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1. Regulation of the Securities Market

a. Securities Exchange Act of 1934:

i. Integrity in securities trading markets

ii. System of administration supervision of self-regulation, mandatory disclosure.
iii. Amended many times.

b. Regulation of securities trading markets:

i. three major markets:

1. NYSE: 
a. Self-regulation is key, over matters involving trading and qualification of members

b. SEC watches over.

i. Must propose rule changes to SEC for approval; can also change rules on own initiative

ii. Review disciplinary actions taken by stock exchange against its members.

2. NASDAQ: 
3. Third market: 
c. Regulation of abusive market practices:

d. Regulation of public companies:

i. Registered companies must file periodic disclosure documents

ii. keep records
iii. subject to SEC proxy regulations

iv. any tender offers must make disclosures to SEC

v. directors, officers, and 10% shareholder must disclose their trading with company’s publicly traded equity securities.  

vi. Registration

vii. Periodic Disclosures 

1. filings to keep registration current. 
2. filings of annual, quarterly, and special reports that provide ongoing information. 

3. Three Important Exchange Act filings
a. 10-K: annual, extensive disclosure statement that contains much the same information as required in SA registration statement.

i. audited financial statements and MD&A; 
b. 10-Q: quarterly report, financial statements 
c. 8-K [8/2004]: special reports on events like bankruptcy, merger, or a director’s controversial resignation.  
i. must be filed within 4 business days of event; increase number and type of exhibits to be filed.  
ii. required by Sarbanes-Oxley to disclose ''on a rapid and current basis such additional information concerning material changes in the financial condition or operations of the issuer'' as SEC determines appropriate.  
iii. some exceptions, every issuer subject to §13 and 15(d) must file 8-K.  

iv. if required by Reg FD, then prompt release; not wait for 4 days; 
2. Regulation of Broker-Dealers 
a. General:

i. Broker [SEA 3(a)(4)]: any person, not bank, engaged in the regular business of effecting securities transactions for the account of others.  
ii. Dealer [3(a)(5)]: any person engaged in buying and selling securities for his own account as part of his regular business.  

iii. Serve as intermediaries between Wall Street and public, bound by high ethical standards. 

iv. SEA 15(a): all securities firms must register with SEC on form BD. 

b. Conflicts of interest:
i. What is best for broker-dealer or investment advisor is not always best for the customer.  

1. complicated by fact that securities firms engage in different activities

a. as brokers or agents for customers purchasing or selling securities listed on a stock exchange; as dealer or principal, selling to or buying from their customers, securities traded in the over the counter market.  

ii. Shingle theory—Hughes v SEC [2nd 1943]
1. Case: broker dealer firm which solicited business on the basis of “the confidence in itself which it managed to instill in its customers” was under a duty not to overreach its customers even when dealing with them as “principal.”  

2. a broker-dealer which hangs out its shingle as an expert in securities and offers advice to customers on their transactions will be held to violate the antifraud provisions of the 1933 and 1934 Acts when it deals with customers w/o making full disclosure of its possible conflicts of interest or other facts material to the customer’s investment decision.  

3. [converting EA’s antifraud provisions into a fountainhead for professional standards of fair conduct]

4. customers aggrieved by broker-dealer misconduct need not prove intentional misrepresentation, simply that broker-dealer violated his professional duties of competence and fair dealing.  

iii. 10b-10:

1. requires broker-dealer to furnish its customers with a written confirmation of each transaction, indicating, among other things, whether it is acting as broker for the customer, as dealer for its own account, or as broker for another person.  
iv. Churning—excessive trading of securities in the account for purposes of generating commissions
1. when is trading excessive? Depends investment objectives, amt of trading, sometimes this requires expert testimony.
2. Hecht [1970]: treat as excessive an annual turnover ratio of more than five—when the aggregate purchases in an account over a year are five times greater than the amt invested in the account.  
a. Essential of churning claim is unnecessary trading, not that securities are too risky.  

