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Overview of Securities Law

By: Neil M. Kaufman

I. Introduction to Securities Law

A. Sources of securities law.

i. Constitution.

a. Interstate Commerce Clause:  Congress’ power to regulate transactions involving “the use of any means or instruments of transportation or communication in interstate commerce or of the mails.”
ii. Securities Statutes.

a. Federal:

1) Securities Act of 1933 (“Securities Act”);

· Enacted from the aftermath of the 1929 crash.

2) Securities and Exchange Act of 1934 (“Exchange Act”);

3) Trust Indenture Act;

4) Investment Company Act of 1940;

5) Investment Advisors Act;

6) Securities Investor Protection Act; and

7) Sarbanes Oxley (“SOX”).

b. State:

1) Blue Sky laws.

2) Prior to 1933, State Blue Sky laws were the exclusive regulation of securities.

3) Currently:

i. Prior to 1996, federal securities law specifically preserved the jurisdiction of state commissions to regulate securities transactions and professionals.  In 1996 certain state regulations were preempted by federal law.

ii. Blue Sky laws generally provide for registration of broker-dealers, registration of securities to be offered or traded in the state, and  sanctions against fraudulent activities.  

iii. The use of mail to accomplish any part of the transaction, including payment or confirmation after a sale, is sufficient to support federal jurisdiction.  

iii. The Securities and Exchange Commission (the “SEC”) - The Exchange Act created the SEC and granted the SEC broad power.

a. Policy and interpretive releases (Approved by the Commission): Form of informal lawmaking by the SEC.  The releases set forth views of the Commission regarding selected topics but do not have the force of law.

b. No action letters (Issued by the SEC Staff):  No action letters are interpretive letters by the SEC staff regarding specific questions posed by attorneys, issuers or others.  Technically, the letters have no precendential value, but often are relied upon by practitioners.

c. SEC Staff Bulletins (Issued by the SEC Staff):  In 1997, the Division of Corporate Finance began issuing bulletins, which serve as guidance to practitioners as to the SEC staff’s views.
iv. Case Law - Often establishes law that differs from the SEC’s position.  
B. Securities Act:

i. Regulates all offerings of securities through the means or instrumentalities of interstate commerce.

ii. Prohibits offers and sales of securities that are not registered with the SEC, unless the securities offered or the transaction is exempt.  

iii. A sale of securities in violation of Securities Act is subject to: 

a. Accounting and disgorgement (Securities Act §8A).

b. Rescission (SEC v. Bangor Punta, 331 F.Supp. 1154 (S.D.N.Y. 1971); SEC v. Texas Gulf Sulphur, 446 F.2d 1301 (2d Cir. 1971); SEC v. Golconda, 327 F. Supp. 257 (S.D.N.Y. 1971)).   
iv. Public trading markets are legal pursuant to § 4(1) of the Securities Act.

a. Exemption states, “transactions by any person other than an issuer, underwriter or dealer.”  The exemption applies to almost all secondary trading. 

v. Prohibits any fraudulent practices in the offer or sale of any securities.

vi. “Disclosure” model rather than “merit” model.

vii. Disclosure requirements:

a. Purpose: To provide adequate and reliable information to the public regarding the securities being offered and sold.

b. Registration requires the issuer to provide information as required by the statute.

c. Registration Statement:

1) Part I: Information required in the Prospectus:

i. Summary information regarding the company.

ii. Risk factors.

iii. Ratio of earnings to fixed charges.

iv. Use of proceeds.

v. Determination of the offering price.

vi. Dilution.

vii. Plan of distribution of the registered shares.

viii. Description of securities being registered.

ix. Interests of named experts and counsel.

x. Information regarding the registrant:

1. Description of business.

2. Description of property.

3. Legal proceedings.

4. Market price of and dividends on the registrant’s common equity and related stockholder matters.

5. Financial statements.

6. Management’s discussion and analysis of the financial condition and results of operations.

7. Changes or disagreements with accountings on accounting and financial disclosure.

8. Quantitative and qualitative market risks.

9. Identity of directors and executive officers.

10. Security ownership of certain beneficial owners and management.

11. Certain relationships and related party transactions.  

xi. All material changes in the registrant since the latest fiscal year. 
2) Part II: Information not required in Prospectus but required for disclosure:

i. Other expenses of issuance and distribution.

ii. Indemnification of directors and officers.

iii. Recent sales of unregistered securities.

iv. Exhibits and financial statement schedules.
d. Registration under the Securities Act does not constitute or exempt registration under the Exchange Act.

C. Exchange Act:

i. Regulation of: 

a. Securities which were already issued to the public; and

b. Classes of securities which are publicly held.
ii. Created the SEC and delegated broad power to the SEC.

iii. Broker/Dealer regulations and registration requirements.

iv. Registration and regulation of national securities exchanges.
v. Transactions in violation of Exchange Act are void (Exchange Act §29).
D. SOX:

i. Response to corporate scandals of Enron and Worldcom.

ii. Provides a comprehensive corporate governance reform for all registered companies.

iii. Enhanced criminal sanctions for violations of securities laws.

iv. Effects of SOX:

a. Chief Executive Officer and Chief Financial Officer certifications.

b. Bonus forfeitures; blackout trading restrictions.

c. Attorney professional conduct rules.

d. Loan prohibitions.

e. Internal control attestations.

f. Code of Ethics.

g. Whistleblower protections.

h. Audit committee requirements and disclosures.

E. State Blue Sky Laws

i. Derivation of term “Blue Sky”:

a. Hall v. Geiger-Jones 242 U.S. 539 (1917):  These laws were meant to prevent “speculative schemes which have no more basis than so many feet of a blue sky.”
ii. Laws vary in each jurisdiction.  Generally contain:

a. Prohibitions against fraud in the sale of securities;

b. Requirements for registration of brokers and dealers; and

c. Requirements for registration of securities to be sold in state.

iii. Thirty states have adopted the Uniform Securities Act (USA).  However, New York (Martin Act) and California are not among them.

iv. State’s retain broad authority in allowing the registration of securities and generally use the “merit” model.  An application for registration can be rejected on the basis that the state administrator for the state finds them not within the confines of “fair, just, and equitable,”  thus permitting subjective approval by the states.

v. Federal preemption of Blue Sky laws:

a. Securities listed on NYSE, NASDAQ, AMEX, Philadelphia SE, Chicago SE, & Boston SE.

b. Securities issued by registered Investment Companies.

c. Certain securities exempted under the Securities Act (“covered securities”).
d. Securities only offered to “qualified purchasers.”

vi. Most states also have a filing exemption for private placements which involves the private sale of securities to accredited investors, not an offer to the general public.

II. Reach of Securities Regulation

A. Definition of a security?

i. A Security is defined in the Securities Act § 2(a)(1) as: “any note, stock, treasury stock, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profits sharing agreement, collateral trust certificate, preorganization certificate or subscription, transferable share, investment contract…”

ii. Securities have no intrinsic value in themselves, they represent rights in something else:

a. Stock: the value depends on the profitability or perceived future prospects of the entity which issues the security.  A dividend is paid out as a portion of a company's earnings or profits distributed pro rata to its shareholders usually in the form of cash or additional shares.
b. Bonds: an obligation to pay a fixed sum of money, at a definite time, with a stated interest.  The value depends on the financial condition of the obligor.  

c. Financial Instruments:  A financial institution that issues instruments on which the rate of return varies with the profitability of the institution.

iii. Three terms where interpretation has been required:

a. Instruments that are referred to as stock but issued for non-investment purposes. (E.g.- “Shares” in a cooperative lease apartment are not considered securities for the purposes of the federal securities laws).
b. Investment instruments that were issued by financial institutions such as insurance companies or savings and loan associations, that are not considered securities. (E.g. - Life Insurance policy).

c. Investment Contracts is a term used in the statutory definition which has caused some confusion.

