· practically – disclose everything material (tho no duty exists) – (In Franchard, Carey speaks of duty to disclose all material info

· technically - 

· i) BOD compliance w/ state mandated duties – 

· no disclosure required – In re Franchard (SEC 1964)

· mgmt fiduciary breach – disclosure required only if misfeasance is clear – Golub v. PPD (8th 1978)

· ii) company’s compliance w/ non-security norms - disclosure required only if (i) noncompliance is clear + (ii) significant financial implications

· iii) executive’s criminal behavior - disclosure required only if indictment / conviction in last 5 yrs – Item 401, Reg S-K ; US v. Matthews (2nd 1986)

· D) Duties to Disclose

· i)   General Duty – 













· a) Thel - no general duty to disclose material information

· b) SEC - 

· generally – no duty to disclose even material merger negotiations – SEC’s amicus brief in Basic
· per Carey – duty exists to disclose all material info – Franchard Corp. (SEC 1964)

· c) ED Wisc. - duty exists to disclose all material info – SEC v. Schlitz (ED Wisc. 1978)

· ii) SEC filing obligations  - 












· applies to – reporting companies + public issuers

· requires - full & fair disclosure

· full
· A) see forms / filing instructions - 

· B) periods included –

· 1) prior period - registration stmt must include info for any quarter concluded prior to 135 days before effective 

· 2) current period – Ripeness standard applies – Shaw v. Digital Equip (1st 1996) p50
· C) other - any item necessary to make a disclosure not misleading - SA Rule 408 / SEA Rule 12b-20 

· fair – covered by “buried facts doctrine”

· disclosure format may be misleading if material info is inaccessible / difficult to assemble – Kohn v. American Metal (ED PA 1970)

· fair disclosure <> achieved thru piecemeal release of facts – Kennedy v. Tallant (11th 1983)

· may be mitigated by – Truth on Market defense 

· iii) MD & A (Item 303 Reg S-K) -











· required disclosure = – mgmt must discuss trends, demands, commitments, events, uncertainty and which are both (i) presently known to mgmt and (ii) reasonably likely to materially affect corp ops / financial condition

· No ProA – at least where 10(b) action is O/W available – In re Sofamor Sanek Group (6th 1997)

· Safeharbor (Rule 175) – 

· Applies when - (i) invoked by speaker + (ii) oral / written stmts have a reasonable basis

· iv) Regulation FD – 













· ROA – SEC only (neither (i) PRoA nor (ii) § 10b A/F liability)

· applies to – companies which are either (a) § 12 registered or (b) § 15 reporting or (c) any person acting on their behalf who regularly communicates w/ S/H

· does NOT apply to – either (i) regular communications w/I course of business nor (ii) anyone who owes duty of trust / confidence to issuer nor (iii) person expressly agreeing maintain info in confidence nor (iv) credit agency (using info solely to rate credit) nor (v) info disclosed re: issuance of securities registered under SA (but NOT shelf registration)

· requires - public disclosure  (i) by specified time when (ii) selective disclosure of (iii) material non-public info has been made (iv) to certain persons
· public disclosure – either (i) Form 8-K filed w/ SEC or (ii) other means of broad / non-exclusionary disclosure to public

· specified time – depends on whether selective disclosure was intentional

· intentional (~ knew / s/h known info = material / non-public) ( concurrent fair disclosure is required

· unintentional ( “prompt” fair disclosure is required (~ ASAP but not later than the later of - (a) 24 hrs or (b) commencement of next day’s NYSE trading – after disclosure is discovered by sr. official of issuer)

· non-public – info not previously disseminated in manner making it available to investors generally

· certain persons -  broker / dealer (or associate thereof) + investment adviser / institutional investment mgr (or associate thereof) + investment company (or affiliate) + holder of securities who will reasonably foreseeably use info to buy/sell on info

· policy – protect investors confidence in markets + prevent tipping inside info + preserve market integrity + technology makes wide dissemination possible

· v) Duty to correct – 













· unclear if this exists (e.g., when discover subsequent error re: prior stmts no longer effective)

· vi) Duty to update – 












· applies to – either (i) prior stmts which remain “live” but have become untrue or (ii) when SEC Rules require update (~ Rule 14e-2 T/O)

· does not apply – merely b/c a prior stmt w/b untrue if repeated today – Backman v. Polaroid (1st 1990)

· vii) Rumors attributable to Corp – 











· definitely applies when - company adopts rumors (~ does not occur where company provides historical fact / corrects factual inaccuracies O/W present in analyst docs – Elkind v. Liggett (2nd 1980)

· may applies when - rumors are attributed to corp

· 2nd – duty exists if rumors attributed to corp

· 4th – no duty – Raab v. General Physics Corp (4th 1993)

· viii) Fiduciary Duty – 












· e.g., under state criminal law in face to face context; under state corp law b/w corp & S/H

· in merger context - 

· Duty exists - 3rd – courts should examine factors on a case by case basis to determine the appropriateness of requiring disclosure of soft info – Flynn v. Bass Brothers (3rd 1984)

· factors – facts upon which info based + qualification of compiler + purpose for which info intended + relevance to S/H decision + subjectivity / bias reflected in info + uniqueness of info + availability to investor of more reliable sources 

· policy – trends in mergers and need of S/H for info

· No Duty - 6th  – Staarkman v. marathon (6th 1985) ~ courts should require disclosure of factual info + preserve corp flexibility re: soft info

· E) Duty of honesty

· if one speaks ( antifraud provisions require complete honesty ~ duty to both (a) not make materially false / misleading statements + (b) correct materially false / misleading statements

· F) Defenses - 

· i) Failure to speak = justified – b/c of either - 










· a) disclosure is matter of timing – timing of disclosure is matter of business judgment (subject to BJR) – Bilard v. Rockwell Int’l (2nd 1982)

OR

· b) O/W justifiable delay – company may be justified in delaying disclosure despite duty to disclose

· applies when – either while (i) corp ascertains / verifies info until it is “ripe” for disclosure or (ii) corp pursues corp opportunity or (iii) disclosure would expose corp to undue / unavoidable RoL – Academic Interpretation
· practical solution – halt trading of company stock

· ii) Be Speaks Caution – consider context of disclosure 








· requires – both (i) affirmative cautionary stmts + (ii) which are meaningful
· meaningful ~ tailored to the specific risks associated w/ the transaction at issue / not just general stmt that investment is risky)

· limit of defense – does not apply re: (i) facts (~ fraud still applies) nor (ii) omissions

· S/C’s implicitly recognizes - misleading stmt may be discredited by an accompanying true statement (risk of real deception drops to nil) – VA Bankshares
· consider context of dislcosure – hopeful stmt as to covering debt service not misleading when does not affect total mix of info (~ buried among extensive cautionary stmts) – Kaufman v. Trump (3rd 1993)

· theory – cautionary context makes reliance on other stmts unreasonable

· policy – 

· benefit (over other safeharbors) = filing w/ SEC is irrelevant + whether stmts made in good faith / with reasonable basis is irrelevant in some jurisdictions

· problem – lack of uniformity in different jurisdictions

· ii) SEC safeharbor (SA Rule 175 / SEA Rule 3b-6) - 









· applies to - forward looking info in SEC filings

· no liability - unless shown that either (i) made w/o reasonable basis OR (ii) not disclosed in good faith  

· iii) statutory safeharbor (SA § 27A / SEA § 21E) – 

· applies to –  forward looking stmts which are (i) either (a) written or (b) oral  (NOT omissions) and (ii) NOT made by certain parties
· forward looking stmts – stmt which can only be proven true / false in hindsight – Harris v. Ivax (11th 1999)

· includes - where stmt based on mix of fact and soft info ( whole stmt = fwd looking 

· certain parties - recent violators of securities antifraud provisions + investment companies + penny stock issuers + IPOs + tender offers + going private transactions + § 13(d) beneficial owner reports + offerings by blank check companies

· requires –  any of -  
· 1) stmt is (a) identified as forward looking and (b) is accompanied by meaningful cautionary stmts and (c) if oral stmt ( identifies readily available documentations for further info OR
· forward looking - 

· cautionary stmts – acceptable even if do not identify the actual risk which causes stmt t/b false  - Harris v. Ivax (11th 1999)

· readily available ~ if either (i) filed w/ SEC or (ii) generally disseminated 

· 2) stmt is NOT material 
OR
· 3) PL fails to prove stmt was made w/ actual knowledge of falsity

· limit to safeharbor – does not apply to - recent violators of securities antifraud provisions + investment companies + penny stock issuers + IPOs + tender offers + going private transactions + § 13(d) beneficial owner reports + offerings by blank check companies

· iv) Truth on the Market doctrine – 











· generally - predictable bias is allowed - stmts not materially misleading when investing public knows truth re: disclosure  – Wielgos v. Comm. Edison (7th 1989)

· limit – Defense does not apply where either 

· 1) stmts re: w/i particular knowledge of speaker – In re Apple Securities Litigation (9th 1989)

· 2) proxy – b/c offsetting info not circulated / downplayed by speaker + no other source from which investors can get info– United Paperworks . . . Union v. Int’l Paper (2nd 1993)

· assumes - market is efficient in impounding info into stock price

· criticism (Thel) - allows mgmt to lie

· v) Puffery – Raab v. General Physics Corp (4th 1993) 








· not actionable where - puffery expected in particular situation (e.g,. in an auction of company) – Eisenstadt v. Centel (7th 1997)

4. Registration of Securities Offerings

· A) Practical Issues re: Distribution of Securities

· i) Types of public offerings

· a) standby underwriting – 

· issuer sells directly + U/W agrees to purchase unsold securities

· issuer pays U/W for assuming risk

· typically not used in IPOs b/c insurance premium ≥ firm commitment discount

· b) best efforts underwriting
· issuer offers directly + U/W agrees to use best efforts to find investors

· issuer pays U/W for assistance

· used by smaller U/W not willing to assume risk

· types – “all or nothing” / “minimum percentage”

· c) firm commitment underwriting

· issuer sells securities to U/W at agreed price + (group of) U/W resells to brokerage firms / public for profit

· d) dutch auction

· US gov’t sells notes and bonds to finance public debt

· price = all securities sold at final price that clears the entire issue

· ii) Pricing
· generally - U/W and member of selling group must sell at agreed fixed price

· loopholes – (i) give institutional investors free services + (ii) swaps (~offer security for lower valued security) + (iii) set up broker / dealer subsidiaries to buy securities (recapture of selling group spread)

· BUT – NASD rule prohibits direct / indirect discounting

· iii) Documentation
· letter of intent – signed by issuer and U/W (pre-registration) indicating U/W willingness to organize offering

· issuer housekeeping – issuer grants authority to officers, changes capital structure, preps F/S per SEC rules

· reg statement – includes prospectus (principal selling doc) + describes offering & issuer + filed w/ SEC

· comfort letters – U/W demand of issuer counsel/accy assuring re: issuer legal issues

· agreement among U/W – b/w U/W syndicate authorizing mging U/W to act for syndicate + indicates comp for mging U/W + imposes Jt. liab for U/W selling exp.