3. broker-dealer is the sole, or dominant, market-maker in a particular security; creates a market in that security by repeated purchases from and resales to, its individual retial customers at steadily increasing prices—it course of conduct will be held to violate the antifraud provisions if it does not make full disclosure to the customers of the nature of the market.
4. also violates antifraud for churning a customer’s account—causing the customer to engage in excessive number of transactions—where it is acting solely as broker for the customer on a commission basis.  
a. 15c1-7 prohibits churning—transactions that are excessive in size or frequency in view of the financial resources and character of the account.  

b. To establish claim of churning:

i. Trading in his account was excessive in light of his investment objectives

ii. Broker in question exercised control over the trading in the account
iii. Broker acted with the intent to defraud or with the willful and reckless disregard for the interests of his client.  

v. Scalping:
1. also fraud—investment advisor publicly recommends the purchase of securities w/o disclosing its practice of purchasing such securities before making the recommendation and then selling them at a profit when the price rises after the recommendation is disseminated.  

vi. Other duties:

1. know the customer’s other investment holdings, general financial situation, etc.

2. know the security—may not recommend securities without having a reasonable basis for their recommendations. 

3. only suitable deals—must have reasonable grounds for believing a particular securities transaction is suitable.  
vii. Short sell

1. sell stock he doesn’t hold but has borrowed; anticipate that price will go down, will buy then. 
a. Borrows securities and sells at market price of 25

b. Delivers securities, but price has dropped to 22.; buys the sec, from the market

c. Receives delivery of securities; return securities to lender

d. Makes $3.  

2. Up-tick rule [SEA 10(a)(1)]: prohibits short selling in a falling market.

a. No short sale (using borrowed securities) can occur on a stock exchange at a price lower than the last previous trade.
b. Narrow rule—doesn’t cover short sales in OTC markets or sales of derivatives, such as futures.  

viii. Regulation M: 
1. allow underwriters to “stabilize” price of offerings?  
2. makes it unlawful for issuer, any selling stockbroker, any underwriter or other person participating in a distribution to bid for or purchase any units of the security being distributed.
3. forbids each participant in a distribution from bidding or purchasing securities that, because of their terms, can affect the price of the securities being distributed. 
4. R101
a. restrictions only on some securities; does not apply to 
5. R102
3. Tender Offers, Management Buyouts and Takeover Contests

a. Background:

i. 1960s, rise in aggressive corporate and individual investors, acquire controlling stock interests; 
ii. often bitterly opposed by management of target corporation

iii. when takeover bid involves a public offer of securities of the aggressor corporation in exchange for shares of the target corporation, the securities must of course be registered under the 1933 Act, and a prospectus delivered to the shareholders being solicited.
b. Williams Act [1968]: 
i. Original impetus came from managements of target companies, now courts look primarily at whether relief sought will help protect public shareholders.
ii. Added new provisions to 1934 act: 13(d), 14(d) and (e).  
iii. Filing of statement: 

1. Disclosure of 5% stock accumulation: any person or group that becomes the owner of more than 5% of any class of securities registered under SEA 12 must file with the issuer of the securities.  SEA 13(d). 
2. Schedule 13D: file with issuer of securities and with Commission a statement setting forth

a. background of such persons

b. source of funds used for acquisition

c. purpose of acquisition

d. etc. 

iv. Tender offer procedures:

1. SEA 14(d): no tender offer that would result in owning more than 5% of a class of securities registered under SEA 12, unless he has filed with the SEC, and furnishes info.  
2. SEA 14(e): unlawful to make untrue statements or omissions with regard to these provisions.  

c. Definitional issues:
i. Group—whether group of shareholders, owning in the aggregate more than 5% of shares, agree to act together for the purpose of affecting the control of the company but do not acquire additional shares?
ii. Tender offer
1. not defined in Act

2. not: purchases in the open market, whether made for purposes of obtaining control or not.  
3. includes: any public invitation to a corporation’s shareholders to purchase their stock, even though it is not a hostile bid opposed by incumbent management.  

4. includes: coordinated plan by which 35% of a company’s stock was purchased from 24 large stockholders in simultaneous unpublicized take-it-or-leave-it transactions.  
5. Wellman v Dickinson [1979] identifies 8 factors:

a. active and widespread solicitation of public shareholder 

b. solicitation of a substantial percentage of the issuer’s stock

c. offer made at a premium over the prevailing market price

d. terms of offer firm rather than negotiable 

e. offer contingent on tender of a fixed number of shares

f. offer open only for a limited period of time

g. offeree subjected to pressure to sell his stock

h. public announcement of purchasing program accompanying rapid accumulation of shares.  