1) SEC v. WJ Howey Co.:  Creates a four part analysis:

i. Investment of money.

ii. Common enterprise.

iii. Expectation of profits.

iv. Solely from the efforts of others.

iv. Elements for determining whether it is a security for the purposes of the statute:

a. Present or future value being determined by something other than the instrument itself;

b. A separation in ownership from value determinants; and

c. Disparate level of information regarding risk between the purchaser and the seller.

v. Exemptions from statutory definitions:  In general, an exempted security will not be subject to registration or disclosure requirements.

a. Securities Act § 3(a) and Exchange Act § 3(a)(12) provides a list of exempted securities.

1) Obligations issued or guaranteed by the United States government or by state and local governments will be exempted.

2) Insurance policies.
3) Securities offered or sold intrastate.  
4) Securities issued by banks, religious and other charitable organizations, or savings and loan associations that are subject to regulation by other state and federal regulatory agencies.

B. Definition of a Sale?

i. Defined within Securities Act § 2(a)(3).

a. “Shall include every contract of sale or disposition of a security or interest in a security, for value.”  
b. Rubin v United States: Court held that the language of the statute, more specifically the term “disposition,” is determinative that almost every transaction involving a security will fall under the rules of Securities Act.

ii. Transactions that can blur the line.

a. Pledges of stock:  In Rubin, there was a pledge of stock to a bank in exchange for a loan.  Court held that the absolute transfer of property is not required in order to fall under the statutory definition of a “sale.”

b. Rubin left certain issues unsettled. The Court’s interpretation was based on the definition in the Securities Act, which is different than the definition set forth in the Exchange Act.  As a result, 10b-5 liability may not apply in these circumstances.

iii. Other transactions that have faced scrutiny:

a. Acquisitions:

1) Under Rule 145, if the target company’s shareholders receive securities of the acquirer: 

i. the acquiring company is deemed to be the issuer.
ii. As a result, acquired company is a middleman and under Rule 145 will be considered an underwriter, so Section 4(1) exemption would not be available.
iii. Accordingly, the Section 4(2) private placement exemption must be available; otherwise, the acquirer must register the transaction.
b. Spin-offs.

1) Spin-off: A corporation distributes to its shareholders as a dividend stock that it owns in another corporation.
2) When the corporation engaging in the spin-off is publicly held, the shares being spun off become automatically publicly held.  There are two methods for those who receive the shares in order to sell the shares in a public market: (i) the distribution must be registered under the Securities Act; or (ii) the subsidiary does not have to register the securities of the spin-off if the following requirements are satisfied:
i. The spin off is pro rata to the parent company’s shareholders;

ii. The recipients of the spun-off securities provide no consideration;

iii. The parent provides to its shareholders, and the public, adequate information about the spin-off and about the company being spun-off;
iv. The parent has a valid business purpose for the spin-off (more than just to create a public market for the subsidiary’s stock); and
v. If the parent is spining-off “restricted securities” it has held those securities for at least two years.
c. Free stock give-aways.

1) The SEC has scrutinized the offering of “free” unregistered securities over the Internet. 

2) Normally requires an investor to sign onto the issuer’s website and disclose personal information.  

3) Shares were sometimes given for soliciting other investors.

4) The Commission issued cease-and-desist orders, as well as a press release expressly prohibiting these types of give-aways.   

III. Securities Act Registration Exemptions

A. The exemptions include: 

i. Private placements.
ii. Small offerings.
iii. Regulation D.
iv. Intrastate offerings.
v. Regulation A.
vi. Mergers and reorganizations.

vii. Sales by persons other than the issuer.

B. Private Placements.

i. Securities Act § 4(2) states that registration under the Securities Act is not required for securities issued “by an issuer not involving the public.”
ii. Investors receive restricted securities that are not freely tradable in the market.
iii. Securities and Exchange Commission v. Ralston Purina, 346 US 119 (1953):

a. The Court specified certain factors for an offering to fall under the § 4(2) exemption:

1) Number of persons to whom the offer was made; 
2) Limitation of the offer to a defined class of sophisticated persons; and

3) Access to the kind of information which registration would disclose.

b. The Court stated that securities sold through private placements were exempt from registration so long as the issuer provided information of the quality normally included in registration statements.
iv. Regulation D was adopted in 1982 and provided a better framework for exempt private placements.

C. Regulation D.

i. Regulation D:  17 CFR §§ 230.501-508.

a. Created three non-exclusive alternative registration exemptions for issuers.

b. Rule 501: Provides definitions for certain terms throughout the Regulation.

1) Accredited Investors:

i. Financial institutions (eg- banks, saving and loan association);

ii. Brokers and Dealers;

iii. Insurance companies;

iv. Investment companies registered under the Investment Company Act of 1940;

v. Any entity that has assets in excess of $5,000,000;

vi. Private business development company;

vii. Any director, executive officer or general partner of the issuer of the securities being offered or sold; and

viii. Income Test:  Any person with (i) individual worth at the time of purchase exceeding $1,000,000 or (ii) income of $200,000  in each of the two most recent years and a reasonable expectation of reaching the same income level in the current year or (iii) income of $300,000 together with their spouse in the two most recent years and an expectation of making at least that again.
· the SEC has proposed to amend these thresholds.
c. Rule 502:  Provides prerequisites for the exemptions.  
1) Integration: In determining whether an offer qualifies for an exemption, it is necessary to determine whether the offering is in fact a separate offering, or whether it is part of a larger offering.  This issue often arises when issuers engage in series of “non-public” or “intrastate” offerings.  The SEC’s factors for determining whether the offerings should be integrated are:

i. Whether the sales are part of a single plan of financing.

ii. Whether the sales involve issuance of the same class of securities.

iii. Whether the sales have been made at or about the same time.

iv. Whether the same type of consideration is being received.

v. Whether the sales are made for the same general purpose (general corporate purpose allowed).
2) Offers and sales of securities made within six months before or after another offer or sale may be considered part of a single transaction. A securities sale that does not have a valid exemption that is made within six months of a private placement that does comply might cause an issuer to lose the exemption for the later complying transaction.

3) If offerings that were intended to be separate end up being integrated as one offering, they often would not be exempt and thus would be illegal unless registered.

4) Rule 502 information required:

i. If the issuer is not subject to the Exchange Act reporting requirements:

1. non-financial statement information, somewhat similar to what is required in a registration statement; and

2. audited financial statement information, as would be required in a registration statement filed under the Securities Act which the issuer would be eligible to use.

ii. If the issuer is subject to the Exchange Act reporting requirements:

1. most recent Form 10-K;

2. definitive proxy statement filed in connection with 10-K; and

3. any information contained in any documents required to be filed under Sections 13(a), 14(a), 14(c) and 15(d) of the Exchange Act.  

iii. If purchaser is not an accredited investor, a brief description in writing of any material written information concerning the offering that has been provided by the issuer to any accredited investor.

iv. Information about the limitations on resale.  
5) No form of general solicitation or general advertising, including but not limited to:

i. advertisement, article, notice or other communication published in any newspaper, magazine or similar media or broadcast over television or radio; and

ii. any seminar or meeting whose attendees have been invited by a general solicitation or general advertising.  

d. Rule 147.