· U/W agreement – entered by issuer w/ each U/W (signed by mging U/W) specifying price, amount, allotment + “market out” conditions + indemnification of U/W if liable for security violations

· selling group agreements – b/w U/W and securities firms acting as retail dealers

· iv) Why distribute securities (~ going public) – raise capital + create market 

· v) pros to going public – gain funds for capital formation / retiring debt + insiders may sell + improving financial position ( provides access to capital on better terms + expansion through M&A + stock remuneration packages + greater public visibility of company

· vi) cons to going public – costly registration process + continual disclosure (costs continue) + disclosure (embarrassing / helps competitors) + owners give up control

· B) Registration of Public Offerings (Federal) 

· i) Policy – provide info + prohibit fraud
· ii) General Prohibition (§ 5) – no person may (i) use the mails / other means of I/S commerce (ii) to either (a) offer a subject security for sale unless a registration stmt filed / effective w/ SEC or (b) after such reg stmt is effective, to send related written communications unless such communication constitutes a § 10 prospectus
· registration stmt – 

· contains - 2 parts - Part I = prospectus (~ info re: registrant, distribution / proceeds, securities offered) + Part II = supplemental info (~technical info, undertakings, signatures, exhibits)

· made on either – 

· Form S-1 (~ IPO) – default + contains most detailed set of instructions

· Form S-2 – available to ≥ 3 yr reporting companies

· permits incorporation by reference to annual report / other SEC filings

· prospectus – investors receive in streamlined form of Form S-2

· annual report - investors must receive copy

· Form S-3 – available to ≥ 1 yr reporting companies (~ if offering new security ( must have public float ≥ $75M)

· public float = aggregate MV of company voting stock not held by insiders / affiliates

· permits incorporation by reference to annual report / other SEC filings

· prospectus – investors receive in streamlined form of Form S-3

· annual report - investors need NOT receive (policy = market has impounded value from regular SEC filings)

· Forms F-1, F-2, F-3 – apply to foreign companies

· Forms SB-1, SB-2 – (Rule 405) - available to small business issuers (~ annual revenues < $25M AND public float < $25M)

· Form SB-1 – annual registration of ≤ $10M of securities sold for cash

· Form SB-2 – no dollar limit

· iii) Specific Prohibitions – depend on time period 










· a) Pre-filing period § 5(a/c) - period before filing reg. stmt w/ SEC 

· prohibited – any person from use of mails / I/S commerce to offer to buy / sell securities 

· person - 
· broker / dealer (SAR5009) - § 5 applies when either (i) participates in prep of reg. stmt. or (ii) agrees w/ issuer t/b mnging U/W or (iii) invited/seek to participate in distrib. or (iv) once distribute prohibited info (i.e., cannot later participate in distribution of security)

· offer to buy / sell – 

· i) includes (§ 2(3)) – both

· a) every attempt / offer / solicitation to dispose / buy

· b) gun jumping ~ conditioning the market 

· G/J includes – either
· 1) public company - raising expectations to wet public’s appetite to stimulate later sales (SA § 2(3)) + (ii) general publicity release + (iii) distribution of sales brochure naming underwriter (but not issuer) + (iv) discussing positive future possibilities of a mineral (~ awakens an interest for subsequent focusing on issuer) + (v) preplanned speech made 2 weeks prior to filing of registration which (a) includes forecast and (b) mentions planned financing - SA Release 3844 (Oct 1957)

· 2) non-public company - any info released to market prior to IPO

· e.g.,  - In re Loeb, Rhoads & Co. and Dominic & Dominic (SEC 1959) - widely circulated press releases re: development of FL R/E (July = generalities re: plans + mentions financing + Sept. = description of property)
· SEC - both releases represent solicitations (and not news) b/c (i) arouse / stimulate investor interest + (ii) allowed dealers to register interest (by providing price data + U/W name) + (iii) differed from actual info disclosed in prospectus + (iv) impression conveyed by releases implied lower risk / financial hurdles

· Policy - health of security markets requires that new issues be marketed on basis of full disclosure of material facts

· G/J excludes – either 

· 1) unique situation - Deutsch Telekon SEC No Action Letter (1995) – allows wide latitude in providing pre-offering publicity “due to unique nature of private to public conversion
· 2) required disclosures (5009) - IF (i) purely factual disclosures of (ii) material event (iii) w/o prediction/opinion

· 3) speeches on issuer’s prospects (3844) - IF (i) at preplanned situation + (ii) financing arranged subsequently + (iii) possibility of wide distribution of speech is limited (e.g., no printed handouts) – 

· 4) annual report (coinciding w/ registration stmt filing) (3844) - IF (i) made at normal time + (ii) w/ normal content / character + (iii) excludes material designed to assist w/ offering

· 5) factual response to factual inquiry (5180) - IF does not either (i) initiate publicity or (ii) contain soft info

· 6) certain use of web sites (7865) – (a) ordinary / established communications or (b) safe harbor info


- note – hyperlinked info = attributed to hyperlinkor

· 7) Rule 175 forward looking stmts – IF company has history of making such stmts

· ii) offer to buy / sell excludes - 

· 1) ltd communications w/ market - by issuer / selling S/H (or their agent) (Rule 135) – 

· requires – (i) legend indicating that notice is not an offer for sale +(ii) contains certain limited info
- certain info - 

> may include - (i) disclosure of ops + (ii) intention to make public offering + (iii) manner / terms / purpose of offering + (iv) (maybe) disclosures required under other SEC rules (~ T/O)

> but not - identification of U/W + security offering price + valuations

· interpretation – Rule 135 = exclusive means of pre-announcing offers - Chris-Craft Industries v. Bangor Punta Corp. (2nd 1970)

· policy - corp has duty to timely disclose newsworthy info + increased risk of insider trading the longer info goes unpublished

· 2) preliminary negotiations / agreements b/w issuer & U/W ( § 2(3)) – 

· U/W – (§ 2(11)) – 

 - includes - anyone who either (i) purchased w/ a view to or (ii) in connection w/ the distribution of any security or  (iii) O/W participation in any such undertaking

- excludes – person whose interest is limited to a commission for U/W or dealer ≤ usual / customary distributor / seller commission

· 3) negotiations among certain U/W ( § 2(3)) – 

· certain – includes U/W who w/b in privity of K w/ issuer or controlling person (but not downstream sales activities directed at dealers or prospective customers or dealers making offers to buy from the underwriters)

· 4) broker dealer follow-up on prior recommendations (SAR 5009) - allowed if both (i) purely factual (ii) re material events 

· 5) broker dealer investment letters – to ensure efficient pricing

· A) nonparticipating B/D (Rule 137) - may publish opinions re reporting company in the regular course of their business IF receive no compensation from (or per arrangement w/) a participant (~issuer / selling S/H / any participant)

- mechanics – defines who is not an U/W

· B)  [x] CS v. [y] non convertible P/S or debt (Rule 138) - B/D may publish opinions about [x] for an issuer of [y] [or vice versa] IF registrant meets requirements of Forms S-2, S-3, F-2, or F-3

· C) research reports (Rule 139) – allowed if both 

- i) issuer is a reporting company under - § 13 or § 15(d) 

> § 13 or § 15(d) - firms (i) traded on exchange OR (ii) w/ grater than 500 S/H & $10M assets

- ii) either - 
> a) (iii) issuer meets requirements of Forms S-3 / F-3 + (iv) B/D opines in regularly appearing publication OR 

> b) O/W opinion (iii) not given special prominence + (iv) not more favorable than last recommendation

· b) Waiting period (§ 5(b)) - from filing of registration period until registration statement becomes effective

· Allowed – 

· A) oral sales offer (~ § 2(a)(10) defines “prospectus” as written offer)

· B) written sales offers in form of § 10 prospectus 

· C) solicitation of either (a) customer’s offer to buy (s/l/a NOT automatically accepted upon effectiveness of registration stmt) or (b) an expression of interest (no offer)

· s/l/a - conditional acceptance = condition precedent to obligation BUT not condition precedent to existence of K / sale (they could sue each other if breached) - Thel

· Prohibition – neither (i) actual sales nor (ii) written offers (~ prospectus) not in the form of a § 10 prospectus
· prospectus – any [(i) written communication or (ii) radio / television transmission or (iii) website w/ hyperlinks to prospectus] which offers (~ § 2(3)) / confirms security for sale

· § 10(a) prospectus – must contain (i) info in reg stmt (excluding copies of underlying agreements) + (ii) if info > 9 mos old ( m/n/b > 16 mos prior 

· § 10(b) prospectus (Rule 430) – includes info in § 10(a) prospectus less info re: offering price + U/W and dealer commissions / discounts + conversion matters + other price related info

· Excluded from prohibition – communications which are 

· A) ~ not an offer – Rule 135

· B) ~ oral sales offers – 

· C) § 10(a) prospectus - 
· D) § 10(b) preliminary prospectus  - either 

· 1) “Red Herring” prospectus (Rule 430) ~ 

· includes substantially same info as will appear in § 10(a) final  prospectus + labeled as preliminary

· may exclude – offering price + underwriter/dealer comp + proceeds + conversion rates + call prices + other matters dependent on price

· 2) § 10(b) summary prospectus (Rule 431) – not used today

· D) tombstone ads (§ 2(10)(b)) – which only states (i) from whom written prospectus may be obtained + (ii) identify security + (iii) state the price + (iv) identify by whom orders w/b executed

· E) identifying statements (Rule 134) – tombstone ad limitations broadened to allow inclusion of 14 categories of info 

· 14 categories of info ~ name of issuer + title of security + brief / general description of issuer business + price of security (or method for pricing if price not known) + if debt ( yield + identification of party sending info (and participation in distribution) + mging U/W + proposed date of issuance + legal opinion re: either (a) investable by banks or (b) tax effect + whether offered through rights issued to S/H (~ w/ participation info) + legends required by State law + certain communications re: registered investment companies + if debt / convertible debt / P/S ( name of “nationally recognized” statistical rating organization

· F) limited written communication (Rule 134(d)) – may solicit offer / interest IF (i) proceeded/accompanied by § 10 compliant prospectus + (ii) contains statement warning that no offer c/b accepted or payment received and informs that offer c/b w/d w/o obigation

· Thel – cannot include any other info (e.g., “it’s a good deal”) beyond the prospectus

· G) road show audio/video recordings – 

· generally - for distribution to those who could not attend (reasoning ~ not a broadcast medium ( does not use radio / TV as envisioned in § 2(10)) 

· web based – OK if restrict access (~password) and prevent downloading/ circulation to unqualified persons (Charles Schwab No Action Letter)

· Policy - allowing oral offers = allows sampling of customer interest which facilitates pricing + anti-fraud provisions (§ 12(a)(2)) separately discipline broker behavior + SEC may not accelerate effective date unless copies of preliminary prospectus being distributed > 48 hrs before in advance of confirmations + prelim prospectus m/b distributed to U/W & B/D who will be invited to participate (SA Release 4968) + is a deceptive practice for B/D participant to not deliver copy of prelim prospectus prior to 48 hrs before sending confirmation or make available to associates / in response to written requests (SEA Rule 15c2-8)

· c) Post effective period – 

· 1) commences from – 

· generally - automatically 20 days after filing (or amendment) unless SEC grants earlier date (§ 8(a)) unless SEC issues either (i) a § 8(b) refusal order w/i 10 days of filing or (ii) a § 8(d) stop order after stmt becomes effective 

· practically – (i) SEC asks registrant to delay indefinitely by making amendments (registrant stipulates a delaying amendment (Rule 473)) + (ii) SEC issues comment letter (a) suggesting changes and (b) making registration effective upon implementation of changes + (iii) once satisfied, SEC accelerates effective date

· acceleration - conditioned on = 

· 1) wide distribution or prelim prospectus (Rule 460) – to U/W & dealers reasonably anticipated w/b invited to participate

· 2) No indemnification of D&O (Item 512(h) (Reg S-K)) – for Securities Act liability (unless court rules not violative of public policy)

· 3) misc provisions (Rule 461)- (i) NASD approving comp of securities firm participants (ii) U/W satisfying the capital requirements of the Exchange Act + (iii) measures to ensure compliance w/ rules on stabilizing purchases

· 2) Prohibitions during – 4 things are prohibited

· A) written offers / confirmations (§ 5(b)(1)) – prohibited unless accompanied by a § 10 prospectus 

· § 10 prospectus § 2(10) – m/b either (i) a § 10(a) prospectus or (ii) a § 10(b) prospectus supplemented w/ a Term Sheet (Rule 434) (~ b/c 10(b) loses effect after effective date per Rule 430 unless Rule 430A applies re: pricing amendment)

· Term Sheet – sets forth all info material to investors omitted from prior prospectus

· exception / exemptions – 

· a) free writing (§ 2(10)(a)) – “prospectus” excludes communications (other than § 10(b) prospectus) IFF (i) sent after effective date + (ii) accompanied / preceded by a § 10(a) prospectus (free writing)

· b) Brokers exemption – § 4(4) - exemption allows broker to deliver unsolicited customer orders w/o prospectus

· duration of prohibition - 

· a) issuer = indefinitely

· b) U/W or dealer original allotment = indefinitely (§ 4(3))

· c) dealer (anyone in securities business) transacting reg. securities acquired in the market – (4(3) + Rule 174)
· if issuer <> previously sold pursuant to an effective reg stmt= 90 days (§ 4(3)(C))

· if issuer made earlier offerings pursuant to effective registration stmt = 40 days (§ 4(3)(B))

· if securities listed on exchange / NASDAQ = 25 days (Rule 174(d))

· if issuer a reporting company when filed SA reg. stmt = 0 days (Rule 174(b))

· B) delivery of securities (§ 5(b)(2)) – m/b accompanied by § 10(a) Prospectus 

· delivery – may be made to stock exchange where stock traded (Rule 153)

· exemptions 
· a) Brokers exemption - § 4(4) - exemption allows broker to deliver unsolicited customer orders w/o prospectus

· duration of prohibition – same as c(2)(A) above

· a) issuer = indefinitely

· b) U/W or dealer original allotment = indefinitely (§ 4(3))

· c) dealer (anyone in securities business) transacting reg. securities acquired in the market - 

· if issuer <> previously sold pursuant to an effective reg stmt= 90 days (§ 4(3)(C))

· if issuer made earlier offerings pursuant to effective registration stmt = 40 days (§ 4(3)(B))

· if securities listed on exchange / NASDAQ = 25 days (Rule 174(d))

· if issuer a reporting company when filed SA reg. stmt = 0 days (Rule 174(b))