6. SEC v Carter Hawley Hale Store: 

a. applying Wellman factors ( repurchase program not a tender offer.  
7. Hanson Trust: 

a. rejected criteria
b. held that acquisition of 25% of company’s stock in five private purchases and one open market purchase was not a tender offer.

c. point of SEA 14(d) was to protect public investors, so it should only apply when substantial risk that solicitees will lack information to make appraisal.  
iii. Who’s the Bidder: 
d. Business Judgment Rule: 

i. That decisions made by the board of directors upon reasonable information and with some rationality do not give rise to directoral liability even if they turn out badly or disastrously from the standpoint of the corporation.
ii. Smith v van gorkom: 
iii. Unocal.  
e. Defensive tactics: 
i. 5 basic techniques: Restructuring; Classified Boards; Greenmail; White Knight; Poison Pill
ii. Greenmail: 
1. buying off the putative bidder by the target repurchasing its shares from the bidder, either at a premium over the market shares that have been acquired by the aggressor; acquirer agrees not to pursue its takeover bid.  
iii. White Knight
1. finding a more congenial suitor 

f. Poison Pills—most effective technique
i. Shareholder Rights Plan:

1. designed to deter certain types of takeovers; encourage 3rd parties interested in acquiring the company to negotiate with Board of Directors.

2. issue of shares by corporation to create rights in existing shareholders to acquire debt or stock of the target upon occurrence of certain events, such as announcement of cash tender offer, etc.; idea is to raise potential cost of an acquisition.  

3. gives board of directors more leverage to deter attempts that are undesirable.
4. gives shareholder right to cash in stock at much higher price after takeover.  

5. very popular after Moran.  
ii. How to implement such a plan:

1. declare a dividend distribution of one Right for each outstanding share of Company’s common stock.
2. each Right initially attached to each share of Common Stock, entitles holder to purchase 1/1000th of a share of a new series of preferred stock at a price 
iii. Flip-in/over:

1. A "flip-in" allows existing shareholders (except the acquirer) to buy more shares at a discount. 
a. dilutes the equity interest of the acquirer.  
b. Flip-in pills is a K right that gives T. SH the right to buy T shares if A Corp. acquires a set percentage of shares (to pose a threat).
2. The "flip-over" allows stockholders to buy the acquirer's shares at a discounted price after the merger.
a. Flip-over pill is a K right that gives T. SH right to buy A. shares at a discount after the merger between T and M.  Flip-over pills can be avoided by not merging, and selling assets instead (where SH will receive FMV only). 
b. Example: T Corp. had market price of $30-40. A Corp had TO of $54.  To avoid takeover, T issued notes to SH in exchange for shares.  The notes will give holder the right to trade in share at $72. The result of the notes is to saddle T. with debt and deplete assets in order to make it less attractive to A.

iv. Injecting BJR into takeover context: Unocal [1985]: sets forth basic test for defensive tactics; to be protected by the business judgment rule, a defensive tactic must be reasonable in relation to the threat posed to the corporation; 
1. The Unocal decision articulated a number of broad principles which have formed the basis for much of the subsequent Delaware case law relating to transactions involving a potential change of control. 
2. First, it established that the directors of a Delaware corporation not only have a right, but also a duty, to take action to protect the corporation and its owners from perceived harm. 
3. Second, it injected into the Delaware law a corollary to the business judgment rule, applicable when a board takes action of an inherently defensive character (such as adoption of a rights plan) or primarily for defensive purposes, and requiring that any such action be reasonable in relation to the threat posed before the defensive measure may come within the ambit of the business judgment rule. This additional prerequisite to the application of the business judgment rule in the takeover context effectively permits a court applying Delaware law to take a second look at a challenged defensive transaction, not for the purpose of substituting its own business judgment for that of the directors, but to determine that the defensive action selected by the directors is not unreasonable.

v. Moran [Del. Nov. 1985]

1. facts: Moran involved the adoption of a rights plan entitling stockholders to purchase preferred stock which, in turn, would permit holders to purchase stock of an acquiror on favorable terms in the event of a merger. The rights were designed to remain inchoate until a person or group acquired 20% of the voting power of Household's stock, or announced a tender offer for 30% or more of such stock. Until the occurrence of such an event, the board could redeem the rights for 50 [cents] per share.