1) Intrastate and Regulation D offerings require the offerings be separated by a period of at least six months, during which no offers or sales of that class of securities will be integrated.
e. Rule 504:  Permits the sale of securities within a 12 month period that do not exceed $1,000,000 in the aggregate to any number of purchasers (accredited or non-accredited).  Features of the 504 exemption include:

1) No suitability test or limit on the amount of purchasers.

2) Specified disclosure is not required.  However disclosure of all material information is recommended in order to avoid liability under any antifraud provisions.

3) Rule 502 restriction on resales do not apply if offers and sales of securities are made:

i. Exclusively in one or more states that provide for the registration of securities, and require the public filing and delivery to investors of a substantive disclosure document before sale, and offering is made in accordance with state provisions; 

ii. If the securities have been registered in at least one state that provides for such registration or public filing before sale and the disclosure document is delivered before any sale to all purchasers; or

iii. Exclusively according to state law exemptions from registration that permit general solicitation and general advertising so long as sales are made only to “accredited investors.”
f. SEC has examined the general solicitation requirements.  In a “no-action” letter, the Commission stated that in certain situations where the state laws require disclosure, an issuer can sell securities over the Internet, pursuant to several restrictions.  [SEC Rel. No. 33-7233 (October 6, 1995); SEC Rel. No. 33-7516 (March 23, 1998); SEC Rel. No. 33-7856 (April 28, 2000)].
1) Division of Corporate Finance and Market Regulation interpretive letter IPONET (July 26, 1996).  In IPONET:

i. Broker-Dealers invited previously unknown prospective investors to complete a questionnaire posted on an affiliate’s website.  

ii. Broker-Dealer screened investors to determine sophistication.

iii. Broker-Dealer then provided a password restricted web page permitting access to private offerings.

iv. Interpretive letter relied on an established principle: “General solicitation is not present when there is a pre-existing, substantive relationship between an issuer, or its broker-dealer, and the offerees.”
g. Rule 505: 

1) Applies to securities sold or offered over a 12 month period that are not in excess of $5,000,000.

2) Allows for unlimited accredited investors; however, limits non-accredited investors to 35.

3) If any non-accredited investors purchase in the offering, the issuer must provide to all investors the Rule 502- required disclosure information.
h. Rule 506: 

1) Allows for the sale of unregistered securities for a 12 month period in an unlimited dollar amount.

2) Allows for unlimited accredited investors; however, limits non-accredited investors to 35.

3) Rule 502 information requirements must be satisfied if any investors are non-accredited.

4) The issuer must have a reasonable basis to believe that any purchaser who is not an accredited investor has the appropriate knowledge and experience in financial and business matters that he is capable of evaluating the merits and risks of the investment. 

5) The National Securities Markets Improvement Act of 1996 amended the Securities Act and allowed for preemption of state laws requiring registration for Rule 506 offerings.  Notice filings and fees are still applicable.
i. Form D is not a condition to Regulation D exemption.  Form D is also used by states.  Effective September 15, 2008, the information required by Form D will be filed electronically through a new online filing system that will be accessible from any computer with Internet access. The data filed will be available on the SEC’s Web site and will be interactive and searchable.
j. Rule 508 allows for small deviations from Regulation D without losing the Regulation D exemption so long as the issuer made a “reasonable and good faith effort to comply.”  However, there is an absolute prohibition against any type of general solicitation.

k. Proposed Regulation D Changes:  The proposed changes include a new Rule 507, which allows limited advertising for offers and sales of securities to “large accredited investors”, which are defined as

1) entities or institutions having more than $10 million in investments, or

2) individuals who have more than $2.5 million in investments or annual income or more than $400,000 (or $600,000 combined with spouse) in the last two years

3) Limited advertising of the offerings would be permitted as long as the issuer states in the advertisement that:

· sales will only be made to large accredited investors,

· no money or other consideration is being solicited or accepted through the announcement, and

· the securities offered have not been registered with the SEC

The advertisement would also be restricted to certain types of print media, and the prohibition against general solicitations would still be maintained.

D. Regulation A.

i. The Securities Act § 3(b) authorizes an exemption from registration of public offers or sales not exceeding $5,000,000.
ii. Distinct from Regulation D because it is a public offering.
iii. More simplified form of registration for small issues rather than an exemption; does not trigger Exchange Act reporting requirements.
iv. Requires certain conditions to be met:

a. The size of the offering during a twelve month period cannot exceed $5,000,000.

b. Issuer cannot be convicted of or subject to any SEC orders or disciplinary decisions.

c. The issuer must file an offering statement with the SEC within 10 days of commencing the offering.  The offering statement must contain:

1) Notification.

2) Offering materials: The offering materials must comply with most of the prospectus requirements set forth by Securities Act.
v. Civil liability can be imposed for omissions and misstatements made under Regulation A pursuant to Securities Act § 12(a)(2) and Exchange Act 10b-5.
vi. Advantages to Regulation A.

a. Permits unlimited number of offerees of any type.
b. Permits offers to be made immediately after the filing of the offering statement.
c. Securities sold are freely tradable - not restricted - so they can be immediately resold without restriction.

d. “Testing the Market”: Permits the issuer or underwriter to obtain indications of interest from the market prior to incurring costs.
E. 4(1 ½ ):  An exemption that is construed to allow the private sale of securities by affiliates to sophisticated investors.
i. Affiliate:  An affiliate of an issuer is a person that, directly or indirectly controls, is controlled by or is under common control with the issuer.  Affiliates can be individuals or entities:
a. Executive officers.
b. Directors.
c. Controlling stockholders.
d. Subsidiaries, parent and sister companies.
ii. Issue:  Whether an affiliate who has purchased securities in a non-public transaction can resell those securities in another private transaction?
iii. The situation is not covered by either § 4(1) or 4(2), so practitioners developed 4(1 ½ ) construction to fill statutory hole.
F. Rule 144A:
i. Requirements. 
a. Issuer has securities registered under the Securities Act or the Exchange Act and has been subject to reporting requirements for at least 90 days immediately preceding the sale of securities.
b. Issuer has filed all required reports during the 12 months preceding the sale.

c. Buyers must be Qualified Institutional Buyers (“QIB”), which are:

1) Certain entities that own and invest at least $100 million in securities; 

2) Dealer that owns and invests at least $10 million in securities;

3) Dealer acting in a riskless principal transaction on behalf of a QIB;

4) An entity all of the equity owners of which are QIBs; and

5) Certain banks.

d. The Buyer can resell the securities in the public market, without limitation, commencing six months (provided the issuer is a reporting company) after the later of the date of the acquisition of the securities from the issuer or from an affiliate of the issuer.  The six month holding period begins after the full purchase price is paid by the purchaser.
G. Intrastate Offerings.

i. Securities Act § 3(a)(11) provides an exemption from registration for any security which is part of an offering sold only to residents within a single state (e.g.- Ben & Jerry’s in Vermont).

ii. Advantages:

a. The exemption does not have certain jurisdictional limitations to which other portions of the statute are subject to:

1) Permitted to use mail.

2) Considered a transactional exception, therefore public resale of securities is permitted subject to certain limitations, such as each purchaser and each offeree must be residents of the state.

b. No limit in the amount or value of securities issued to single-state residents.

c. No sophistication requirement for offerees.

d. No specific disclosure requirement.

e. Immediate resales to intra-state purchasers are permitted.

iii. Rule 147.  Provides an objective test for determining requirements of Securities Act § 3(a)(11).  Rule 147 is much more restrictive than the judicial opinions that have interpreted the statute.

a. Does not eliminate the need to comply with state laws.