· C) Participant purchases (Regulation M) - participants in distribution (and affiliates) = prohibited from bidding / purchasing securities that b/c of terms can affect price of securities being distributed 

· exemptions – 

· a) purchases by participating securities firms - IF issuer is large public company w/ actively traded stock

· b) stabilizing purchases - IF (i) for purpose of preventing decline in market price + (ii) at or below offering price + (iii) initiated at price no higher than then-current market price + (iv) prior notice given to market whose prices t/b stabilized + (v) purchasers notified of possibility of stabilizing purchaser on/before their purchase (Rule 242.104 + Item 502, Reg S-K))
· c) S/L? – 

· old law (Rule 10b-6) - intent irrelevant - Jaffrey & Co v. SEC (2nd 1971)

· new law (Rules 101 & 102) – scienter may be required per EE v. Hochfelder (see Asp 92)

· duration – from day before issuance priced (5 days before for small businesses) to end of participant’s participation (Rule 242.100 + SA Release 7375)

· D) stale prospectus (§ 10(a)(3)) – if used more than 9 months after effective date, info cannot be more than 16 months old (may require stickering w/ new info)

· note – substitution of current info <> considered an amendment of reg stmt / prospectus

· 3) Amendments to an effective reg stmt - 

· A) requirements – depends on type of amendments

· i) pricing  – allowed if (i) securities offered only for cash + (ii) relates only to identifying price and U/W syndicate + (iii) w/i 15 days of effective date (Rule 430A)

· ii) material (but minor) – sticker the prospectus w/ new info (Rule 424(b)(3-5))

· iii) fundamental (beyond material) – must amend reg. stmt (restarts clock)

· B) effective date (§ 8(c))– determined by SEC 

· note – amendment causes entire reg stmt t/b effective from date of amendment

· iv) effect of material misstatement in reg stmt - 










· 2nd – violation of § 5 – SEC v. Manor Nursing Home (2nd 1972)

· 5th – no § 5 violation – SEC v. SW Coal & Energy (5th 1980) – O/W § 11 / § 12(a)(2) = superfluous

· v) Limits of registration - 













· a) on what can be registered ~ only shs currently being offered (§ 6(a)) (~ solution = shelf registration)
· b) transactions covered ~ only transaction addressed by reg stmt (O/W § 4(1) exemption w/n/b necessary)

· C) Shelf Registration 

· i) effect – allows registrant to pre-register securities for later sale if registrant undertakes post effective amendment disclosing fundamental changes

· ii) conditions (Rule 415) – (i) registration stmt must pertain to certain securities + (ii) issuer provides and promises to update reg stmt / prospectus for info per item 512(a) of Reg S-K + (iii) if securities issued into an existing trading market for other than a fixed price ( additional requirements apply + (iv) reg stmt / prospectus meet stale info requirements
· certain securities – either the reg stmt pertains to  

· a) any of the following securities  

· 1) NOT t/b offered / sold by registrant (or its sub / parent) OR
· 2) for dividend / interest re-investment plan OR
· 3) for employee benefit plan OR
· 4) t/b exercised upon exercise of O/S options, warrants, rights OR
· 5) t/b issued on conversion of other securities

· Thel – can file one reg stmt for both convertible / underlying security

· 6) pledged as collateral OR
· 7) registered on Form F-6 OR
· 8) re: mortgage related securities (e.g., mtg backed debt / mtg participation cert) OR
· 9) C/S offered / sold on delayed / continuous basis by mgmt investment company or business development company
OR

· b) any of the following securities AND which are reasonably expected t/b issued w/i 2 yrs of effective date of reg stmt

· 1) t/b issued re: in business combination

· 2) offering of which w/b (i) started promptly + (ii) be made continuously + (iii) may exceed 30 days (~starts now)

· 3) w/b (i) registered on Form S-3 / F-3 + (ii) offered/sold on either delayed / continuous basis + (iii) by registrant (or Sub / parent) (~ starts later)

· additional requirements – all of the following must be met

· a) securities m/b issued per (b)(3) above

· b) voting stock issued ≤ 10% of aggregate market value of registrant O/S voting stock held by non-affiliates

· c) securities m/b sold through U/W (or U/W acting as principal / agent for registrant)

· d) U/W named in prospectus which is part of reg. stmt

· stale info requirements – if used > 9 months after effective date ( info m/b ≤ 16 months old (§ 10(a)(3))

· D) Registration of Public Offerings (State Blue Sky Laws) (Asp 92) 

· i) Federal Pre-emption (§ 18) – 

· 1) “covered” offerings – 

· states may – only (i) require notice filings and (ii) collect fees (to finance policing of securities fraud)

· includes – 

· a) exchange listed securities – 

· complete pre-emption for (i) NYSE, AmEx, NASDAQ stocks AND (ii) securities equal / senior in seniority thereto (i.e., both debt and equity) (§ 18(b)(1))

· SEC = discretion to extend to other national exchanges

· b) securities issues by registered investment companies ~ mutual fund cos (§ 18(b)(2))

· c) securities sold to qualified purchasers – t/b defined by SEC (§ 18(b)(3))

· d) securities offered/sold pursuant to § 4 exemption - 

· exclusion – statutory § 4(2) offerings (see § 5.3)

· state penalties – states may suspend offer/sale of security w/i their jurisdiction for non-compliance

· question – must requirements for state deceit action hone to 10b-5 or may states relax requirements?

· 2) “Un-covered offerings” – includes all else

· states may – require any of the following forms of registration

· a) registration by coordination – filing copy of federal reg. stmt w/ state authorities
· effective automatically w/ federal registration

· available to – only issuers who file federal registration statement

· b) registration by notification
· requires only short form filing

· available to – seasoned issuer, not in default on debt, w/ history of healthy net earnings

· c) registration by qualification
· issuer - files reg stmt / sends disclosure document to investors + obtains admin approval in each state + 

· state may impose merit regulation

5.  Exemptions from Registration (Anti-fraud rules still apply)

· A) Limits on Exemptions

· i) Anti-fraud rules - still apply (but see Commercial Paper exclusion from SEA defn of security)

· ii) SA § 17 liability – SEC can still proceed 

· iii) SA § 12(a)(2) – purchaser may have rescission remedy re: misrep in offering if c/b  considered a “public offering” – Gustafson v. Alloyd (US 1995) - ??????
· iv) SA Rule 10b-5 – applies to all securities sales
· B) Exempted Securities

· i) general statutory exemptions (§ 3(a)(2-19)) - securities / interest / K issued by / in 





· A) gov’t authority - U.S., state, municipality 

· B) bank – security or certificate of deposit issued or guaranteed by any Bank - 

· guaranteed - have to have a general claim on banks assets (not products sold by banks ~ ADRs)

· any bank (in practice) - including foreign banks IF subject to substantial regulation in home country (?? Thel)

· C) Federal Reserve Bank (Thel skips)

· D) industrial development bond – IF are § 103(c) tax exempt - 

· needed b/c - states limited liability by setting up specific district to issue bond w/ no recourse to state

· benefit - limited liability to state + tax exempt to investor

· effect = limits SC position in Rule 131 - industrial development bond = 2 securities - (i) exempt issued by municipality + (ii) non exempt issued by development company

· limit of exemption - does not apply to development authority if security fails § 103 tax exemption

· E) common trust fund - IF does not qualify as investment company per ICA §3(c)(3)

· common trust fund - trust fund maintained by bank (Rule 132)

· maintained - managed by bank + designed specifically to provide trust services (not merely an investment vehicle)

· F) single / collective trust fund – if (maintained by anyone) OR  collective trust fund maintained by a bank - 

· single (maintained by anyone)

· collective trust (maintained by bank) = fund maintained as investment vehicle for tax qualified pension / profit sharing plans

· G) K issued by insurance company – 

· H) not for profit – IF issued by party organized / operated exclusively for charitable, religious, educ. ... purp.

· I) certain Financial Institutions - either (i) S&L, co-op bank, homestead assoc. OR (ii) § 521 tax exempt farmer's cooperative (~ Reeves) OR (iii) certain § 501(a) tax exempt corps

· J) RR equipment trust ~ leases RR cars to RR to avoid Rr owning cars and thus being subject to creditor claims in reorganization

· K) certain bankruptcy - certificates issued by receiver / trustee / DiP IF (i) per Title 11 + (ii) court approves

· also - see bankruptcy rules for exemptions

· L) insurance / endowment policy - IF issued by corp supervised by

· policy - sure that will get money + not based on service of other (based on death)

· assumes - it is a security (b/c O/W would not need exemption)

· Thel - 

· term life <> security

· whole life insurance = security

· M) others - Thel skips 3(a)(9-13)

· ii) ST Commercial Paper – 












· A) Securities Act § 3(a)(3-12) – note, draft, bill of exchange bankers acceptance IF (i) from current transaction + (ii) maturity ( 9 mos

· § 12(a)(2) liability – may apply to issuers / security firms if participate in “public offering” - Gustafson v. Alloyd (US 1995)

· B) SEA – excludes ST commercial paper from defn of security (T/F – Rule 10b-5 does not even apply)

· iii) SEC authority to issue other exemptions - allowed IF?????????








· sales of securities O/S a distribution (normal securities trading)

· sales in non-public offerings (private placement)

· iv) policy - 















· ability of investors to protect selves (~ commercial paper)

· other regulatory regimes make securities regulation duplicative

· unwarranted cost (~ not for profits)

· C) Exempted Transactions

· general issues - 













· BoP = party claiming exemption (failure to meet= auto § 12(a)(1) liab) – Ralston (see below)

· integration – entire transaction must meet all requirements of exemption 

· i) testing for single transaction – 5 factors = whether (i) single plan of financing (most important) + (ii) same class of security + (iii) occurred at about same time + (iv) for same consideration + (v) made for same purpose – SA Rel No. 4434
· ii) § 4(2) Private Placement exception (and subsequent public offering) safeharbor – Rule 152
· planning public offering during private offering – no integration if all private purchasers unconditionally bound (subject to conditions O/S control of purchasers) to private placement prior to issuer deciding to register
· policy – allow those starting to privately place securities to undertake a registered offering

· iii) Reg D = +/- 6 month safeharbor  – Rule 502(a)
· limit – operates only one way (excludes other offerings from integration w/ Reg D offering BUT Reg D offering may still be integrated w/ other offering)

· iv) Intra-state offering – (Rule 147) 

· A) safeharbor = 6 months (Rule 147(b)(2))
· B) O/W - same factors as Rel No. 4434 BUT SEC has interpreted that different class of securities will rarely be integrated (unless involve convertible securities) - Rule 147 (prelim notes)
· liability still applicable – § 12(g) registration + anti-fraud + § 12(2) civil liability 

· i) market trading exemption (§ 4(1)) – 










· applies to –
 any transaction by person other than issuer / underwriter / dealer

· ii) intrastate offering (§ 3(a)(11)) – 











· a) available to –
 

· 1) issuer + 
· 2) person controlling issuer - IF O/W w/h applied to issuer + 
· 3) secondary distribution - SA Rel 4434 (1961)

· BUT – SD FL (1992) + SEC (1972) have held that only available in initial distribution

· 4) U/W – IF either (i) firm commitment or (ii) best efforts - Eastern IL Tele (SEC No Action Letter 1975)

· b) requires – 

· 1) issuer = person resident and doing predominant amount of business within state 

· resident – corp = state of incorporation

· doing business within = 

· SEC – Rel 4434 (1961)

· requires - substantial operational activities in state of incorporation 

· not available re – (i) use of proceeds primarily O/S state nor (ii) series of corp in multi states part of a larger enterprise

· 6th – met if both (i) predominant amount of business w/i state (revenues, assets, principal office) + (ii) state securities administrator can exercise jurisdiction to investigate use of proceeds – Chapman v. Dunn (6th 1969)

· 10th – corp must intend to use proceeds in state – Busch v. Carpenter (10th 1987) – can’t have start-up w/ no history which later reorganizes to use finds O/S state

· D. Minn – effectively requires use of proceeds w/i state – SEC v. McDonald (D Minn 1972)

· 2) offeree / purchaser – only persons (i) resident w/i issuer’s state of residence + (ii) domiciliary intent w/i state + (iii) w/ no intent of redistribution during initial distribution - SA Rel No. 4434 (1961)

· FAIL – exemption lost IF either (i) any offer to out of state resident OR (ii) in state purchaser acts as stat U/W to out of state purchaser unless securities have come to rest 
· offer = broad securities defn (not C/L defn)

· come to rest - 

· RoT - under 4(1) exemption ( 2 yrs

· Rule 147(e) safeharbor = 9 month holding period from date of issuance (irrespective if convertible security converted subsequently)

· 3) use of proceeds – must be primarily in state - Rel 4434
· exception – form over substance may allow 2nd tier in-state investment which invests O/S