2. ( upheld for defendants (poison pill) after applying Unocal.

vi. Revlon []: 
1. rebuffed an acquisition proposal from MacAndrews & Forbes (''MacAndrews''), and in response adopted a rights plan which under certain conditions gave to stockholders other than a 20% holder the right to ''put'' their stock to the company for a Revlon note worth $ 65 per share.
2. the Court broadly upheld Revlon's ''poison pill'' rights plan as a defensive mechanism to defeat MacAndrews' highly leveraged ''bust-up'' tender offer using ''junk bond'' financing. The Court also upheld Revlon's exchange offer as a defense to MacAndrews' ''financially inadequate'' $ 47.50 offer.

3. upheld poison pill.  
g. State Anti-takeover Legislation 

i. State laws tend to be tilted towards interests of incumbent management. 

ii. Require disclosure more extensive than those required by federal law. 

1. imposed waiting period

2. provided for administrative hearing 

iii. Constitutionality of these statutes extensively litigated:

1. Edgar v MITE [1982]: held that Illinois statute containing provisions of this nature was unconstitutional;

a. Indirect burdens placed on interstate commerce outweighed any legitimate state interests
b. Preempted by Williams Act 
iv. In response to this, states passed second-generation takeover laws:

1. focused on companies incorporated in the state

2. regulate voting rights of persons who acquired more than a specified percentage of the outstanding stock, rather than imposing admin obstacles.
3. CTS v Dynamics [1987]: upheld on the ground that it fell squarely within the traditional power of the states; 

v. But Del and NY have not followed suit:

1. opted for statutes that do not restrict a bidder from acquiring or voting shares of the target company.  

h. Going Private and Management Buyouts:

i. Going private:
1. involves a transaction in which there is a preexisting controlling shareholder or shareholder group, who took the company public in a bull market and now wishes to buy out the minority public shareholders in a depressed market.
ii. Management buyouts:

1. involves a much larger corporation in which management group owns only a small percentage of the shares.  
iii. public shareholders who hold out take a big risk of illiquidity because the firm will probably cease to be publicly traded and may become highly leveraged and much more risky investment.  

iv. danger of massive insider trading: management has access to material, non-public information…but generally, public shareholders make out well. 
4. Civil Liability under the Securities Act of 1933

1. Securities Litigation

a. Civil liability under 1933 Act

i. Basic conception: issuer and all potential Ds (including underwriter and accountants) can be liable if registration statement contains material misrepresentation.

b. SA Sec 11: 
i. Sets forth in more detail than common law on who may sue, what details needed, who can be held liable, etc.  

1. liability is a matter of major concern, so it has major influence in deciding what provisions and conditions will be included…

ii. Elements of sec 11 claim:

1. reg. stat.; at time it becomes effective contains 

a. untrue statement of material fact [or omitted material fact required to make statements not misleading]
i. material—fact which correctly stated would have deter the average prudent investor from buying.

b. reliance—purchaser lost money; 
2. any person who acquired sec pursuant to statement may sue certain person to recover the difference in price he paid for it and price disposed.

a. Any one who purchased in public offering 

b. Any purchases in the after [secondary] market that can be traced.  Hertzberg.  
3. liable persons—issues, directors, all other signers—CEO, CFO—all underwriters (not dealers), any experts named with his consent.   (auditors, etc.).

4. generally, reliance and causation need not be proved. 

iii. Affirmative Defenses
1. no claim if at time of acquisition, purchaser knew of untruth or omission.  11(a)
2. no recovery if D can show that decline in value resulted from something other than untruth.  
iv. Due diligence defense, §11(b)
1. issuer—has absolute liability 

2. 11(b) provides affirmative defense for anyone who met prescribed standard of diligence with respect to the info contained in the reg state:

a. Expertised portions [not lawyers for reg stat; accountants only for audited financial stat.]

i. No reasonable ground to believe and did not believe stat untrue

b. Unexpertised portions

i. Reasonable investigation

ii. Reasonable ground to believe and did believe that no material misstate. or omission.
3. Basic standard: negligence 

a. 11(c): “Prudent man in the management of his own property.”  

b. Issues in applying standard [see handout].  

i. Reasonable reliance on officers whose duties give them knowledge of issues

1. but conflicting decisions; difference between inside and outside directors. BarChris.
2. e.g., lawyer-director expected to do more investigation than non-lawyer, outside director.