H. Rule 701.

i. Pursuant to Securities Act § 3(b), the SEC created an exemption from registration for certain employee compensation plans.  Rule 701 is not available to reporting companies or investment companies.

ii. The value of the shares being offered cannot exceed the greater of:

a. $1,000,000;

b. 15 % of the issuer’s total assets; or

c. 15 % of the outstanding securities in the applicable class of securities.

iii. If the amount exceeds $5,000,000, the issuer will be required to make mandatory disclosures regarding:

a. The benefit plan;

b. Risk factors; and

c. Financial statements comparable to those required in an offering statement under Regulation A.

iv. Unlimited number of purchasers, including any employees, directors, general partners, trustees, officers, or consultants and advisors, and family members who acquire such securities from such persons through gifts or domestic relation orders. 
I. Regulation S.

i. Adopted in 1990, an exemption from Securities Act registration for securities offered outside the United States.  Designed to prevent “flowback” into the United States.
ii. Requires:

a. That no offers are made to persons within the United States;
b. Directed selling efforts may not be made in the United States; and 

c. Either:

1) The buyer is offshore at the time of the origination of the buy order; or

2) The sale is made on an established foreign securities exchange; or

3) The sale is made in a designated offshore securities market and the transaction is not prearranged with the buyer in the United States.

iii. Abuses of Regulation S.

a. SEC responded to “shams,” where Regulation S securities were quickly returning to the United States markets.

b. As a result, in 1998, the Commission responded by making Regulation S securities “restricted securities.”  Which means:

1) The securities cannot be sold prior to the expiration of the distribution compliance period.  The period begins when the securities were first offered to persons other than the distributors, in relying on Regulation S until the end of:

i. Debt security: 40 days.

ii. Equity security: six months for a reporting issuer and one year for a non-reporting issuer.
2) Purchasers must certify that they are neither United States residents or purchasing on behalf of US residents.

IV. Restricted Securities 
A. Securities sold in a private placement (no registration under the Securities Act) are “restricted securities.”  These may only be sold pursuant to a “resale” registration statement or pursuant to an exemption from the registration requirements.  The most common exemption is Rule 144.  The SEC recently adopted amendments to Rule 144 that include shortening the holding periods of restricted securities, increasing the threshold amount of securities sold in order to require an affiliate to file a Form 144, codifying certain SEC staff interpretations, and revisions to Form 144.
B. Rule 144.

i. Current Public Information.

a. Issuer has securities registered under the Exchange Act or the Securities Act.

b. Issuer has been subject to reporting requirements for at least 90 days immediately preceding the sale of securities.

c. Issuer has filed all required reports during the 12 months preceding the sale (or such shorter period that the issuer was required to file reports).

d. Seller is entitled to rely on statement in most recent SEC report of issuer that was required to be filed and that such issuer has filed all required reports and has been subject to the filing requirements for 90 days, unless seller knows or has reason to believe that the issuer has not complied with such requirements.

ii. Holding Period for Restricted Securities.

a. A minimum of six months must elapse between the later of the date of the acquisition of the securities from a reporting company or from an affiliate of the reporting company issuer and any resale of the securities.

1) Six month period begins after full purchase price paid by persons that acquire securities from the issuer or an affiliate of the issuer. 

2) A promissory note or other obligation to pay the purchase price counts as full payment only if it (1) provides for full recourse against the purchaser of the securities; (2) is secured by sufficient collateral other than the securities being purchased; and (3) is discharged in full prior to the sale of the securities.

3) Upon exercise of a warrant by means of a “cashless exercise” the holding period for the underlying securities is deemed to include the time the warrant was held.

b. A minimum of one year must elapse between the later of the date of acquisition of the securities from a non-reporting issuer or from an affiliate of the non reporting company issuer.

c. Tacking provisions - there are special holding period rules that permit tacking, in the following circumstances:

1) Stock dividends, splits and recapitalizations - securities deemed to have been acquired when original securities acquired. 

2) Conversions - securities acquired deemed to have been held for time of securities surrendered for conversion.

3) Contingent issuances of securities in connection with sale of business deemed to have been acquired when business sold.

4) Pledged securities - if pledged with recourse, securities deemed to have been acquired at time of acquisition by pledgor.

5) Gifts of securities by affiliates- securities deemed to have been acquired when donor acquired them.

6) Trusts - securities deemed to have been acquired when settlor acquired them.

7) Estates - securities deemed to have been acquired when deceased acquired them.
8) Rule 145(a) transactions - holding period commences on date securities acquired by purchaser in a Rule 145 transaction.

9) Formation of a holding company: The holding period can be tacked where:
· the holding company stock was issued solely in exchange for stock of the predecessor company;

· the security holders received securities in the same proportions and the same rights and interests as the securities exchanged; and

· the holding company was newly formed and had no significant assets except the predecessor company securities immediately after the transaction, and substantially the same assets and liabilities on a consolidated basis as those of the predecessor company had before the transaction.

d. Limitation on amount of securities sold.

1) Amount of securities sold in any three-month period shall not exceed the greater of:

i. one percent of the shares outstanding; or

ii. the average weekly reported volume of trading in such securities during the four calendar weeks preceding the filing of the Form 144.

2) For non-affiliates, only aggregate restricted securities sold in determining number of securities sold in any three-month period.

3) In determining amount sold, include sales by:
(i)
relatives living in the same household;
(ii)
trusts and estates in which a 10% beneficial ownership interest is held, or in which a position such as trustee or executor is held;
(iii)
entities (other than the issuer) in which a 10% equity interest is held;
(iv)
certain pledgees, donees, and persons acting in concert. 

4) Do not include your own sales in determining volume of trading.

e. Manner of sale.

1) Brokers’ transactions or transactions directly with a market maker. 

2) No solicitation or arrangement for the solicitation of orders to buy in anticipation of or in connection with the sale is permitted.

3) No payment in connection with the sale other than to the broker who executes the order to sell.

f. Notice of proposed sale (Form 144):

If the amount of securities sold during any three month period exceeds 5,000 shares or $50,000, a Form 144 must be filed with the SEC and, if the securities are traded on a national securities exchange, with the principal exchange on which the shares are traded.

g. Purchaser receives unrestricted “free trading” securities.
V. Registering Securities Under the Securities Act.

A. How securities are registered.

i. The Securities Act is divided into sections which provide the method and the requirements of registering securities.

a. § 5:  Provides in general that no security may be offered or sold to the public unless registered with the SEC with disclosure that complies with Section 10(a).

b. §§ 6 & 8:  Provides the process by which a company may register securities.

c. §§ 7 & 10:  Provides the information which must be disclosed.

ii. § 5.

a. Prevents or restricts any public statements about the securities being offered, except those contained in the registration statement.

b. Requires that the statutory prospectus is made available to the investing public.

c. Issuer - Underwriter - Dealer - Public.

1) Issuer: every person who issues or proposes to issue any security.

2) Underwriter:  person who has purchased from an issuer with a view to, or offers or sells for an issuer in connection with, the distribution of any security or participates in any such undertaking.

i. E.g.- The issuer will sell the securities to the underwriter for $23 a share who will then sell them for $24 (retail price) through the dealer.

3) Dealer is a person who engages, as agent or principal, in the business of offering, buying or selling securities issued by another person.  Distinguished most of the time by the fact that they are receiving a commission.  

d. § 5 Time Periods and Effect.

1) Pre-filing period:  the period after the decision to engage in public offering is made until prior to the registration statement being filed.

2) Waiting period: after the filing but before registration statement becomes effective.