· c) use of mails / advertising = allowed - Rel 4434
· d) safeharbor (non-exclusive) - Rule 147
· requires – issuer must (i) legend securities re: unregistered nature + (ii) issue stop transfer order + (iii) obtain written representation of residence from each purchaser + (iv) issuer’s technical compliance not part of scheme to O/W make interstate sales

· issuer residence – 

· a) corp, ltd p’ship, trust, other organized business = where incorporated / organized

· b) general p’ship / unorganized business = principal office

· c) individual = principal residence

· offeree residence (at time of offer AND sale) – Rule 147(d)

· a) corp, all p’ship, trust, other organized business – 

· i) if organized specifically to acquire issue ( not resident w/i issuer’s state unless all beneficial owners = resident of issuer state

· ii) O/W (default) = where principal office

· b) individual = principal residence (ignore domiciliary intent)

· doing business – met if (i) principal office = in state AND (ii) 80% of gross revenues / consolidated assets w/i state AND (iii) 80% of intended use of proceeds = in state

· re: integration = 

· A) safeharbor = 6 months (Rule 147(b)(2))

· B) O/W - same factors as Rel No. 4434 BUT SEC has interpreted that different class of securities will rarely be integrated (unless involve convertible securities) - Rule 147 (prelim notes)
· substantial compliance – still fatal (no exception for immaterial / inadvertent non-compliance)

· e) policy – 

· Congress focus = what states can regulate (if intra-state ( states ability to regulate securities is sufficient - Thel – this is misguided)

· Congress focus = what states cannot effectively regulate (historically was difficult to get jurisdiction over out of state seller - Thel – this is real reason)

· iii) Issuer sale not involving public distribution (Private Placement) (§ 4(2)) – 






· a) requires – 

· 1) party claiming exemption = issuer only (not control person defined as issuer per § 2(11))

· 2) does not (A) involve a (B) public offering 

· A) involve – includes subsequent public distribution by original investee

· practically – issuers should require – (i) purchasers sign stmt of investment intent + (ii) legend securities re: transfer restriction + (iii) implement stop transfer order to transfer agent

· B) public offering – offering to anyone who needs protection of the Act - Ralston
· needs protection – requires that all offerees have both (i) access to info + (ii) ability to evaluate info 

· a) ability v. access – 

· 5th - ability w/o access – NOT sufficient – Hill York Corp v. American Int’l (5th 1971)

· 5th - access w/o ability = NOT sufficient + investees need personal access to corp officers (i.e., m/b insiders) – SEC v. Continental Tobacco (5th 1972)

· 5th - ability w/ access BUT not insider – MAY BE sufficient (insider status not required) – Woolf v. SD Cohn (5th 1975)

· 5th - ability w/ access BUT no actual disclosure – sufficient IF access = insider status OR familial / privileged relationship OR economic bargaining power – Doran v. Petroleum Mgmt (5th 1977)

· 10th – ability not essential to exemption – Cowles v. Dow (10th 1985)

· 9th – ability not essential (one of four factors in flexible test) – SEC v. Murphy (9th 1980)

· 8th - greater emphasis on access – Van Dyke v. Coburn (8th 1989)

· b) extent of disclosure / access – issuer must provide info equivalent to that in registration document - SEC v. Kenton Capital (DDC 1998) / Murphy (9th)

· equivalent – note 32 categories of info per Sched A

· c) ability (sophistication) – defined as - 

· 10th - persons of exceptional business experience – Lively v. Hirschfield (10th 1971)

· Academics (Fletcher) – consider factors = professional + investment exp + age + intelligence + wealth + income + access to advice

· public offering includes - offer to EEs generally - SEC v. Ralston Purina (US 1953) – conceded by both parties
· focus = 

· SEC – focus = number of offerees (NOT # of purchaser) – Rel 285 (1935)

· US – focus = need of offerees (but no numerical limits) – Ralston
· solution ~ securities firms pre-screen investors

· 3) total compliance - issuer must document identity of all offerees - SEC v. Life Partners (DC 1996)

· b) safeharbor – Rule 506, Reg D – requires 








· 1) limited # of non-accredited purchasers - cumulative ≤ 35 non-accredited investors 
· cumulative – (Rule 501(e))

· i) consider - 

· a) exclude accredited investors 

· b) count as 1 investor – both (i) purchasing [spouses / relatives] of purchasers w/ same address count as 1 purchaser + (ii) trusts / estates / corp / other orgs in which purchasers have bene interest > 50% + (iii) purch. made by a corp / p’ship / other org

· ii) unless – if entity is [(i) formed specifically for acquiring securities + (ii) not accredited] ( each bene owner of equity interest counts as separate purchaser 

· accredited investor - any of following (or any investor whom issuer reasonably believes t/b) – (i) institutional investors + (ii) T/E orgs / for profit corps w/ > $5M assets + (iii) key insiders (~policy makers) + (iv) millionaires (net worth > $1M w/ spouse) + (v) fat cats [avg income for 2 yrs (and expected future income) > $200K ($300K w/ spouse)] + (vi) “venture capital firms”+ (vii) trusts w/ > $5M assets AND run by sophisticated manager + (viii) entity in which all owners are accredited – (Rule 501(a))

· venture capital firm – includes either - 

· i) private business development company (§ 202(a)(22) of Investment Advisers Act of 1940) which makes available significant managerial assistance to issuers of securities it purchases

OR
· ii) Small business Investment Company (under SBIA 1958)

· sophisticated = have sufficient knowledge / experience to evaluate merits of investment

· non-accredited investor = everyone else

· 2) if any sale made to non-accredited investor ( each non-accredited purchaser (w/ representative) must be sophisticated (~ have sufficient knowledge / experience to evaluate merits of investment)

· representative – read Rule 501(h)

· sophisticated - have sufficient knowledge / experience to evaluate merits of investment

· BoP - issuer must show w/ respect to each purchaser (i) purchaser = accredited / sophisticated OR (ii) issuer believed investor = accredited (e.g., thru suitability letter signed by each purchaser) – Mark v. FSC Securities (6th 1989)

· 3) Integration under Rule 502(a) – 

· factors – whether sales are (i) part of single plan of financing + (ii) for same class of securities + (iii) made at same time + (iv) in return for same type of consideration + (v) made for same general purpose

· safeharbor – no integration w/ a Reg D offering of [offers or sales] made > +/- 6 mos unless during such 6 mos period ( issuer (offered or sold) classes of securities similar to those (offered or sold) under Reg D

· 4) Information disclosure under Rule 502(b) – (i) must be made prior to sale + (ii) containing the following info

· A) everyone receives the following info – depending on type of issuer -  

· i) reporting company (SEA § 13 / 15(d)) – to the extent material to understanding issuer business ( both (i) non-F/S data (either Reg A offering circular OR similar info) + (ii) F/S info depending on size of offering – 

· ≤ $2M – F/S required of small business issuers (~audited B/S)

· $2M - $7.5M – Part I registration form  + audited F/S required of small business issuers

· ≥ $7.5M – Part I registration form + audited F/S of Part I

· ii) non-reporting company - both (i) either (a) most recent annual report / proxy stmt / 10K (if requested) or (b) information in most recent annual report filed on 10K + (ii) any information required t/b filed under SEA § §  . . . and brief description of securities / use / undisclosed material issuer changes

· B) exhibits filed w/ SEC (reg stmt, annual report, etc.) – m/b available upon written request

· C) Material info provided to accredited investors – under Rules 505 / 506 only ( both (i) description of such info = provided to non-accredited investors + (ii) actual such info provided to unaccredited investors upon written request
· D) Reasonable opportunity to ask questions - under Rules 505 / 506 only ( m/b made available to all purchasers

· E) re exchange offers – info re: materially different terms allowed to select S/H

· 5) No general solicitation / advertising per Rule 502 (c) - 

· exceptions – 

· i) SEC No Action Letters – indicate that solicitation w/b OK if either of 

· A) the solicitation is not general (i.e., is there a pre-existing relationship)  

· pre-existing relationship – 

· key = can issuer assess the investor’s suitability for the offer

· test = substance of relationship + cooling off period

· B) solicitation is not being used by issuer (or their agent) to offer securities

· offer – see general § 2(3) & § 5 analysis of offer 

· B/D pre-qualification = OK IF B/D elicits sufficient info to evaluate prospective offerees sophistication / financial circumstances – EF Hutton (SEC NOL 1985)

· ii) Rule 135c publications – applies if (i) issuer = § 13 / 15(d) reporting company + (ii) publication = re: an unregistered offering of securities + (iii) not published to condition market + (iv) states that securities offered <> registered / available for resale + (v) contains no more than limited additional info + (vi) publication = either news release / direct delivery to S/H / other published stmts + (vii) published info = filed w/ SEC (~ Form 8K) 

· limited additional info – issuer name + title / amount / terms of securities + if rights involved ( relation of rights to relevant securities + if exchange ( issuer name / title of securities exchanged + legend required by state law

· in practice - issuer documents pre-existing relationship w/ each offeree OR goes thru intermediary w/ pre-existing relationship (~ ensures pre-screening of offerees)

· 6) Issuer takes reasonable steps to limit resale (Rule 502(d)) – 

· requires - by either (a) all of (i) reasonably determining that investor is not purchasing for resale + (ii) providing written disclosure that securities m/n/b resold + (iii) legending securities OR (b) demonstrating reasonable care by some other means

· 7) issuer notifies SEC - of reliance on Reg D exemption w/i 15 days of first sale (Rule 503)

· 8) Substantial Compliance ( Rule 508) - failure to comply = no effect IF issuer shows (i) failed requirement was not designed to protect specifically the complaining person + (ii) failure to comply is not significant to offering as a whole + (iii) issuer made G/F and reasonable attempt to comply – Rule 508

· significant – elements which are always significant = ban on general solicitation + 504 / 505 dollar limits + 505 / 506 limits on non-accredited investors

· c) policy – regulation not necessary when investors = sufficiently sophisticated + accredited investors deemed to have access / sophistication

· iv) small offerings – offering up to $5M (Rules 251-264, Reg A) 







· a) requires – 

· 1) issuer = both (i) non-reporting US / Canadian corp AND (ii) NOT a tainted corp
· tainted corp = under pending SEC review OR subject to SEC order in last 5 yrs OR convicted / enjoined for federal / state securities violations / postal fraud in last 5 yrs OR issuers w/ executives / 10% S/H subject to similar convictions in last 5 yrs OR issuers using U/W w/ similar taint – (Rule 262)

· 2) prior to any offer ( Form 1A offering stmt m/b filed w/ commission

· offering stmt – see Form 1A @ stat supp. p. 387

· 3) Offering stmt = qualified automatically - 20 days after filing / amendment unless delayed by issuer

· 4) activities limited as follows:
· A) prior to filing offering stmt – Rule 254 – Test the Waters Exemption



· Written document / TV & radio broadcast – allowed IFF to determine if any interest in securities offering

· Oral communication / other broadcasts – allowed after written document / broadcast script is filed w/ SEC

· NOT allowed = solicitation / acceptance / receipt of consid. / binding commitments 

· B) after offering stmt filed – Rule 254 test the waters info NOT allowed BUT the following may be made – 

· i) oral offers  

· ii) written offers if per Rule 255 Preliminary offering circular 

· offering circular – contains narrative of info O/W contained in offering stmt

· iii) print / TV / radio advertisements IFF (i) it states how to obtain Prelim offering circular + (ii) limit content to (a) issuer name + (b) security title / amount / per unit price + (c) general type of issuer business + (d) brief stmt re: character / location of issuer property

· B) after offering stmt qualified - the following may be made –

· i) written offers IFF accompanied / preceded by Final offering circular

· ii) sales 
· generally - allowed IFF all of (i) Prelim / Final offering circular provided to purchaser ≥ 48 hrs prior to mailing of confirmation + (ii) Final offering circular accompanies / precedes delivery of confirmation of sale
· by dealer (even U/W no longer acting as such) – sales w/i 90 days of qualification of the Reg A offering stmt m/b accompanied / preceded by a current offering circular
· 5) aggregate offering price of securities = both (i) ≤ $5M w/i 12 mo period + (ii) includes ≤ $1.5M of securities offered for resale by S/H

· 6) integration - 
· Rule 251(c) - no integration of this Reg A offer w/ another offer / sale (i) made previously or (ii) > 6 mos after Reg A offer completed
· Rule 254(d) – if issuer decides to register after “testing waters” ( no integration of Reg A offering w/ registered offering IF both (i) change of intent was bona fide + (ii) ≥ 30 days elapses b/w last solicitation of interest and filing of reg stmt + (iii) all solicitation of int docs h/b filed w/ SEC

· c) practical usefulness = small national offerings over internet

· v) small offerings – subject to state Blue Sky laws (Rule 504, Reg D) – 






· requires – 

· 1) issuer - NOT a § 13 or 15(d) reporting company / investment company / certain dvmt stage companies