3. may be very hard for inside directors to establish due diligence defense. 

c. Rule 176: factors to be considered:

v. Damages 

1. difference between amt paid and 

a. price on suit filing date [still holds sec] or

b. price at which sec sold [sold before suit] or

c. lesser of a or b [if P sells after suit but before judgment]

2. generally capped for underwriters at total price of sec—cannot recover more than price of offering.  
3. negative causation defense:

a. D may show some or all decline due to factors other than false reg stat.

b. D may not get contribution from persons for whom liability has not been established.  

c. Sec 12

i. Imposes liability in two situations

1. Sec 12(a)(1)--violation of sec 5

a. e.g., unregistered sale or offer

b. gunjumping

2. 12(a)(2)

a. sec sold by means of prospectus or oral communication which contains a material misstatement or omission.  

ii. 12(a)(1) claim:

1. only seller is liable.  
a. Pinter: not just seller, but any person who successfully solicits the purchase.  

2. violates sec 5

3. defense: 

a. D shows that there was exemption, no need to register. 

iii. 12(a)(2) claim: 

1. does not apply to secondary trading
2. does not apply to initial offerings unless made publicly by means of a statutory prospectus.  Gustafson [1995].

3. implication: no liability for written or oral misstatements in offerings which are exempt from that Act’s registration requirements; so can only be sued under SEA 10b-5.  

iv. apply only to public offerings

1. not private sales.

v. Affirmative defense for 12(a)(2):

1. loss caused by factors other than untrue statement.  

vi. Reasonable care defense:

1. for 12(a)(2) actions

2. standard

a. in exercise of reasonable care could not have known statements were untrue
did not know statements were untrue 

5. Securities Exchange Act Civil Liability Provisions 

a. Rule 14(a)(9): Proxy Fraud
i. SEA 14 makes it unlawful to solicit proxies from its shareholders in contravention of rules and regulations of the securities.  
1. SEA 14(c): even if no proxy solicitation, must furnish “substantially equivalent” information in connection with a meeting.  
2. shareholder proposals, SEA 14a-8, must be included.  

ii. basically, anti-fraud remedy for false or misleading facts or omissions made in a proxy statement, form of proxy, notice of meeting, or other communication used in a proxy solicitation.  

iii. Disclosure: 
1. detailed regulations prescribing the form of proxy and the info to be furnished to shareholders.  copies of proxy statement and form of proxy must be filed with the SEC., etc. Schedule 14A.
a. info about the annual or special meeting

b. -interest of persons in the matters to be voted upon

c. -information about voting securities

d. -audit committee report

e. -information about matter to be acted upon

iv. Civil Liability:
1. Rule 14a-9: unlawful to solicit proxies by means of any proxy statement or other communication “containing any statement which…is false or misleading with respect to any material fact.” 

2. But SEA provided no explicit civil liability for a violation of §14. 
v. Implied course of action: 
1. right of action for damages or other relief, for shareholder who claims that votes to approve a merger or other transaction were obtained by means of a misleading proxy ( yes; implied right of action by virtue of broad remedial purposes of 14(a) and §17. JI Case v. Borak
2. SC questioned it, but has not overturned it.  

vi. Causation:

1. what is causation if substantial portion of the shares were held by “insiders” who had full knowledge of the true facts. 
2. Mills [1970]: SC held that where some votes of outside shareholders were necessary for approval, P shareholder only required to show that the misstatement or omission was material; not that it actually had a decisive effect on voting.  

3. what if outside shareholder’s votes not needed?  that is, insiders had enough votes to approve.  SC [1991] held that causation was not established where the votes of the outside shareholders were not necessary to approve the transaction.  
vii. Materiality:
1. TSC [1976]: “substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote…”  
a. disclosure of omitted material would have altered total mix of information made available.  
viii. Culpability: 

1. unlike a 10b-5 claim, in a 14a-9 claim, negligence in the preparation of the proxy statement would be sufficient to warrant recovery; no evil motive or reckless disregard of the facts need be shown.  
b. Rule 10(b)(5):

i. applies to any statement, press release, document, by any issuer [contrast, §13, 14, 16—only for companies registered under §12 of SEA]

ii. SEA 10, a catch-all provision that makes it unlawful for anyone to use interstate commerce to purchase or sell security in contravention of SEC rules.
1. It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange,
a. to employ any device, scheme, or artifice to defraud,
b. to make any untrue statement of material fact or to omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading, or
c. to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person.
iii. Elements:
1. Fraud or Deceit: 

a. must have acted with scienter; recklessness may be enough.  
b. must be stated with particularity. Reform Act 1995

c. Does not permit a cause of action under 10b-5 for breach of corporate fiduciary duty alleged in this complaint; no fairness standard in 10b-5.  Santa Fe.
d. Only prohibits deception, not unfairness.