3) Post-effective period: after effectiveness of the registration statement.
i. Quiet Period: from pre-filing period through 25 days after effective date (securities begins trading):  allowed to continue normal business public disclosures; not permitted to “condition the market.”
iii. Registration Process.

a. Requires the filing of a registration statement.

1) Prospectus - General requirements:

i. a description of the company's properties and business;

ii. a description of the securities to be offered for sale;

iii. information about the management of the company; and

iv. financial statements audited by independent auditors.

2) Information and exhibits not furnished to purchasers but available for public.

b. Form S-1 - Requirements under Regulation S-K:

1) Items 301 and 303:  Audited Financial Statements.

i. Item 301- Selected Financial Data.

1. Each of the last five fiscal years of the registrant (or for the life of the registrant and its predecessors, if less); and
2. Any additional fiscal years necessary to keep the information from being misleading.

ii. Item 303- Financial statements covering a 3 year period, using year to year comparisons.

2) Item 303:  Management discussion  and analysis of financial condition and results of operation.
3) Item 502 requires:

i. Table of contents which specifically points out location of risk factors.

ii. In plain language, the prospectus must direct that the Dealer selling the security, must deliver the prospectus to any purchaser.

4) Item 503:

i. Requires a summary of all the information contained in the prospectus.

ii. Risk factors

5) Item 504: Use of proceeds.

6) Item 505: How the offering price was determined.

7) Item 508: Underwriters used for offering.

8) Item 202: Description of the securities being offered.

9) Item 509: Identify any experts cited in the report and any conflicting interests.

c. Commission can:

1) Require any additional information to be included in a registration statement.

2) Permit the omission of certain information with respect to particular classes of securities or issuers.

d. Integration of disclosure requirements of Securities Act & Exchange Act.

1) Regulation S-K: provides for all basic disclosure requirements of both acts.

2) Form S-3: allows issuers with a class of securities a registered under the Exchange Act to file a short-form registration statement under the Securities Act, incorporating by reference to the Exchange Act filing.

3) S-4:  Mergers & Acquisitions.

4) S-8: Employee stock purchase plans.
e. Smaller Reporting Companies:  Effective February 4, 2008, the SEC has also amended certain rules in order to simplify the disclosure requirements for “smaller reporting companies”. The changes include:

1) replacing the “small business issuer” category” with a broader category of “smaller reporting companies”, which includes any company:
· having less than $75 million in public equity float; or
· revenues less than $50 million in the last fiscal year;

2) the newly defined “smaller reporting companies” are eligible to use scaled disclosure and reporting requirements;
3) moving the non-financial scaled disclosures from Regulation S-B into Regulation S-K;

4) moving the financial statement scaled disclosure requirements of Regulation S-B into a new Article 8 of Regulation S-X;

5) the elimination S-B forms (the SEC provided for a transition period for Forms 10-KSB and 10-QSB); and
6) permit smaller reporting companies to comply with scaled non-financial and scaled financial disclosures on an item by item or “a la carte basis”;

7) highlights of reduced disclosure:

· two years of audited financial statements instead of three

· smaller reporting companies will not be required to provide risk factor disclosure in Forms 10, 10-K and 10-Q.

· executive compensation disclosure required for only three “named executive officers” rather than five.

· executive compensation disclosure for two years rather than three.

iv. Process - Historical.

a. The registration statement would become effective 20 days after filing with the SEC.  After effectiveness of the registration statement, the securities are available for sale to the underwriter and the public.  SEC can issue a stop order if it believes there is a misstatement or omission of material fact.  If the issuer tried to go effective automatically, the SEC would issue a stop order.  
1) The stop order prevents a registration statement with serious deficiencies from becoming effective.

2) General practice is to waive the automatic effectiveness so the registration statement becomes effective when the SEC staff (pursuant to the authority delegated by the Commission) is satisfied with the registration statement disclosure.

3) SEC review: first set of comments usually are received within 30 days after filing. 
4) Amendments to registration statement to address SEC comments.

· Amendments can be used to set a price and other terms, which are generally omitted when initially filing the registration statement.  This can be done without a formal amendment now (Rule 424 Prospectus).

5) Acceleration:  The SEC may “accelerate” the effective date of the registration statement after the filing of an amendment.  In deciding whether or not to grant an issuer’s acceleration request, the Commission is required to “Give due regard to the adequacy of the information available to the public, to the facility with which the nature of the securities and the rights of the holders thereof can be understood, and to the public interest and the protection of investors.” 
b. Rule 415 - Shelf Registration.

1) An issuer can register securities for sale from time to time over a period of up to two years with offering terms to be determined at the time of issue.
2) SEC staff has imposed limitations for resale registration statements on behalf of affiliates and “statutory underwriters”

· up to 1/3 of public float;

· must wait at least six months after all of the first registration statements is sold out to re-file another one registering more shares.
c. Rule 430A.

1) This information relating to price and underwriting does not have to appear in the registration statement at the time of effectiveness.

2) Information is required to be provided in a final prospectus filed pursuant to Rule 424 within five days of the effective date.

3) Eliminates the need for amending the registration statement prior to the effective date for those reasons.

v. Exchange Act Registration.
a. § 12 requires any issuer which has a class of securities traded on a national securities exchange to register with the SEC.
b. § 12(g) applies registration requirements to any company with total assets exceeding $10,000,000 and a class of equity securities with at least 500 shareholders.  

c. There are three forms for effecting registration under the Exchange Act- Form 10, Form 8-A; and Form 20-F.

d. Form 10:

1) Detailed registration form used to register securities when no other form is prescribed.  

2) Calls for extensive disclosure similar to an S-1:

i. Information about the issuer;

ii. The issuer’s business;

iii. Financial statements.

e. Form 8-A:  Simplified registration form which is used to register securities under the Exchange Act concurrently with a registration on a Form S-1.

f. Form 20-F:  Foreign private issuers often use this form.    A foreign private investor is a foreign issuer (other than a foreign government) unless:

1) More than 50% of the outstanding voting securities of the issuer are directly or indirectly held of record by residents of the United States; and
· The majority of executive officers or directors are United States citizens or residents; or
· More than 50% of the company’s assets are located in the United States.
2) Requires disclosure of:

i. Executive compensation.
ii. Financial presentation.
iii. Requirements of the issuer’s home country.

B. New rules about what can be done during an offering.

i. Securities Offering Reform:  SEC adopted significant changes to the securities and offering rules under the Securities Act in 2005.

ii. Categories of Issuers:

a. Well Known Seasoned Issuer:  a reporting public company with $700 million in public equity or $1 billion of registered, non-convertible debt in the last three years.

b. Seasoned Issuer:  eligible to file an S-3 or F-3 ($75 million in net revenues).

c. Unseasoned Issuer:  a reporting public company not eligible to file an S-3.

d. Non-reporting issuer: first time registrant.

e. Ineligible issuer: an issuer that is not eligible to be a Well Known Seasoned Issuer and cannot use the “free writing prospectus” (see below).

iii. Major Areas of Reform.

a. Streamlined Shelf-Registration Process.

1) Available only to Well Known Seasoned Issuers.

2) Automatic effectiveness of registration statements filed by Well Known Seasoned Issuers.

3) Post effective amendments are also automatically effective.

4) No SEC review.

5) Information that S-3 no longer requires in initial filing:

i. Whether the offering is primary or secondary.

ii. Description of securities.

iii. Names of sellers.

iv. Plan of distribution.

b. Benefits to other issuers.

1) Rule 430B allows seasoned issuers to omit certain information from the base prospectus.

i. Information not reasonably known or available at the time.

ii. The identity of selling security holders and amount of securities to be sold to them.

2) Shelf period can last up to three years.