· 2) Integration under Rule 502(a) – see (iii)(b)(3) above

· 3) No general solicitation / advertising per Rule 502 (c) – 

· generally - see (iii)(b)(5) above

· exception = for state registration – no limit IF offer / sale = is made either (a) subject to state law registration requirements and the associated disclosure stmt is delivered to all purchasers (even if states not requiring registration) prior to sale or (b) subject to state exemptions from registration (504(b)

· 4) Issuer takes reasonable steps to limit resale (Rule 502(d)) – 
· generally - see (iii)(b)(6) above

· exception = for state registration – no limit IF offer / sale = is made either (a) subject to state law registration requirements and the associated disclosure stmt is delivered to all purchasers (even if states not requiring registration) prior to sale or (b) subject to state exemptions from registration (504(b)

· 5) aggregate issue ≤ $1M in any 12 month period
· aggregate issue = offering price of (i) entire current Rule 504 offering + (ii) all securities sold [either (a) under any § 3(b) exemption (~ Rule 504, 505, Reg A, 701) or (b) in violation of § 5 registration requirements] during [either (a) 12 mos before start of this Rule 504 offering or (b) the duration of this Rule 504 offering]

· safeharbor = before / after offering ≥ 6 month – (Rule 502(a))

· 6) issuer notifies SEC - of reliance on Reg D exemption w/i 15 days of first sale (Rule 503)

· 7) Substantial Compliance (Rule 508) – see (iii)(b)(8) above

· note – if state regulation applies ( issuer may use advertising / solicitations + no restriction on resales

· policy – state regulations = adequate + federal regulation w/b burdensome

· practical usefulness = no consideration for investor sophistication

· vi) small offering – up to $5M + subject to SEC conditions (Rule 505, Reg D) – 






· substantial compliance – sufficient IF issuer shows . . . (see (ii)(b) above)

· requires – exemption available only to - 

· 1) issuer <> investment company

· 2) issuer <> tainted (per Reg A @ (iv)(a)(2) above) 

· 3) Integration under Rule 502(a) – see (iii)(b)(3) above

· 4) Information disclosure under Rule 502(b) – see (iii)(b)(4) above

· 5) No general solicitation / advertising per Rule 502 (c) - see (iii)(b)(5) above

· 6) Issuer takes reasonable steps to limit resale (Rule 502(d)) – see (iii)(b)(6) above

· 7) aggregate issue ≤ $5M in any 12 month period 
· aggregate issue = offering price of (i) entire current Rule 505 offering + (ii) all securities sold [either (a) under any § 3(b) exemption (~ Rule 504, 505, Reg A, 701) or (b) in violation of § 5 registration requirements] during [either (a) 12 mos before start of this Rule 505 offering or (b) the duration of this Rule 505 offering]

· solution – use non § 3(b) exemption (e.g., Rule 506, Rule 147, et al)

· integration safeharbor = before / after offering ≥ 6 month – (Rule 502(a))

· 8) limited # of non-accredited purchasers - cumulative ≤ 35 non-accredited investors – see (iii)(b)(1) above

· 9) issuer notifies SEC - of reliance on Reg D exemption w/i 15 days of first sale (Rule 503)

· 10 ) Substantial Compliance (Rule 508) – see (iii)(b)(8) above

· vii) small offering – Small Business stock compensation plan (Rule 701) - 






· viii) small offering – Small Business Investment Company (Rules 601-610a) 






· ix) small offering – accredited investor offerings (§ 4(6)) 








· requires – (i) offer & sale only to accredited investor(s) + (ii) no public solicitation + (iii) issuer files any notice which SEC requires

· x) issuer exchanges – § 3(a)(9) 











· requires – either 

· 1) if all (i) issuer adjusts capital structure by (ii) exclusively exchanging securities w/ existing holders + (iii) IF no commission / other consideration paid for soliciting such exchange - § 3(a)(9) 
OR
· exclusively – 

· applies to mean (
·  “exclusively in exchange” – no consideration allowed unless per Rule 149 (~ equitable adjustment as b/w S/H accepting the offer)

· integration applies - 

· soliciting – 3rd parties cannot talk to S/H regarding benefits of exchanging (officers of corp can so talk)

· 2) corp exchanges securities (i) for bona fide legal claims, securities, prop interests + (ii) after adversary court proceeding + (iii) where court approves fairness of transaction

· D) Substantial Compliance – Rule 508

· applies re – only private actions (508(b))
· E) State Blue Sky Exemptions

· i) Federal pre-emption (SA § 18) – 

· extends to – any of (i) all securities authorized for listing on exchange / NASDAQ  + (ii) “qualified purchasers” (~ currently undefined by SEC) + (iii) securities issued by registered investment companies + (iv) certain exempt securities (~ I/S exemption) + (v) SEC Rules re § 4(2) exempt transactions (~ currently only Rule 506) 
· does not extend to - (i) § 3(b) small offering (Rule 504, 505, Reg A) + (ii) § 4(2) private placements + (iii) § 3(a)(11) I/S exemption

· ii) State exemptions – vary from state to state but may include

· ALI Uniform Securities Act – parallels federal exemptions

· limited offering exemptions ~ if to ≤ 10 people

· NASAA Uniform Limited Offering Exemption – similar to Rule 505 / 506 exemption BUT more stringent

· F) General Issues

· Pros (of getting exemption) – avoid costs of registration (~ Due diligence) + avoid public disclosure + avoid burdensome ongoing record requirements + mitigate risks of losing control (~ through hostile T/O)

· Cons (of getting exemption / not registering) – potential § 5 liability if exemption not perfected

· No Action Letters – are not binding (merely recommendation of staff to Commission) + no effect on private actions

6.  Liability for violations

· A) C/L Misrepresentation

	
	C/L Deceit

(Restatement of Torts)


	Equitable Rescission

(Restatement of Contracts)

	goal


	
	· undo misinformed misdeeds

	requires


	i) misrepresentation of material fact

ii) scienter 
iii) reliance (actually / justifiably relied)

iv) loss causation

v) transaction causation


	i) either 
a) material misrepresentation (irrespective of Def culpability) OR 

b) fraudulent (scienter) misrepresentation (irrespective of materiality)
ii) reliance (actually / justifiably relied) 

iii) privity



	not required
	· no privity 
	· no causation

	damages


	· out of pocket dmgs  

· consequential damages

· punitive dmgs (in flagrant cases)

· benefit of bargain (IF future dmgs provable w/ reasonable certainty)
	· rescission (if possible) – puts PL in position as if K never occurred

· rescissionary dmgs = all losses arising out of K


· B) Statutory violations

· i) false stmt of material fact in registration stmt (§ 11) - 








· a) COA elements – (i) instrument of I/S commerce involved + (ii) false stmt / omission of material fact in reg stmt + (iii) PL purchased security + (iv) in any type of registered issuance (~ including shelf registration) +(v) IF both (a) purchaser acquired > 12 months after reg stmt effective and (b) issuer made generally available earnings stmt covering 12 mo period then PL must show reliance on misstatement / omission

· effective – Rule 158

· made generally available – Rule 158

· earnings stmt - Rule 158

· b) damages - ?????????????????????????????????????????????

· c) PL – anyone who buys shs issued per (~ tracing to) defective reg stmt (~ initial offering, after market, etc.) 

· d) Defendants – 

· includes – (i) signatories (~ issuer b/c only issuer can sign reg stmt per § 6) + (ii) every Dir/ general partner / similar of issuer + (iii) every person consensually named in reg stmt as being / about to become person per (ii) + (iv) every expert consensually named as having expertised a portion + (v) every U/W of offering + (vi) every control person of party liable under § 11 (per § 15)

· excludes – aiders / abettors (b/c stat specifically enumerates who + Central Bank of Denver (US 1994))

· e) defenses – 

· 1) immateriality of misstatement - 

· 2) PL knew - of misstatement when purchased 

· 3) inability to trace – shares purchased to offending registration stmt

· 4) other cause of loss – either (i) besides misstatement / omission or (ii) truth on market theory (cf Wieglos)

· 5) SOL (§ 13) – 

· 6) equitable defenses – in pari delicto, et al

· 7) other non-issuer defenses (§ 11(b)) – 

· A) prior to reg stmt effective date – if all of (i) resignation + (ii) advises SEC / issuer in writing of resignation / disavowing responsibility for erroneous part of reg stmt

· B) after effective date – if all of (i) was unaware that reg stmt effective + (ii) acts immediately upon discovering effectiveness of reg stmt to (iii) advises SEC / disavowing responsibility + (iv) gives reasonable public notice that reg stmt effective w/o her knowledge

· C) Due Diligence (§ 11(b)(3)) – depends on type of person / relationship w/ issuer – Escott v. BarCris (SDNY 1968) 

· i) unexpertised portion of reg stmt – 

· a) non expert - must show both (i) conducted reasonable investigation + (ii) had reason to believe / did believe (at time expertised portion became effective) info t/b true / no omission of material fact

· reasonable – skill of a prudent person managing their own property

· Rule 176 – codifies sliding scale approach - factors re reasonableness = type of issuer / security / person + office held + presence / absence of other relationships + reasonable reliance on officers / EEs / others whose position should allow them to know + re: incorporated info ( did person have responsibility for such info

· Directors – depends on involvement w/ issuer (policy ~ unfair hardship to hold Dir as if on all committees)

- I/S Dir - see signatory below

- O/S Dir – at least some affirmative action + can rely on representation of mgmt if consistent w/ own reasonable investigation / well developed understanding of business – Weinberger v. Jackson (ND Cal 1990)

>  reasonableness factors – attend BOD mtg + review reg stmt + review SEA docs incorporated by reference + employ competent advisors to assess mgmt + ask questions / follow-up

· signatories – high level of due diligence ~ guarantors (b/c investors assume can rely on)

- note – majority of Dir must sign Form 10-K

· attorneys – consider following

- may occupy several roles at issuer

- not expert merely b/c renders legal advice

- no aiding abetting liability under § 11

- potentially liability = § 10b primary violator + § 12 seller + SEA / SA control person + state law

- “comfort opinions” – re: quality of reg stmt avoids liab only if not referenced in reg stmt

· delegated authority – allowed BUT principle remains liable for agents results (w/ no § 11 liability for Agent) BUT Agent may be liable for malpractice under state law

· underwriters – must (i) independently verify info + (ii) challenge representations of mgmt – BarChris
- high level of due diligence b/c (i) access + (ii) leverage + (iii) public relies on reputation (~ least cost policeman)

- but lower than Dir / officers b/c less access / less intimately familiar

- shown where – met regularly w/ issuer + contacted issuer business partners + reviewed issuers docs + examined industry materials + physical inspections + clarified any negative info + written reps from issuer that no material misreps – Weinberger
- policy for flexible (lower) standard – may have ltd access + trend of suing for deep pockets

- Rule 176 – factors to consider re: reasonableness = see above + type of U/W & u/w arrangement + role of person as U/W + availability of info re: registrant

- in practice (Thel) – lead U/W investigates for all U/W + lead U/W hires U/W counsel

- issuer chosen U/W counsel - maintains continuing knowledge of issuer BUT any U/W remains responsible + COI issues

· b) expert – not liable merely for involvement in a separate expertised portion

· ii) expertised portion – 

· a) non expert – must show both had no reason to believe / did not believe (at time such portion became effective) that material statements were untrue / omitted

· b) expert – must show both (i) reasonable investigation  + (ii) had reasonable ground to believe / did believe (at time expertised portion became effective) info t/b true / no omission of material fact

· attorney = expert re: own formal legal opinion consensually included in reg stmt

· accountants – consider following

- defense assessed at time reg stmt became effective

- gap period – accy must (i) inquire as to any material events + (ii) independently verify re: danger signals

- court evaluates reasonableness at 3 times - 

> i) obtaining info – apply GAAS (~ standard that applies in the profession)

> ii) judgments re: info obtained - 

> iii) presentation of F/S as whole - 

· f) liability issues (§ 11(f)) – 

· type – 

· generally = joint & several 

· exception = O/S Dir liable only in proportion to fault unless had knowledge + U/W liable only to amount of securities they underwrote)

· contribution – allowed unless person guilty of fraudulent misrepresentation trying to recover form person not so guilty (traditionally – pro rate; recent = pro tanto / proportionate fault)

· indemnification – no statutory authority + SEC disfavors as against public policy + Courts disfavor for U/W b/c (i) against public policy incentives + (ii) paid by injured S/H

· insurance – OK – do not bar acceleration of effective date of reg stmt (Rule 461(c))

· ii) § 5 violations in registration process (§ 12(a)(1)) – express PROA 







· a) COA elements – (i) instrument of I/S commerce involved + (ii) PL purchased security + (iii) from seller who violated § 5 registration requirements in either (a) offer or (b) sale