2. Upon any person
a. corporation can be investor—led to lots of derivative action

3. in connection with

a. fraud need not relate to the terms of the transaction.  

b. fraud must have infected the securities transaction itself, rather than merely involving a misappropriation of the proceeds.  

c. Texas Gulf: misstatements in a press release issued by a publicly-held corporation, which was not at the time engaged in buying or selling any of its own shares, violated 10b-5 because they were made in connection with the purchases and sale being made by shareholders in the open market.  

4. purchase or sale

a. issuance of own shares is a sale

b. merger involved a sale and purchase; but other re-orgs may not be sales or purchases

c. etc
5. of any security 

a. no exemptions; applies to those registers under 1934 act or not; even applies to “exempted securities”—even government securities.  

iv. duty to update and duty to correct: 

1. courts recognize that a corporation owes a duty to correct a statement that it believed was true when made but subsequent events reveal that the statement in fact was not true when made.  
2. unclear whether it has duty to correct a statement that was true when made and is not untrue.  may not exist under 10b-5.  

v. Insider trading:
1. Rule 10b-5 has been applied to transactions in which persons with non-public information have sought to capitalize on that information by entering into securities transactions before the information becomes public.
2. Summary: When analyzing insider trading look for:
a. unclear which clause of 10b-5 violated—not (b) b/c no statement.  
b. breach of a duty that someone owed  (to company or to insider); to fraud or deceit on company and to persons on other side of market.  Cady Roberts.   need to find a relationship of trust and confidence.  Chiarella.  
c. material non-public information [“until news could reasonably have been expected to appear over the media of widest circulation.” Texas Gulf Sulphur]
d. person who received the information knew or should have known about the breach
e. improper personal benefit to insider
f. Fraud or misrepresentation
3. “No fraud absent a duty to speak”: Chiarella v. US (1980): 
a. Document processor at printer figured out tender offer targets based on the documents he was revising at his job; traded in target stock; figured it out even though the tender offer docs did not state the names of the companies, but merely aliases.
b. ( not a violation because he had no duty to general public (he was not an insider of the target company) and did not receive information from target company (he figured it out himself).
c. In response to ruling, SEC enacted 14e-3, prohibits trading by anyone with undisclosed information about pending tender offers.

i. [so an eavesdropper who hears about info and trades]

ii. [document processor would have violated 14e-3, if not 10b-5]

4. Tipper and Tippee: Dirks v. SEC (1983):
a. Broker—tippee—was given information about fraud from an insider—tipper—at EFC; advised his clients to sell EFC stock, then blew the whistle.
b. ( not liable for violating 10b-5.
c. tippee liable when

i. info passed to tippee for the personal benefit of the tipper

ii. tippee knew or had reason to know that tipper had satisfied all the elements of tipper liability. 

d. Tippee subject to constraints of 10b-5 only if tipper breached fiduciary duty by giving info to tippee.  Determined by asking if tipper received direct or indirect benefit from the disclosure.
e. Here, insider got nothing; tipper and tippee did not trade; insider did not disclose information for an improper purpose—was trying to expose fraud.
f. Dirks footnote 14: Temporary insiders
i. Under certain circumstances, such as where corporate information is revealed legitimately to an underwriter, accountant, lawyer or consultant working for the corporation, these outsiders may become fiduciaries of the shareholders.  If they reveal confidential information, liable as a tipper.
5. Misappropriation Theory and “Outsiders”: US v. O’Hagan (1997):

a. Partner in Dorsey and Whitney represents a company in acquisition of Pillsbury; not working on the deal himself but learned about it; he buys call options in Pillsbury stock; eventually made himself 4.3 million in profits.