3) Replaces post-effective amendments with prospectus supplements.

4) Incorporation by reference allowed in an S-1 Registration Statement.

c. Communication Reforms.

1) Safe harbors for written communications.

i. Rule 163A creates a safe harbor for communications made on behalf of the of the issuer more than 30 days before the registration statement is filed “that do not reference a securities offering.”
ii. Rule 168 creates a safe harbor for release of factual business information and forward looking statements made by the public company at any time before the offering.

iii. Rule 169 creates a safe harbor for release of factual business information by or on behalf of a non-reporting issuer at any time before the offering.

iv. Rule 134 creates a safe harbor for limited communications about a registered offering during the waiting period after filing and before effectiveness, including:

1. Business - increased information about the issuer and its business;

2. Securities - more information about the securities being offered but not a detailed term sheet;

3. Offering - more information about the offering including its mechanics in scheduling mechanics;

4. Customer Accounts - offering participating customer’s account opening and other account related information; and

5. Security Ratings - additional information about security ratings that are reasonably expected to be assigned.

2) Free Writing Prospectus.  Rules 163, 164 and 433 permit dissemination of communications in addition to the actual prospectus.  In addition to the actual prospectus, a “Free Writing Prospectus” is a written communication conveyed to investors that:

i. Represents an offer to sell or solicitation of an offer to buy securities that is or will be subject of a registration statement.

ii. Does not fall under the statutory prospectus requirements of § 10(a).

3) Benefits of the Free Writing Prospectus.

i. Getting out the story to potential investors.

ii. Updating preliminary prospectus.

iii. Announcing pricing terms.

iv. Electronic offerings.

a. SEC created flexible guidelines for issuers to satisfy prospectus requirements through electronic media.  

1) SEC permits the use of electronic media for the dissemination of information so long as the disclosure is the same as it would be for a paper filing.  

2) For proper delivery of information to investors, to have electronic delivery, registrant must:

i. provide notice to an investor that information is available electronically.  Posting solely on a website is not sufficient.  

ii. provide the investor access to information with reasonable ease.

iii. provide some kind of tangible proof that the investor received all disclosure.

3) Note: any website, email, fax transmission are subject to § 5(a) written communications requirements and therefore subject to liability.  Purely electronic offerings are not yet possible.
C. Electronic road show.

i. Companies such as Bloomberg, Net Roadshow, Inc., and Charles Schwab & Co. have been using electronic road shows for a while.

ii. Companies can use the Internet for public offerings to qualified investors and, in certain circumstances, to retail investors.

iii. Requires compliance.

a. SEC has provided favorable “no-action” letters on electronic road shows.  

b. Usually posting a presentation on a password protected website available to pre-screened potential investors is acceptable.

c. New Securities Offering Reform has softened the SEC stance/ scrutiny on electronic offerings and road shows.  
D. Periodic Disclosure Requirements:
i. § 13 requires every issuer which has securities registered under § 12 to file periodic and other reports with the SEC.
ii. Form 10-K annual report that must be filed with the SEC by:
a. 60 days after the end of the fiscal year covered by the report for large accelerated filers.

b. 75 days after the end of the fiscal year covered by the report for accelerated filers.
c. 90 days after the end of the fiscal year for all other registrants.
iii. Regulation S-K provides the necessary disclosure requirements for a registered public company.  As discussed above, on December 19, 2007 the SEC announced amendments that include the elimination of Regulation S-B.  The relevant provisions of Regulation S-B have been consolidated into Regulation S-K.  Following a one year transition period, newly created smaller reporting companies will now be required to file the annual report on Form 10-K rather than on Form 10-KSB.  However, the smaller reporting companies will only be subject to scaled disclosure requirements.  These amendments are also applicable to the Quarterly Reports discussed below.

iv. Disclosure requirements of the 10-K include:
a. Substantive disclosure:

1) Description of the business.
2) History of the business.
3) Specific industry type.
4) Major products and product lines.
5) Business strategies.
6) Research and development expenditures.
7) Intellectual property.
8) Number of employees.
9) Competition descriptions and specific competitor names.
10) Major customers.
11) Distribution plants and capacity.

12) Risk factors.
13) Unresolved staff comments:

i. Well Known Seasoned Issuers or Large Accelerated Filers who have received comments regarding reports filed with the SEC.

14) Property.
i. Location and headquarters.
ii. Building address.
iii. Lease and ownership information.
15) Legal proceedings.
16) Submission of matters to shareholders.

17) Principal market upon which the issuer’s common stock has been traded.

18) Financial data:  audited financials included balance sheet and summary income statement.

19) Management’s discussion and analysis of financial condition and results of operation.

20) Quantitative and qualitative disclosure about markets risks.

21) Financial statements and supplementary data.

22) Disagreements or changes with accountant or financial disclosures.

23) Controls and procedures- SOX § 404:  

i. Management control on the company’s internal financial reporting.

ii. Management responsibility to maintaining adequate internal control.

iii. Framework for evaluating internal controls.  

24) List of officers and directors.
25) Executive compensation:
· Disclosure is required of: 
a) executive compensation over the past three years.  Additional NEO-type disclosure is required for up to three employees who were not executive officers during the last completed fiscal year, but whose total compensation was greater than that of any of the other named executive officers.
b) Retirement plans, deferred compensation and other employment payments and benefits.
· Disclosure of company programs relating to granting options, including the timing of options grants in relation to the release of material nonpublic information and setting exercise prices differing from the underlying stock market price on the grant date.  Disclosure of the following is required for all option grants:

a) the grant date fair value;

b) the FASB 123R grant date;

c) the closing market price on the grant date, if it is greater than the exercise price of the award; 

d) the date the compensation committee or full board of directors took action to grant the award, if that date is different from the grant date; and

e) if the exercise price of an option grant is not the grant date closing market price per share, the company must disclose the methodology for determining the exercise price.
· Director compensation.  Required to disclose director compensation for the previous fiscal year.

26) Number of equity shares controlled by management and other beneficial owners.
· Holdings of outstanding equity-related interests:
1) Displaying potential amounts that may be received in the future from outstanding awards, such as the amount of securities underlying exercisable and unexercisable options, the exercise prices and the expiration dates for each outstanding option (rather than on an aggregate basis); and 
2) Option exercises and stock vested, displaying amounts realized on equity compensation during the previous fiscal year.

27) CEO/CFO certifications (SOX § 302 & 906).
i. SOX Sections 302 and 906 require the CEO and CFO to certify that the annual report complies with the requirements of the Exchange Act, that the report presents an accurate portrayal of the financial condition and that the internal controls and procedures of the Company are adequate.  As a result, such certifications subjects the CEO and CFO to criminal and civil liability for false and inaccurate statements in the annual report.  

28) Management’s assessment of internal controls.

29) Auditor’s attestation of management’s assessment of internal controls.

30) Compensation Discussion and Analysis (“CD&A”).  Issuers are required to address the objectives and implementation of executive compensation programs.  Compensation committees are required to provide a Compensation Committee Report which includes a statement of whether the compensation committee has reviewed and discussed the CD&A with management and based on the review, recommended that the CDA be included in the issuer’s annual report and proxy statement.

b. Form 10-Q is a quarterly report that must be filed with the SEC.  It must be filed after the end of the first three fiscal quarters of each fiscal year:

1) 40 days after the end of the fiscal quarter for large accelerated  filers and accelerated filers.
2) 45 days after the end of the fiscal quarter for all other registrants.