· b) damages -  either (i) rescission (if purchaser still owns stock) or (ii) rescissionary damages  (only if no longer owns stock)

· c) Defendants – any seller (~ see (iii) below)

· d) defenses – generally = S/L ( so only 

· 1) registration exemption applies - 

· 2) SOL – 1 yr (§ 13) 

· 3) in pari delicto defense – show that other party was more at fault

· 4) other cause of loss – reduces liability ????????
· iii) misrepresentation in prospectus / oral communication (§ 12(a)(2)) – express PROA 




· a) COA elements – (i) instrument of I/S commerce involved + (ii) PL purchased security + (iii) in public offering + (iv) from issuer / controlling S/H + (v) pursuant to prospectus or related oral communication containing a material misstatement / omission – Gustafson v. Alloyd (US 1995)

· public offering – 

· includes - registered offerings + exempt “public” offerings (~ exempt per § 3 ~ Reg A, Rule 504, § 3(a)(11) / Rule 147)

· excludes -  (i) secondary transactions (§ 4(1) – but not public offerings by control S/H) + (ii) private placements (§ 4(2) / Rule 506)

· prospectus – term art of referring to document describing public offering of security by issuer / controlling S/H (~ for consistency across § 2(10), 10, 12(a)(2)) - Gustafson
· b) damages – either (i) rescission (if purchaser still owns stock) or (ii) rescissionary damages  (only if no longer owns stock)

· c) Defendants – any seller (~ issuer, control person, dealer in registered offering)

· seller - anyone who (i) successfully solicits the purchase (ii) while motivated by desire to serve his own financial interests or those of the securities owner – Pinter v. Dahl (US 1988)

· includes – (i) one who owned security sold to purchaser or (ii) agent for vendor who successfully solicited sale (broker / dealer) or (iii) one who solicited purchase w/ intent to personally benefit thereby or (iv) one who solicited purchase (w/o intended personal benefit) to serve owner’s financial interests

· excludes – (i) U/W unless O/W a seller – Foster v. Jessup (11th 1985) + (ii) one who gratuitously provides advice to friends / families + (iii) professionals whose involvement is solely the provision of professional services to their client + (iv) seller’s seller + (v) aider / abettors (or other secondary liable party)

· d) defenses – 

· 1) SOL – shorter of (i) 1 yr w/i alleged § 5 violation or (ii) 3 yrs after security first offered to public
· 2) other cause of loss – reduces liability 

· 3) quasi due diligence – seller may show that exercised reasonable care (~ did not know + c/n/h known of untruth / omission)

· reasonable care – depends on who is seller

· generally - may be lower than § 11’s reasonable investigation standard (~ b/c seller’s may not have same access to info as § 11 Def)

· exception – if Def seller has ability / sophistication / access to info (~ U/W) ( reasonable investigation is required – Sanders v. John Nuveen (7th 1980)

· criticism – allows higher duty than § 11 (b/c even under § 11, expert (~ U/W) = liable only for expertised portion)

· e) liability issues – 

· type - generally = joint & several (exception = O/S Dir liable only in proportion to fault unless had knowledge)

· contribution / indemnification ~ probably not (most court refuse b/c (i) no stat reference + (ii) no support in legis history + (iii) other stats expressly provide such relief but not for this area + (iv) underlying purpose = regulatory <> compensatory ~ need to promote due care

· indemnification – no statutory authority + SEC disfavors as against public policy + Courts disfavor for U/W b/c (i) against public policy incentives + (ii) paid by injured S/H

· insurance – OK – do not bar acceleration of effective date of reg stmt (Rule 461(c))

· requires – § 5 violation 

· curing defective offer prior to sale – does not avoid strict liability – Diskin v. Lomasney (2nd 1971)

· Defendants – 

· includes – 

· A) any person who solicits securities sales for financial gain (not limited to actual seller) – Pintor v. Dahl (US 1988)

· exclusions – 

· A) persons giving gratuitous advice (i.e., not for financial interests of selves / seller)

· B) collateral participants – proximate cause / substantial factor tests rejected

· C) people who both (i) do not solicit sales (ii) nor control conduct of the offering

· iv) § 17 - government action

· v) 10b-5 - 

· SEA § 15b - regulate brokerage industry

· § 15c(2)-12 - 

· SEC position = indemnification of Securities Act liability = against public policy

7.  Investment Companies

· A) Is it an Investment Company

· i) Rule - it is an investment company if (i) it is an issuer + (ii) meets either the -  

· issuer (§ 2(a)(22) = every person who issues / proposes to issue / has outstanding a security

· a) intent (subjective) requirement (§ 3(a)(1)(A)) - SEC v. Fifth Ave Coach Lines (2nd 1970) - corp sells out of bus line w/ intent (but not result) to invest in other operating assets + 
· met if - any of following  - 

· A) engaged primarily in business of investing / re-investing / trading securities 
OR
· B) holds self out as being primarily engaged in such business 


OR
· C) proposes to primarily engage in such business

· primarily - look at total circumstances

· factors to consider - 

· mere possession of cash <> sufficient 

· key = what corp does w/ cash + where corp gets income from 

· policy / intent (e.g., to take control) <> relevant if do not follow thru

· purpose = prevent abuse by mgmt from unregulated use of large pools of cash

· b) objective test (§ 3(a)(1)(C)) - in the business of owning /holding investment securities ( 40% assets

· investment securities = 

· i) see security analysis at (2) above – noting that -  

· CD – Marine Bank S/C reserved decision re: CD as a security for ICA

· commercial paper – note SA v. SEA rules

· ii) generally - all securities = investment securities except securities issued by (i) gov't + (ii) EEs' securities companies + (iii) majority owned subsidiary that are not themselves investment companies

· exception (Rule 3a-1) - not InvCo if securities (other than securities issued by gov't / affiliate of issuer) (i) represent ( 45% of total assets AND (ii) generate income ( 45% total income

· ii) exemptions (§ 3(b))- 

· a) O/W engaged in non securities business – any issuer primarily engaged (directly or thru 100% subsidiary) in business other than investing / re-investing / owning / holding / trading securities
· b) SEC issued 60 day exemption – upon application ( SEC may issue order exempting issuer from application of ICA for 60 days

· c) 100% subsidiary of exempted company – any company whose securities = 100% directly / indirectly owned by company O/W exempt under (a) or (b) above

· B) Relevant Issues
· i) independent directors - § 2(a)(3), (9), (19) - 









· generally – ≥ 40% of BOD m/n/b interested in IC (§ 10) unless if O/W meets requirements of § 10(d)
· interested (for IC) ~ includes any of the following

· affiliated person (~ any person (i) controlling power to vote ≥ 5% O/S voting securities or (ii) ≥ 5% of whose O/S securities are controlled w/ power to vote or (iii) controlling / controlled by / under common control or (iv) officer / Dir / partner / co-partner / EE or (v) if IC ( any investment advisor or advisory board member or (vi) if unincorporated IC ( depositor thereof

· immediate family members - 

· interested person of any investment advisor / principal U/W of IC - 

· any person / partner / EE of any person acting as legal counsel to IC since beginning of last 2 completed fiscal yrs
· any person / affiliate who during 6 mos prior to this determination ( executed any portfolio transactions w/ for / distributed shs for specified entities 

· specified entities - either (i) this IC or (ii) any IC w/ same investment advisor or (iii) any acct over which IC’s investment advisor exercises brokerage displacement discretion

· any person / affiliate that loaned money to specified entities during 6 mos prior to this determination

· any natural person whom the SEC determines t/b interested due to past material business / professional relationship

· interested (for investment advisor) – see § 2(19)(B) at p. 1305

· requirements of § 10(d) - 

· role - independent Dir = independent “watchdog”

· must - separately evaluate / approve (i) K w/ investment mgr + (ii) any transaction w/ COI / self dealing
· may – terminate serivative suit over objection of S/H – Burks v. Lasker (US 1979) 

· duty of absolute full disclosure – owed by mgmt to independent Dir – Moses v. Burgin (1st 1971) re racapture

· ii) sales / redemption of shs - 











· required execution price – for sale / redemptions ( m/b net asset value that is next computed after the receipt of the order / tender (Rule 22c-1)
· net asset value – computed at least once daily at the time set by the fund’s BOD

· fees – 

· alternatives - 
· front end sales charge = 8.5% (§ 26 NASD Rule of Fair Practice)

· redemption fee – generally reduces w/ longer holding periods

· distributions – 
· restrictions – fund may not act as distributor of its own shs unless either (i) thru an U/W or (ii) related payments by IC = pursuant to written plan both (a) describing distribution financing and (b) adopted per Rule 12b-1
· Rule 12b-1 – 
· Plan and all related docs (a) m/b approved by all of (i) majority of BOD + (ii) majority of Independent Dir + (iii) majority of holders of O/S voting securities and (b) provide for such annual approval if Plan intends to last > 1 yr and (c) provide that w/n/b amended to materially increase amount spent for distribution w/o S/H approval and (d) requires quarterly reporting to BOD re: expenditures
· Dir Duty – Dir (a) must request / evaluate info reasonably necessary to approve / reject Plan + (b) may vote for Plan only if reasonably believe will benefit Fund & S/H

· Fund – must commit election of disinterested Dir to existing disinterested Dir
· expenses (~ advert, printing, mailing) – 

· generally - may not be borne by fund itself

· exception (Rule 12b-1) - 

· advertising = 
· Securities Act – applies b/c MF constantly in shelf registration + cf Rules 480 - 494
· Consider – all advertising of MF = prospectus b/c it only sells shs
· SEC wants advertising b/c promote competition / market control

· SEC leary of advertising b/c

· Rule 482 – deems certain prospectuses to qualify as 10(b) prospectuses IF . . .  see p. 153
· Thel – 
· recently SEC - allows IC to issue advertising

· imposes limitations which make it more difficult to invest and save = means we don't promote saving enough

· iii) compensation – 













· § 36(b) Express PRoA re: Reasonableness of fees - Gartenberg v. Merrill Lynch (2nd 1982)

· Holding – PL loses b/c no evidence that either (i) an breach of F/D occurred nor (ii) fees charged were excessive
· Facts – Fund organized as no load / diversified / open ended fund + Fund performed modestly well + Independent Dir negotiated advisor fee t/b graduated downward as fund grows

· Law – § 36(b) – 
· investment advisor has F/D re: receipt of compensation for services paid by IC

· in any action by S/H ( PL has BOP of merely proving breach of F/D
· any action brought ( may only be against the recipient of the questioned payment
· Test – did advisor or BOD breach F/D either b/c (i) they were not informed / failed to exercise care or (ii) fee was not w/i range of what O/W negotiated at arm’s length considering all applicable circumstances

· arm’s length factors – 

· Consider – advisor’s cost + nature / quality of service + extent of advisors economies of scale as Fund grows + volume of orders processed

· Not just market price (~ charged by similar advisors) – b/c no real competition exists b/w advisors (~ b/c fee ~ relatively insignificant

· Intent to defraud / misconduct – not necessary
· § 36(b) SOL – recovery limited to compensation improperly paid to Def w/i 1 yr before PL brings suit

· § 36(a) Implied PRoA – 
· self dealing – 

· independence of Directors - 
· Thel spends time on this (§ 2(19)), etc.