b. Whenever there is a deal like this, SEC looks at unusual patterns before the deal; O’Hagan pops up, investigate, purchased options and hoped to profit from the news about to be released;
c. Jury found him guilty; 8th Cir reversed.  

d. ( partner is liable under 10b-5: a person who trades in securities for personal profit, using confidential information misappropriated in breach of a fiduciary duty to the source of the information is guilty of violating 10b-5.  

e. Classical theory looks at a corporate insider’s breach of duty to shareholder with whom the insider transacts.  [could not have prosecuted partner under this theory because he was not an insider of Pillsbury, whose stock he traded]

f. Misappropriation theory outlaws trading on the basis of non-public information by a corporate “outside” in breach of a duty owed not to a trading party, but to the source of information.

g. This theory is thus designed to protect the integrity of the securities markets against abuses by outsiders to a corporation who have access to confidential information that will affect the corporation’s security price when revealed, but who owe no fiduciary or other duty to that corporation’s shareholders.  

vi. Culpability:

1. 10b-5 claim: must have acted with scienter.  
vii. Reliance and Causation: 
1. Fraud on Market Doctrine: Basic v. Levinson (1988) [444]:
a. Suit by former Basic shareholders who allege misleading statements by Basic: say it was not engaged in merger negotiations, when it fact it had been approached.
b. An omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.
c. there must be substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.
2. Fraud-on-the-market theory of reliance:
a. Class action proceedings became practical on a broad scale for 10b-5 cases because it is no longer necessary to prove that each plaintiff specifically and individually relied on a specific misrepresentation.
b. Premise: an investor trading in an efficient market may rely on the price established in the market as being set by free market forces unaffected by fraud or misstatements.
c. Misleading statements will defraud purchasers of stock even if they do not rely on the misstatements.
3. 10b-5’s reliance requirement:

a. reliance provides the requisite causal connection between a defendant’s misrepresentation and a P’s injury.

b. accepts rebuttable presumption that persons who had traded Basic shares had done so in reliance on the integrity of the price set by the market, but because Basic’s material misrepresentations that price had been fraudulently depressed.

c. hard to imagine a buyer who doesn’t rely on market integrity.
viii. Standing:
1. Blue Chip affirmed purchaser seller requirement.  
a. denies standing to any person other than purchaser or seller.

b. hostile to private actions against corporate management. 

2. Purchaser-seller requirement 

a. court-imposed limitation on private litigation: requires P to be either a purchaser or seller of securities in the transaction being attacked.  

c. Regulation FD [2000]: ( forbid companies from selective disclosure of material, nonpublic information to analysts and other 3rd parties; must make prompt disclosure to public so all investors have access to it.  
1. applies to disclosures of information to specified market professionals for whom it is “reasonably foreseeable” that they will trade on the basis of the information. R100(b)(1)
2. if disclosure to analysts is intentional, then must simultaneously send info to public. R100(a)(1). 
3. if unintentional, then promptly issue info to public. 100(a)(2)

4. Means of disclosure: must be disseminated by methods “reasonably designed to achieve broad non-exclusionary distribution to the public.”

5. Exclusions:

a. Disclosure in the normal course of business

b. To media or government officials

c. Registration under SA

d. Foreign private issuers.

ii. Regulation G: rule regarding disclosure of non-GAAP Financial Measures, pursuant to Sarbanes-Oxley Act 
1. require public companies to disclose or release such non-GAAP financial measures to include a presentation of and a reconciliation to the most directly comparable GAAP financial measure.
2. All registration statements for public offerings must contain audited financial statements, and most usually include other financial data as well. 
3. Pursuant Sarbanes-Oxley Act, the financial statements must reflect all material correcting adjustments identified by the issuer's auditor as being in accordance with GAAP and SEC requirements. 
4. the SEC has adopted Regulation G and amended Item 10 of Regulation S-K for the purpose of restricting the presentation of pro forma and other non-GAAP financial data. Item 10, which is applicable to all non-GAAP financial measures included in Commission filings (including registration statements), imposes numerous disclosure obligations and other conditions on the use of such measures. Among other things, the presentation of the measure must include (i) the most directly comparable GAAP financial measure (or measures), (2) a reconciliation of the non-GAAP measure to the GAAP measure, (3) the reasons why the issuer believes the non-GAAP financial measure provides useful information to investors regarding the issuer's financial condition and results of operations, and (4) any additional purposes, if material, for which management uses the non-GAAP financial measure.