3) 10-Q requires the following disclosure:

i. Part I:

1. Condensed financial statements;

2. Management’s discussion and analysis of the financial condition and results of operations.

3. Quantitative and qualitative disclosures about market risks.

4. Controls and procedures.

ii. Part II:

1. Legal proceedings.

2. Risk factors.

3. Unregistered sales of equity securities and use of proceeds.

4. Defaults upon senior securities.

5. Submissions of matters to a vote of security holders.

6. Other information- any information required to be disclosed on an 8-K.

7. Exhibits.

a. CEO and CFO certifications pursuant to Sections 302 and 906 of SOX.   
c. Form 8-K: requires filing within four days after “triggering event”.

1) Entry into a material definitive agreement.

2) Termination of a material definitive agreement.

3) Creation of a direct financial obligation or an obligation under an off-balance sheet arrangement of the registrant, including any events that accelerate or increase a direct financial obligation.

4) Costs associated with exit or disposal activities.  

5) Material impairments.

6) Transfer of listing.

7) Unregistered sales of equity securities.

8) Material modifications to rights of security holders.

9) Departure of a director or officer.

10) Amendment to the Articles of Incorporation or By-Laws or a change in the fiscal year.

d. Proxy:

1) Proxy materials are not periodic reports.  However, much of the annual report can be incorporated by reference from the issuer’s definitive proxy statement.
e. Schedule 13D- beneficial ownership.

1) Must be filed when a person or group of persons acquires beneficial ownership of more than 5% of a class of the Company’s equity securities under §12 of the Exchange Act.  Any material changes must be disclosed in a amendment filed “promptly.”   
f. §16- beneficial ownership.

1) § 16(a)  requires every officer, director and 10% shareholder of an issuer which has securities registered under the Exchange Act to report his or her purchases and sales of any equity securities of the issuer; and 

2) §16(b) requires the officer, director or shareholder to turn over to the company any profit derived from a purchase and sale of such securities within a six-month period.

3) Form 3 – Initial statement of beneficial ownership of securities. Due within 10 days.
4) Form 4- Statement of changes in beneficial ownership of securities.  Due within 2 days of any transaction.
5) Form 5 – Annual statement of beneficial ownership of securities.  Due within 45 days after the end of the issuer’s fiscal year.
v. Broker Dealer Regulations:

a. Exchange Act § 15:  no person may engage in the business as a broker or dealer unless: (1) doing exclusively intrastate business; (2) dealing only in exempted securities; or (3) registered with the SEC.

b. Enforcement normally flows from §§ 10(b), 15(c) (additionally Securities Act § 17(a) & Investment Advisors Act § 206).

c. Scrutiny: trading recommended securities in the absence of adequate information.

d. Market regulation:  The SEC regulates the overall operations of the markets in which securities are exchanged.  

e. Conflict over finders or unregistered broker-dealers acting as broker-dealers.
1) A finder is an intermediary who brings together parties for a business opportunity, such as two companies for a merger, a borrower and a financial institution, or an issuer and an underwriter of securities. 

2) Finders differ from a broker-dealer because finders merely bring two parties together to make their own contract and are not required to register with SEC.
3) SEC set forth five factors to be considered in determining whether a person/entity is an unregistered broker-dealer or a finder.  An answer of yes to any of the following might show that a person/entity was acting as a broker-dealer, not a finder and require registration as a broker-dealer:

i. Whether the finder was involved in negotiations.

ii. Whether the finder engaged in solicitation.

iii. Whether the finder discussed details of the nature of the securities or made recommendations to the prospective buyer or seller.

iv. Whether the finder was compensated on a transaction-based basis.

v. Whether the finder was previously involved in the sale of securities and/or was disciplined for prior securities activities.
VI. Liability for Exchange Act Violations.

A. Section 10 and Rule 10b-5.

i. Introduction.

a. Throughout the development of the securities laws there has been an evolution of antifraud provisions:

1) Securities Act 17(a).

2) Exchange Act § 10(b).

3) Exchange Act § 14(e).

4) Exchange Act § 15(c)(1).

5) Investment Advisors Act § 206.

b. §10(b) has the broadest jurisdictional reach and is invoked the most frequently.

c. § 10:

1) §10(a) - Prohibits short sales and allows the use of stop orders by the SEC for the protection of investors.

2) §10(b) – Prohibits the use or employment of any manipulative or deceptive device or any securities-based swap agreement or contrivance n contravention of the rules and regulations of the SEC necessary for the protection of investors.
i. Prior to the Exchange Act, the operation of pools:  a series of well timed transactions inflated the price of securities.  The public would buy the inflated security and pool operators would unload their holdings causing the value of the security to plummet.  

ii. 10b-5.

a. Prohibits the use of any means of interstate commerce to:

1) employ any device, scheme or artifice to defraud;

2) make material misstatements or omissions; or

3) engage in any course of business that operates as a fraud against any person in connection with the purchase or sale of any security.

b. In order to prevail on a 10b-5 claim, the plaintiff must prove:

1) the issued made a false statement or an omission of material fact,

2) with scienter,

3) in connection with the purchase or sale of a security,

4) upon which the plaintiff justifiably relied,

5) which proximately caused,

6) the plaintiff’s economic loss.

c. Private right of action under Rule 10b-5.

1) The Rule can be enforced by the SEC in injunctive and civil penalties actions.

2) Supreme Court has interpreted Section 10(b) to allow a private cause of action by investors/ stockholders.

B. Standing to sue.

i. Courts have faced the issue of who is the injured party in a transaction involving securities fraud.  The injured party can be:

a. Investor,

b. Broker,

c. Issuer, or

d. Purchaser.

ii. The Securities Act protects purchasers.  The Exchange Act protects purchasers and sellers.

iii. Statutes.

a. Exchange Act § 10:

1) The suit can only be brought by a person who purchased or sold the security in the transaction.

2) Birnbaum v. Newport, 193 F2d 461 (2nd Cir. 1952)- Involved the breach of a controlling shareholder’s fiduciary duty under state laws.  The Court held that the purpose of Rule 10b-5 was to protect purchasers and sellers of securities from being defrauded.   The purchaser/seller requirement evolved from there.

b. Exchange Act § 14- Proxy Solicitations.

1) Violations of proxy solicitations law may be challenged by:

i. Corporation itself.

ii. Shareholder who was injured.

c. Securities Act § 17(a):  “Purchaser Requirement”/ SEC injunctive relief vs. private right of action.

1) At one time it was believed that only the investor had standing.  However:

i. United States v. Naftalin, 441 U.S. 768 (1979)-  criminal action lied where the broker was the victim of the fraud.  The interpretation of § 17(a) expanded the view of purchaser from a “investor” to almost any party involved in the transaction.

C. Scienter and causation reliance.

i. Common law action for deceit requires a showing of:

a. false representation of fact;
b. knowledge by defendant that it is false;
c. intention to induce plaintiff to act;
d. justifiable reliance by the plaintiff; and

e. injury to the plaintiff.

ii. Scienter:  Supreme Court has held that scienter (knowledge by the defendant) is necessary in any civil claims.

a. A company issues a misleading report or press release.

iii. Reliance:  Major issue becomes whether the plaintiff relied on the alleged misstatement or omission.  However:

a. Basic v. Levinson, 485 U.S. 224 (1988)- Court adopted the “fraud on the market” theory which creates a rebuttable presumption of reliance for the plaintiff.

b. Under Rule 10b-5, courts have not been uniform in the application of the Basic presumption of reliance.  Some courts have distinguished based on omission or misrepresentation.  Courts have placed the burden on the plaintiff to prove reliance.