· S/H approval (§ 13) – 

· Required for – 

· 1) any change b/w (i) open / closed or (ii) diversified / non-diversified

· 2) deviations from stated fundamental investment policy

· PRoA – implied by courts for failing to obtain required S/H vote – Potomoc Cap Mrkts v. Prudential (SDNY 1989)

· C) Policy Issues

· Importance of Investment cos ( cf mutual funds

· Why regulate – promoter abuse + belief that control of large pools of liquid assets = appealing to bad people + self dealing / misuse = harder to detect + fear of economic power associated w/ concentrated ownership
· Fundamemental issue = how much to rely on market discipline (~ consider ECMH + asymmetry of movement where big performers attract much / people slow to leave poor performers)

· 3 Types of ICAs

· a) closed end – issue fixed # of shs to investors

· b) open ended ~ mutual funds – continuously issues new shs + redeems old shs at net asset value
· 1) equity funds
· 2) Bond / income funds
8.  Secondary Distributions

· A) § 4(1) Exemption

· i) Destroyed by - presence of issuer or U/W in transaction – Chinese (below) 






· Thel – may apply even if “U/W” is only the dealer for a control person

· ii) Rule – everyone is exempt except  issuer, dealer, underwriter 







· issuer (§ 2(4)) – every person who issues / proposes to issue any security 

· includes (for § 2(11) purp) – any person directly / indirectly controlled / controlling the issuer

· policy – same dangers + position to provide info

· subject to – § 4(2) exemption - 

· dealer (§ 2(12)) – broadly any person who engages in business of dealing / trading securities

· subject to other exemptions - 

· § 4(3) dealer exemption (& Rule 174) – dealers = exempt from § 5 once registration period ends

· § 4(4) broker exemption – broker exempt IFF (i) executed on customer order + (ii) on exchange / over counter + (iii) makes reasonable inquiry as to character of securities + (iv) unaware of customer’s role <> exempt (Wolfson) 

· underwriter ( § 2(11)) – any person who (i) purchased from an issuer or control person thereof  (ii) with a view to (or in fact does) (iii) either (a) offer / sell for issuer or (b) has participation in the offer / sale or (c) has participation in an underwriting (iv) in connection w/ a distribution 
· a) excludes – any person
· i) meeting Rule 144 safeharbor – see (b)(i)(C) below
· ii) whose interest = limited to usual/customary dealer/seller commission (Rule 141)
· usual / customary – includes (i) direct payment by U/W or (ii) dealer’s spread on principal purchases from U/W w/ sale at higher price

· ii) who all of (a) not in privity of K w/ issuer + (b) not controlled by / controlling / under common control w/ issuer + (c) has no association w/ principal U/W of securities distributed + (d) only purchases securities remaining unsold after lapse of specified time + (e) purchases for investment (Rule 142 - excludes from “participation in”)

· issuer – includes control person (§ 2(4) + last sentence of 2(11))

· principal U/W – U/W in privity of K w/ either issuer / control person

· b) includes – 4 categories of persons 

· i) agent for issuer in a distribution – 

· A) agent – Chinese (dissent) – majority’s opinion means anyone who gives any form of assistance is an U/W (~ majority can always find an U/W)

· B) for issuer ~ (i) mere presence of issuer in transaction or (ii) taking any steps necessary to distribution (irrespective of compensation) – SEC v. Chinese Benevolent Association (5th 1941) – Chinese American group facilitates the sale of unregistered Chinese war bonds
· C) distribution – m/b pursuant to a registered offering
· generally = offer / sale to public investors (~ people needing protection of Act - Ralston) – Gilligan Will – says to use § 4(2) defn
· includes - 

· continual solicitations - normally resulting in distribution of unregistered securities in US – Chinese Benevolent Assoc
· substantial sales (~ 25% of O/S shs) – US v. Wolfson (2nd 1969)

· safe harbor (Rule 144) - 

· fungibility doctrine – if restricted / unrestricted securities held together ( treat all as restricted

· available to – any of (i) non-control person selling restricted stock + (ii) control person selling restricted stock + (iii) person selling for account of affiliate of issuer (~ securities firm assisting control person sell either restricted / un-restricted stock) 

-  affiliate ~ control person (see (c)(iii) below)

· effect – preserves § 4(2) issuer / § 4(4) re-seller / § 4(1) exemptions b/c deems no distribution exists

· requires– either 
(A) all of (i) securities = restricted + (ii) seller is not affiliate at time of sale (nor during prior 3 months) + (iii) securities “held” ≥ 2 yrs OR  
(B) all of following - 

1) public info available – 


a) if reporting company (for ≥ 90days) ( reporting info is current


b) if not reporting company ( comparable issuer info = O/W available

2) tacking period – if selling       (see pg. 64 1,2,3 of SA)

a) unrestricted securities ( none


b) restricted securities ( 1 yr (from time full issue price finally paid (~ not when give credit / installment note))

- restricted securities = either (a) acquired direct / indirect from issuer other than in public offering or (b) securities subject to resale restrictions of Reg D (even if issuance failed Reg D requirements) (e.g., ~ securities bought in chain of transactions not in public offering)
3) limited amount sold – amount / aggregate amount of securities sold over any 3 month period ≤ greater of (i) 1% of O/S class or (ii) avg weekly trading volume on all exchanges

a) affiliates – aggregate (restricted + non-restricted) securities 

b) non-affiliates – no aggregation
c) donee / trust – aggregate w/ amounts sold by donor / settler w/i 3 months (limitation applies for 2 yrs from date of acquisition)

d) pledgee / purchaser of pledge securities - aggregate w/ amounts sold by pledgor w/i 3 months (limitation applies for 2 yrs from date of default activating pledge)

e) affiliates acting in concert – aggregate shs sold by all

4) manner of sale – has to be in broker transactions (~ broker / dealer cannot sell from inventory)

- broker transactions - 


+ SEC – m/b (i) § 4(4) exempt broker transaction + (ii) merely executes / no solicitation (other than buyers inquiring w/i 60 days) + (iii) usual / customary commission + (iv) reasonable inquiry re: distribution – SA Rel No. 5223

+ safeharbor (Rule 144(g)) – if broker (i) does no more than execute order + (ii) neither solicits nor arranges solicitation of orders (unless O/W allowed – cf (B)(iii)(b)) + (iii) after reasonable inquiry is not aware either that (a) seller is U/W nor (b) sale is distribution
5) notice of proposed sale – m/b filed w/ SEC prior to sale (~ Form SR, pg. 480)


- exception – deminimis sales during any 3 month period ≤ 500 shares and $10,000


+ policy – want to avoid solicitation efforts

6) no shelf registration – seller m/h bona fide intention to sell w/i reasonable time - 5223
· ii) purchase from issuer w/ view to a distribution (~ restricted securities) – 

· A) purchase = 

· requires - for value (~ reciprocal of ‘sale’ defn § 2(3))

· includes – 
· a) I/B in firm commitment u/w – (self evident)

· b) pledge of shares ~ sale at time of pledge Rubin v. US (US 1981)

· c) foreclosure on pledged securities – depending on expectations at time of pledge – SEC v. Guild Films (2nd 1960)
· B) from issuer – 

· C) w/ view to ~ investment intent

· rule of thumb ~ hold 2 yrs – US v. Sherwood (SDNY 1959) / Ackerberg v. Johnson (8th 1989)

· “change of circumstance” – 

- includes – 


 - insolvency (of purchaser which necessitates sale) – Neuwirth v. Swanton (10th 1975)


 - unexpected bank call of demand note – Leitman v. VTR (SDNY 1970)

- excludes – changed expectation regarding issuer performance – Gilligan v. SEC (2nd 1959) ~ selling stock when underperforms
- practitioners – helps justify 2-3 yr RoT

- SEC – irrelevant (b/c public always deserves disclosure) – Rel No. 5223 (1972)

· D) distribution – see above

· policy – is reseller in better informational position than subsequent buyer (this is more likely the more recently reseller acquired securities)

· iii) person either (i) purchasing from or (ii) offering to sell for a control person in a distribution
· A) person purchasing from / selling for
· B) control person – depends on defn court adopts - person having power to either  - 

· 1) direct mgmt / policies of issuer (~ stock, office, K, etc) (Rule 405)  OR
· 2) obtain signatures of those required to sign registration stmt (HR Rept)

· policy – mgmt power defn catches people w/ inside info + signature power defn addresses people w/ power to provide info

· C) in a distribution – see above

· includes – people acting for control person

· ~ U/W to control person

· broker dealer assisting control person – In re Ira Haupt (SEC 1946)

· iv) any person participating in an underwriting associated w/ (i)-(iii) above – 

· A) any person - 

· B) participating in an underwriting – includes - 

· 1) Engaging in any steps necessary to distribution of securities – Harden v. Raffensperger (7th 1995)

· 2) agreement to purchase any undistributed securities – unless person all of (a) not in privity of K w/ issuer + (b) not controlled by / controlling / under common control w/ issuer + (c) has no association w/ principal U/W of securities distributed + (d) only purchases securities remaining unsold after lapse of specified time + (e) purchases for investment both (i) purchase made for investment + (ii) NOT purchased from issuer (Rule 142 exemption)

· 3) parties opting to their sell restricted securities in a distrib. of issuer – e.g., per K right – Byrnes v. Falkner (2nd 1977)

· C) associated w/ any of (i) – (iii)
· c) pros / cons – 

· pros - may enter negotiations / agreements re: security prior to registration

· cons – special disclosures required in reg stmt re: agreements / compensation + § 11(a) defendants

· iii) interpretational issues – Chinese Benevolent Assoc. 








· § 5 = broadly prohibits sales of securities

· § 4(1) = narrowly exempts limited transactions

· B) Restricted securities - parties w/ potential liability 

· i) re-seller of security – either - 











· a) control person – avoids liability either by –

· 1) qualifying for transaction exemption – e.g., resale remains w/i limits of original transaction exemption – see 5(C) above
· 2) § 4(1) exemption applies b/c not participating in distribution – if either
· A) making only limited sales (into public market) ~ to avoid distribution = risky - 


· SEC position – will enforce broad remedial purpose of act if Rule 144 safe-harbor not met - SA Rel No. 5223 

· B) demonstrate both (i) securities come to rest + (ii) not using U/W  – 



· come to rest – may be irrelevant as any control person sale = more likely t/b part of distribution – US v. Sherwood (SDNY 1959)

· not using U/W – either
· a) if do not use intermediary (sell on own) ~ no U/W

· BUT – Chinese Consolidated always finds U/W
· e.g., - use of broker in O/W secondary transaction by someone not an issuer, U/W, broker, ( does NOT convert transaction into one by issuer, U/W, dealer – Ackerberg v. Johnson ftnt 4 (8th 1989)

· b) if use intermediary ( sale m/n/b in public offering (~avoids U/W)

· Good – § 4(1 ½) exemption
· public offering – (i) look to needs of offerees + (ii) no general solicitation (unless block t/b sold to one party) + (iii) steps taken to prevent wide distribution beyond few parties who purchase  (??) + (iv) info disclosure requirement (maybe) + (v) securities acquired from control person treated as restricted

- needs - no need if offeree = sophisticated - Ackerberg v. Johnson (8th 1989) – no § 5 violation b/c control person sale = (i) after come to rest (~ 4 yrs) ~ investment intent + (ii) no distribution (b/c no public offering b/c offeree sophistication)
~ sophisticated – (i) able to bear economic risk + (ii) given access to info + (iii) substantial net worth + (iv) knew securities not registered + (v) prolific investor

· Bad - broker exempt under § 4(4) + Rule 144 – US v. Wolfson (2nd 1969) ~ control person cannot benefit from broker O/W being exempt from U/W treatment merely b/c dupes broker into selling stock
· theory = combination of § 4(2) (exemption for transaction not involving public offering) + § 4(1) (exemption if not in distribution) + judicial rationale interpreting “public offering” ~ distribution

· C) Rule 144 safeharbor (see 8(A)(ii)(b)(i)(C) above) – conditions depend on whether 

· i) sale of restricted securities - all of (i) hold for ≥ 1 yr + (ii) aggregate amount of (restricted + non-restricted) securities sold ≤ greater of  (x) 1% of outstanding securities or (y) avg weekly trading in any 3 month period + (iii) disclose on Form 144 if required (~ if sell greater than either 500 shs or $10,000) + (iv) sold through broker (soon after filing Form 144) + (v) public info available (~ either (aa) reporting company for ≥ 90 days and reports are current or (bb) comparable info) 

· current info – met if issuer disseminates Rule 15c2-11 info

· ii) sale of UN-restricted securities – sells through broker who can rely on Rule 144 (see below)

· D) Rule 144A sale to qualified institutional investors - 





· requires – all of (i) sale made to qualified institutional buyer + (ii) security NOT fungible w/ securities traded on national exchange / NASDAQ + (iii) holder can obtain certain info from issuer + (iv) person claiming exemption notifies buyer thereof 

· qualified institutional buyer – 

- i) generally – corp / p’ship that owns & discretionarily invests $100M in securities not affiliated w/ issuer

- ii) banks – both (a) general $100M requirement + (b) audited net worth ≥ $25M

- iii) registered broker dealers – own & discretionarily invest $10M in securities not affiliated w/ issuer

· certain info – see Text p. 495 (~nature of issuer business / products + F/S for last 2 yrs of ops (~ audited if reasonably available)) – SAR 6862
· policy – create 144A market + induce foreign issuers to make private US placements

· concern – favors capital formation over protecting investors
· 3) Rule 144 safeharbor – no distribution if Rule 144 conditions met (~ depend on who & securities) – see 3(C) above 
· b) Others (non-control persons) – avoid liability by relying on either - 

· 1) resale of registered securities – 4(1) exemption should apply

· 2) resale remains w/i limits of original transaction exemption - ~~> old transaction exemption applies

· 3) by demonstrating - both (i) investment intent re: initial acquisition + (ii) securities come to rest (~sale not part of a distribution ~ not U/W ~ § 4(1) exemption applies)

· investment intent – see 8(A)(ii)(b)(ii)(C) above ~ w/ view to 
· come to rest – 
· RoT – 2 yrs
· 4) Rule 144 safeharbor – no distribution if Rule 144 conditions met (see 8(A)(ii)(b)(i)(C) above)
· conditions – either