5. non-GAAP could be used beneficially; may be required by MD&A.  
d. SEA Sec 16(b): Short Swing profits 
i. Applicable to companies registered under §12.
ii. §16 goal is to discourage corporate insiders from taking advantage of their access to information by engaging in short-term trading in the corporation’s securities.

1. every person who beneficially owns and every officer or director of company, who owns more than 10% of a class of security, etc. must file a report with SEC 
a. when acquire this status and
b. at the end of any month in which he acquires or disposes of any equity securities of that company.  

2. 16(b) permits the company to recover any profit realized by any person from any purchase, sale of any equity security of the company within a period of less than six months.  

iii. Notes:

1. §16(b) does not reach all instances of unfair use of insider information 

2. when it applies, not necessary to show that defendant actually took advantage or, or had access to, inside information.  

3. SEC has no power to enforce liability imposed by §16(b).

a. Liability can be asserted only in a suit brought by the issuer or a security holder suing on its behalf. 

b. But note that corporate management will seldom be inclined to sue its own members; 

c. Award is often very small, so huge chunk of award is attorney’s fee.  So even if principal reason for suit is to recover attorney’s fees, courts have not barred it.

4. Profit realized:

a. Whenever there is a purchase that can be matched against a sale at a higher price that is made six months after or before purchase.  

b. Securities are fungible for sec 16 purposes

c. No provision for offsetting losses against profits—so possible to be held for profit even though suffered overall trading loss. 

5. officer and director:

a. “officer” = president, principal financial and accounting officers, any VP in charge of business unit, and others who perform policy-making functions for the issuer.  SEA Rule 16a-1(f). 
b. Etc.

6. 10% shareholder: 

a. owners of registered equity securities.

i. so ownership of 10% of common stock or of registered preferred stock will suffice.  

b. Only liable if he was 10% shareholder at the time of both the purchase and the sale.  

c. “beneficial owners”—voting power and investment power; see Rule 13d-3.  
d. two definitions

i. second one is defined in terms of pecuniary interests; after someone has become a reporting person.  
7. Purchase and sale: 
a. contracts to buy, sell
b. open market purchases and sales

c. stock option grants

d. mergers, effective date

8. Within any period less than six month:  

a. buy march 15
b. can sell on sept 14.  

9. Forms 3 and 4,5:
a. 3: initial ownership 

b. 4,5: as reporting persons.  

6. General Civil Liability Provisions 

a. Civil liabilities—private actions—supplement governmental sanctions for violations of federal securities law.  

b. Private right of action: most common 
i. SEA 10(b), 14.  
ii. SA 11, 12.
c. Private Securities Litigation Reform Act [1995]: see SEA 21D
i. heightened standards for pleading fraud, 18(a); heightened specificity.  
ii. “all facts” requirement 

iii. safe harbor for forward looking documents; 

iv. new causation standard, 18(b)

v. heightened scienter standard

1. for 10b-5 action, require “deliberate recklessness.”  Silicon Graphics. 

2. important case because Reform Act did not define requisite state of mind.

3. led to dismissal of many cases.  No other circuit followed 9th.  
vi. secondary liability: 

1. control persons, §20
2. aiding and abetting

a. Central Bank: P cannot sue aider and abettor for 10b-5 violation.  

b. but SEC can go after them.  

vii. loss causation:

1. using fraud on market theory, must prove a causal connection between alleged fraud and investment’s subsequent decline in price?  

7. State Law

8. SEC Enforcement Actions

� Applying 10b-5 to Inside Information: Securities v. Texas Gulf Sulphur (2nd 1969) [480]: 


TGS drilling in Canada; found valuable ore; rumor hit the street that valuable ore found, TGS issued press release denying it; TGS insiders traded on the information before it was released to the public.


( violated 10b-5.


Anyone who trading for his own account in the securities of a corporation has access to information intended to be available only for a corporate purpose and not for the personal benefit of anyone, may not take advantage of such information knowing it is unavailable to those with whom he is dealing.


Although insiders didn’t necessarily have a duty to disclose because disclosure would have made acquisition of the adjoining land more expensive, did have a duty to abstain.
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