D. Liability under Sarbanes-Oxley.

i. Corporate scandals have changed the treatment of officers and directors who might be involved in any deceit.

ii. Officers and directors can be liable for:

a. Improper influence on the conduct of an audit.

b. Disgorgement of officer compensation and trading profits following a restatement of financial statements.

c. Trading during pension fund blackout periods.

d. Knowingly destroying corporate documents.

e. Retaliating against whistleblowers.

iii. Much stricter scrutiny for corporate executive conduct.

a. Certifications by the CEO & CFO.

b. Management attestation of internal controls and auditor opinion theron.

VII. Ethics and Professionalism in Securities Law.

A. Roles of lawyers and the SEC.

i. Effecting transactions.

ii. Participating in and structuring transactions.

iii. Counseling regarding compliance with disclosure requirements.

B. Special position of securities lawyers.

i. “Gatekeeper” status.

a. It is often the attorney who must decide whether a particular transaction can proceed.

1) Unless a lawyer attests to the legality of the transaction, then most parties will not proceed.

2) Securities lawyers do not merely advise clients, they are active participants in the deal.
b. In Re Carter. (SEC Rel. 34-17597, 1981):  The Commission announced a new standard for attorneys:
“When a lawyer with significant responsibilities in the effectuation of a company’s compliance with disclosure requirements of the federal securities laws becomes aware that his client is engaged in a substantial and continuing failure to satisfy those disclosure requirements, his continued participation violates professional standards unless he takes prompt steps to end his client’s noncompliance.”
c. In re Enron Corp Securities, Derivative and ERISA Litigation.

The Court found that one of the law firms involved in the Enron scandal was a primary violator and therefore subject to 10b-5 liability.  The Court stated that “in light of its alleged voluntary, essential, material, and deep involvement as a primary violator in the ongoing scheme, Vinson & Elkins was not merely a drafter but a co-author of the documents it created for public consumption.”
ii. Attorney ethical issues are a part of larger organizational compliance mandates.

iii. Conflicts of interests cropping up for attorneys in both professional and business relationships.

iv. Need for independent investigations.

C. Lessons learned from corporate scandals.

i. Sarbanes Oxley.

a. Provided an increased scrutiny on the securities industry and as a result greater regulation of securities attorneys.

1) SOX § 602.
i.
Appearance and practice before the SEC.
2) SOX § 307.

i. Reporting requirements as part of “whistleblower” provisions:

1. “Up the ladder reporting system.”

2. Obligation to report material violations.

3. Disclosure of confidential information in certain circumstances.

a. To prevent a material violation likely to cause substantial financial injury to the issuer or the investor.

b. Sanctions for any attorney who practices before the SEC.

ii. Covers all:
1. Attorneys who represent issuers before the SEC.

2. Both in house and outside counsel.

VIII. Recent Developments in Securities Laws.

Stock Option Backdating Scandal.

i. SEC has recently faced the issue of improper stock option backdating.  These types of improprieties had an adverse impact on investors.

ii. Problems- inappropriate dating of stock options:

a. Option Backdating- Exercise price of the option is set at a date before the actual grant date.

b. Spring Loading- Grant date and exercise price are set just before the announcement of favorable news.

c. Bullet Dodging- Grant date and exercise price are set just after the announcement of unfavorable news.

d. Misdating- Establish a grant date simultaneous with the actual grant date, but delay in completing the necessary formalities causes the exercise price of grant date to be lower than that on the date in documents.

e. Employment Dating Issues- Granting options to new hires prior to their actual start date. 

f. Forward Dating- Exercise price based on a price to be observed at future date.

iii. The measurement date is the date companies use to account for share based payments (such as stock options), based on the fair market value of the stock at the date of the grant.

iv. The SEC recently offered these guidelines for the proper accounting for stock options- establishing the appropriate method of determining the measurement date of past stock option awards:

a. The measurement date is defined as the first date which the following two provisions are known:

1) the number of shares that an individual employee is entitled to receive; or
2) the option purchase price, if any.

b. The effective grant date is the measurement date, therefore, the measurement date cannot occur until the date of the terms of the award are determined.  

c. An exception allows for companies to demonstrate a “pattern of conduct” that the option awards were determined with finality prior to completing of all the granting options.  The pattern of conduct and other evidence will be evaluated on an ad hoc basis.  

d. The approval of an award  prior to the preparation of an individual list of employees has no measurement date because the number of shares an individual employee will receive cannot be known at that time.

IX. Practical Issues – A Case Study.

A. Incorporation by founders.

i. Forming the entity:

a. Choosing the appropriate corporate structure: 

1) C-Corporation, Sole Proprietorship, Partnership, S-Corporation, Limited Liability Company.

b. Filing a Certificate of Incorporation (or Articles of Organization).

Establishes amount of authorized shares of the Company and sets par value (if any).

c. Issuing shares to founders:

1) Not a security if all founders involved in running the business- so issuer can use simple one- page subscription agreements.
2) If one or more investors are passive- must consider what Securities Act exemption is applicable and what disclosure must be made to the investor.

B. Friends and Family Private Placements:
i. Need to raise additional capital for the Company. 

ii. Structure the deal through some form of promissory note or issuance of Common Stock in the Company.
a. If a loan, the loan agreement should state:

1) term of the loan, 

2) payment amount, 

3) payment schedule, 

4) interest rate, 

5) potential early repayment, 

6) how loan will be repaid if business fails,

7) how to handle late or missed payments, and

8) other special arrangements (option to convert into shares of the Company, no interest payments, etc.).  

b. If issuing common stock or convertible debt, must determine valuation.
iii. Must determine applicable exemptions under Securities Act, which can dictate who can invest.

iv. Must comply with State Blue Sky laws.  

C. Venture Capitalist:
i. Dealings with one or more highly sophisticated investors who don’t need the protections of the securities laws and can fend for themselves.  

ii. Usually only requires a stock purchase agreement, no need for PPM due to sophistication of investors.  

iii. Negotiate terms of one-off purchase agreements and investor rights agreements.  

D. Traditional Private Placement:
i. May or may not use Broker-Dealers as a placement agent.

ii. Must have an exemption from Securities Act registration. 

iii. Appropriate compliance with State Blue Sky laws. 

a. Registration may still be required under state laws regardless of the federal exemption.  Review the requirements of each state to determine:

1) Whether the particular, limited offering exemption selected under federal law will also apply in the state.

2) Whether pre-sale or post-sale registration notices are required.

3) Whether special legends or disclosures must be made in the offering documents.

4) Who may offer securities for sale on behalf of the Company.

iv. Due Diligence.
E. IPO.
i. Introduction to an underwriter- need a business plan with a concise executive summary.

a. Requires agreements between the underwriter and the issuer.

b. Additional agreements and financing for the issuer with regards to the broker or dealer.

ii. Negotiate and execute letter of intent.

iii. Due Diligence.

iv. Draft of registration statement.
a. Filing with the SEC.

v. Road Show.

vi. Underwriting agreement- only signed upon effectiveness, there is no firm deal until then.

a. NASD compensation review and regulation.

vii. Blue Sky laws.

F. Private Investment in a Public Entity (PIPE):

i. Applicable to a public company who needs method of obtaining financing other than a public offering.
ii. Private offerings of securities where the issuer as part of the transaction contracts with purchasers to file a registration statement covering the resale into public markets of privately purchased securities.
iii. Benefits include:
a. An issuer can receive cash much quicker than normal.

b. The requirements of using a short form resale S-3 are relatively easy to comply with for a public company, and may not be necessary now that the Rule 144 holding periods have been shortened.

c. Avoids the expense of having underwriters involved in the registration.
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