· a) hold for 2 yrs (~ no other conditions apply) 
OR 
· b) all of (i) hold for ≥ 1 yr + (ii) amount of securities sold ≤ greater of  (x) 1% of outstanding securities or (y) avg weekly trading in any 3 month period + (iii) disclose on Form 144 if required (~ if sell greater than either 500 shs or $10,000) + (iv) sold through broker (soon after filing Form 144) + (v) public info available (~ either (aa) SEA 1934 periodic filings or (bb) comparable info)

· 5) Rule 144A sale to qualified institutional investors – see 8(B)(i)(a)(2)(D) above
· 6) A/B exchange exemption – requires (i) exchange of restricted securities for registered securities + (ii) exchanger not O/W a broker in distribution + (iii) securities exchanged = either (a) non-convertible debt or (b) P/S or (c) foreign issuers initial offerings – Exxon No Action Letter (1988)

· 6) sell in non-public transaction (§ 4(1½) exemption) ~ avoids distribution – see 8(B)(i)(a)(2)(B)(b)
· ii) original issuer (original exemption may be destroyed) – 








· a) § 4(2) + Rule 506 exemption – see 5(C)(iii) above
· b) securities came to rest w/ seller – so resale is not part of original distribution

· c) steps to protect self – legend stock + stop transfer order w/ transfer agent (pending legal opinion re: transfer) + purchaser signs notice of restriction

· iii) broker (agent for issuer) – avoids liability by relying on either -  







· a) § 4(4) broker exemption – broker exempt IFF (i) executed on customer order + (ii) on exchange / over counter + (iii) makes reasonable inquiry as to character of securities + (iv) unaware of customer’s role <> exempt (Wolfson) 

· limit – only applies in trading transaction (~ not distribution)

· trading transaction – excludes where large number of shs sold – In re Ira Haupt (SEC 1946) – liquor in kind dividend
· b) safeharbor for § 4(4) exemption (Rule 144(g)) ~ broker involvement of resale of restricted securities by control person treated as § 4(4) exempt broker transaction if
· § 4(4) met - if broker (i) does no more than execute order + (ii) neither solicits nor arranges solicitation of orders (unless O/W allowed) + (iii) after reasonable inquiry is not aware either that (a) seller is U/W nor (b) sale is distribution

· O/W allowed – (i) inquiries of other broker / dealers indicating an interest in preceding 60 days + (ii) inquiries of customers having indicated an unsolicited interest in the securities in last 10 days + (iii) publication of bid / ask quotations in inter-dealer quote system where such quotes = incident to maintaining bona fide inter-dealer market
· also - see 8(A)(ii)(b)(i)(C) above
· c) § 4(3) dealer exemption (w/ Rule 174) – dealers = separately exempt from § 5 prospectus delivery requirement once registration period ends

· C) Restructuring / recapitalizations

· i) offer to sell / prospectus - Rule 145 - 










· generally - Rule 145(a)) – includes (and § 5 registration applies to) any submission for S/H vote relating to a restructuring transaction
· restructuring transaction - includes any of (i) reclassification of securities or (ii) merger consolidation or (iii) transfer of assets
· exceptions – 
· 1) Rule 135 – see above + pre-filing publicity notice allowed (but m/b filed w/ SEC per Rule 425)
· 2) Rule 145(b) – communication m/b made IFF (i) relate to transaction that w/b registered + (ii) contains only – name of issuer & other parties thereto / description of businesses / logistics of S/H meeting / description of transaction / 

· 3) pre-announcement Rule 166 – any communication made before first public announcement <> offer to sell / solicitation IFF participants take reasonable steps to prevent distribution / publication of the communication until either (i) publicly annmounced or (ii) reg stmt filed

· 4) pre-filing period Rule 165(a) – offeror may offer to sell / solicit offers to buy in the pre-filing period IFF (i) any written communication is prefiled w/ SEC per Rule 425 + (ii) any prospectus contains legend urging investors to read info filed w/ SEC + (iii) any exchange offer ( made in accordance w/ § 14 tender rules

· 5) post-filing Rule 165(b) - offeror may offer to sell / solicit offers to buy in the post-filing period IFF (i) any written communication is prefiled w/ SEC per either Rule 424 or  425 + (ii) any prospectus contains legend urging investors to read info filed w/ SEC + (iii) any exchange offer ( made in accordance w/ § 14 tender rules
· ii) parties deemed t/b U/W – 











· includes (Rule 145(c)) – any party who both (i) publicly offers / sells securities acquired in the restructuring transaction (~ see above) and (ii) is either (a) a party (other than issuer) to a restructuring transaction or (b) an affiliate of the issuer at the time transaction is submitted to S/H vote

· exceptions (Rule 145(d)) – any of the following

· 1) securities are sold pursuant to Rule 144 requirements for (i) current public info + (ii) limitation on amount of securities sold + (iii) sold through broker transaction 

· 2) all of (i) selling party is not an affiliate + (ii) selling party has held securities ≥ 1 yr + (iii) meets Rule 144 current info requirement

· 3) all of (i) selling party h/n/b an affiliate for ≥ 3 months + (ii) selling party has held securities ≥ 2 yrs
· iii) issuer exchanges – 












· general rule – see (i) above
· exemptions - 

· 1) exchange offer (§ 3(9)) – if (i) issuer exchanges (ii) its own shs (iii) w/ current holders (iv) w/o paying commission for solicitation of exchange

· 2) state regulatory approval (§ 3(10)) – if approved after hearing by state bank / insurance authority

· iii) fundamental corporate transactions ~ automatic exchange in merger / sale of assets / recapitalization 


· technically – SEC claims (since 1972) that involves offer of new investment

· in practice – non-issue b/c corp will file disclosure document sufficient for both (i) SEC proxy + (ii) SA reg stmt

· policy – lack of S/H volition after approved (against SEC)

· iv) altering security holder rights (amending COI) ~ no registration if not for value (§ 2(3)) 




· for value – consider whether giver receives value from any source

· includes - 

· lengthening maturity date of security ~ treated as retirement of old / issuance of new security – SEC v. Assoc. Gas (2nd 1938)

· material changes to economic / voting rights – unless involves no economic consequence to S/H (~ changing par value)

· excludes - 

· reincorporation in different jurisdiction – even if changes S/H rights – see misc No Action letters

· v) stock split / stock dividend / spin-offs – 










· a) stock split / stock dividend – no registration if not for value (§ 2(3))

· for value – consider whether giver receives value from any source

· includes - 

· free stock ~ creation of market in security – 

· vested dividend + subsequent BOD granted option for stock in lieu of cash dividend ~ for value to extent exercised

· warrants / options exercisable immediately – 

· lengthening maturity date of security ~ treated as retirement of old / issuance of new security – SEC v. Assoc. Gas (2nd 1938)

· material changes to economic / voting rights – unless involves no economic consequence to S/H (~ changing par value)

· excludes - 

· optional stock dividend ~ SEC ignores possibility of cash dividend followed by purchase of stock

· warrants / options exercisable in future – 

· reincorporation in different jurisdiction – even if changes S/H rights – see misc No Action letters

· b) spin-offs – 

· 1) SEC tacit approval – no registration required if all of the following (i) S/H of parent <> provide any consideration for spunoff shs + (ii) shs spun off = distributed pro rate + (iii) adequate info re: Parent / Sub is available + (iv) Parent has valid business purpose + (v) any restricted securities spun off m/h/b held ≥ 2 yrs (SEC Legal Bulletin 4, 1997)
· 2) SA Regulation - factors to consider – 

· A) creation of market in stock – 

· Form - (i) receives spun off stock + (ii) keeps portion + (iii) distributes remainder to S/H – SEC v. Datronics Engineers (4th 1973)

· theory – Datronics both - 

· a) (i) used mail (ii) to act as issuer / co-issuer (iv) to dispose (~ sell) (v) unregistered security (vi) for value (~ creation of market)  AND
· b) acted as U/W to extent purchased shs (to extent not a co-issuer)

· B) lack of business purpose ~ 

· Form – (i) company spins off Subs + (ii) for no business purpose + (iii) trading develops in Sub shs – SEC v. Harwyn (SDNY 1971)

· C) lack of info re: spun off company – SEC No Action letters generally allow if info available

· D) compliance w/ Rule 144 – SEC requires 

· 2) SEA Regulation – 

· policy = aimed at protecting integrity of secondary trading (i) facilitate allocation of capital + (ii) enable offerees to protect self

· Rule 15C2-11 – prohibits initiation / resumption of quotations by broker / dealer unless has / verifies certain info re: security / issuer

· certain info – depends on type of issuer (recent IPO, foreign, required to file info, other) . . . see p. Text 527   

· v) warrants, options, conversion privileges – 









· registration – required per § 2(3) as offer / sale (~ issuance of right / privilege)

· but - not sale (b/c not for value) unless immediately exercisable – Rel No. 3210 (1947)

9.  Professional Responsibility

· A) Codes of Professional Responsibility

· B) Possible Actions against Atty

· i) SEC Rules of Enforcement (§ 102(e)) - 










· Suspension / disbarment – SEC may prevent parties, after notice / opportunity for hearing, from practicing before SEC for either (i) not possessing requisite qualifications (~ negligence) or (ii) lacking character / integrity or improper conduct or (iii) willfully violated / aided & abetted violation of any federal securities law / rule / regulation or (iv) improper conduct of accountants
· practicing (102(f)) – “practicing” defined to include everything

· improper conduct  –

· generally – where (i) atty has significant responsibilities re compliance w/ Fed security disclosure requirements + (ii) becomes aware of client’s continuing failure to substantially comply w/ disclosure requirements + (iii) continues to participate (iv) w/o taking prompt steps to end client’s non-compliance – In re Carter Johnson
· accountants (102(e)(iv))- 

· Thel problem – 
· is it proper for SEC to regulate who can speak in adversary proceedings essentially w/ itself 

· criticism was - undermines aggressive advocacy

· case – § 102(e) In re Carter Johnson (SEC 1981) – client discloses fin plan w/o disclosing liquidation consequences of triggering + atty knew client CEO not cooperating / ignoring advice + fin plan triggered + client CEO resigns + admin law judge find knowing / unethical conduct b/c failed to advise client (~ BOD) + Commission reverses / wanrs
· ii) Aiding & Abetting Liability – 











· required elements – (i) primary violation + (ii) Def = aware that acts were part of improper activity + (iii) Def knowingly and substantially assisted the primary violation – National Student (below)
· primary violation ~ includes material misrep w/ scienter

· aware ~ 

· includes – 

· actual knowledge (e.g., as evidenced by presence) – Nat’l Student
· after advising that disclosure is inadequate (~ for § 102(e)) – In re Carter Johnson
· possible defenses – failing to discover fraud or reasonably believed victims were already aware 

· substantial assistance – depends on situation

· includes - 

· silence / inaction ~ IFF duty to disclose exists

· legitimating action of others ~ by letting others use atty’s presence to make proceedings look valid

· excludes / irrelevant – 

· falsity – b/c real issue is assistance

· formalities – where parties O/W already aware

· post violation actions – not covered by the securities law

· case - SEC v. National Student Marketing Corp (DDC 1978) – Lawyers to Target advise that closing deal w/o signed comfort letter is OK + Deal closes + all parties learn of additional adverse disclosures in final comfort letter + Attys advise that merger can’t be undone / fail to tell S/H + stock crashes + S/H sue
· iii) Primary violation liability - 











· see – Bar v. Cris-Craft
· C) Remedies Imposed

· i) permanent injunction – 
· applied only if – either (i) reasonable likelihood of future illegal conduct or (ii) a past willfully / blatant / outrageous violation

· does not apply – merely due to possible future opportunities to violate law (~ as a securities atty)

· ii) ancillary remedies (ancillary to injunction) – 

· in substance – c/b almost anything court decides to impose (~ disgorgement / passing decision to peers)

· iii) suspension / disbarment before SEC – see 9(B)(i) above

· iv) penalties (§ 21D)  - 

· v) Cease and Desist Orders (§ 21C)

· whom applied to – any person that violates / causes violation / controls violator

· policy – if atty violated order ( SEC pursues for violating the Order which has les penalties

· vi) Criminal violations – 

· requires - (i) knowledge of criminality + (ii) . . . 

· D) Actions Required of Atty

· i) give advice – 













· required – atty must make all reasonable efforts to persuade client to avoid / terminate proposed illegal action

· ii) disclose of fraud - 












· required where – duty to disclose exists – National Student
· iii) resign - 














· E) Atty Defenses

· i) lack of materiality – court’s will defer to Atty business Judgment re: materiality unless obviously wrong - National Student
· ii) took reasonable steps to fulfill duty – In re Carter Johnson
10)
Exchange Act

· A) Registration
· B) Foreign Issuers

· C) Compliance – O/S Dir & Accy

· D) Foreign Corrupt Practices Act

· E) Private Actions
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